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Abstract

The airline industry is one of the most fascinating in the world, with 
roots going back to the earliest years of the 20th century. Not long after 
the Wright brothers flew successfully for the first time in 1903, interest 
in aviation for military and commercial purposes began. In the late teens, 
the U.S. government began offering potentially lucrative airmail con-
tracts to start-up air carriers, who competed vigorously for them often 
with disastrous results. Despite the rocky start, the carriers persevered 
and, by the 1930s, were beginning to look like the companies we see 
today. This book will provide the reader insight into the nature of the 
airlines and why companies promulgate the strategies they do. First, the 
history of commercial air services will be examined, with an initial focus 
on the United States. After this background, airline operations around the 
world will be compared and the different types of carriers that comprise 
the industry will be discussed. Next, the reader will learn about important 
uncontrollable outside forces (fuel costs, terrorism, economic conditions, 
etc.) that can have dramatic and potentially devastating impacts on an 
airline. A discussion of economic regulation and deregulation will follow 
to help the reader understand the impact of both legislate actions on 
the carriers operating today. Finally, in the face of expected increases in 
the demand for the global movement of passengers and cargo, future 
opportunities and challenges facing the airline industry will be presented.

Keywords

airlines, air carriers, air transportation, air travel, deregulation, economic, 
logistics
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CHAPTER 1

Introduction

Background

The airline industry is one of the most fascinating in the world, with 
roots going back to the earliest years of the 20th century. Not long after 
the Wright brothers flew successfully for the first time in 1903, interest in 
aviation for military and commercial purposes began. Following World 
War I, the U.S. government began offering potentially lucrative airmail 
contracts to start-up air carriers, who competed vigorously for them often 
with disastrous results. Given the crude aircraft, lack of navigation and 
weather forecasting services, and poor pilot training, crashes became the 
rule rather than the exception. Despite the rocky start, the carriers per-
severed and by the 1930s were beginning to look like the companies we 
see today. In fact, competition in the United States became so severe that 
the government created the Civil Aeronautics Board (CAB) in 1938 to 
regulate the business of domestic air travel. The industry worldwide got a 
tremendous boost after World War II, with the availability of inexpensive 
military surplus aircraft and a plethora of airfields that could easily be 
converted to civilian use.

Commercial aviation, both in the United States and abroad, continued 
to grow during the 1950s, 1960s, and 1970s. By the mid-1970s, Congress 
decided that economic regulation was no longer necessary and began the 
process of deregulation by freeing the all-cargo carriers from most CAB 
oversight in 1977. In 1978, for better or worse, the passenger airlines were 
deregulated as well.

Deregulation transformed the U.S. airline industry forever. New 
carriers entered the marketplace, while old ones failed. As the demand for 
international travel increased, airlines in other countries began to grow 
as they found ways to successfully compete against what had been an 
industry largely dominated by U.S. firms. Competition forced managers 
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to adopt cost control measures that seriously degraded service, while 
more recently rising fuel prices have made profitability even more elusive. 
Indeed, the carriers well regarded by passengers today are not based in 
Los Angeles or New York, but rather in Dubai, Singapore, or Germany.

In order to provide insight into the nature of the airlines and why 
companies promulgate the strategies they do, the history of commercial 
air services will be examined, with an initial focus on the United States. 
After this background, airline operations around the world will be com-
pared and the different types of carriers that comprise the industry will 
be discussed. Next, the reader will learn about important uncontrollable 
outside forces (fuel costs, terrorism, economic conditions, etc.) that 
can have dramatic and potentially devastating impacts on an airline. 
A discussion of economic regulation and deregulation will follow, to help 
the reader understand the impact of both legislative actions on the carriers 
operating today. Finally, in the face of expected increases in the demand 
for the global movement of passengers and cargo, future opportunities 
and challenges facing the airline industry will be presented.

The Early Years: 1918 to 1938

Commercial aviation in America began in 1918 with the transport of 
airmail, first by the U.S. Army Air Service and then by the U.S. Post 
Office, which carried the mail for nine years using its own pilots and 
airplanes. To say that flying at that time was fraught with danger is an 
understatement. Thirty-one of the first 40 airmail pilots hired by the 
government died in crashes.1 There were no airways, navigational aids, or 
emergency landing fields; no federal agencies that dealt with civilian flying 
and no federal laws to regulate it; no standards for aircraft maintenance; 
and no mechanism for licensing pilots.2

Similar developments were occurring in Europe. For many months 
after the war, normal rail travel in Europe remained problematic 
and irregular because of the shortage of passenger equipment and the 
destruction of tracks and bridges. In addition, chaotic political conditions 
in Central and Eastern Europe often disrupted schedules. The situation 
opened many possibilities for launching airline routes. Although few 
airfields existed, aircraft of the postwar era could and did use relatively 
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short sod runways for years, meaning that locating suitable airports near 
most cities was not the formidable engineering challenge that emerged 
in subsequent decades. Another factor that emerged as a driver of airline 
development in Europe was the ongoing need to tie far-flung empires 
to their respective mother countries. Great Britain, France, and the 
Netherlands all had colonies around the world; while in the nascent 
Union of Soviet Socialist Republics (USSR), air transport emerged as an 
indispensable medium for rapid transportation and a visible means of 
knitting together sprawling, divergent regions.3 In fact, the oldest con-
tinuously operating airline in the world is the Dutch carrier KLM, which 
was founded in 1919.4

A significant difference between the United States and the rest of 
the world was that the former relied on the private sector to develop its 
airlines while virtually every other nation created and operated its own 
national carrier(s), a fact that continues to impact global commercial 
aviation to this day.

One factor that quickly became apparent in the United States was 
that the demand for military aircraft alone could not sustain aircraft 
manufacturing, which prior to 1917 was virtually nonexistent.5 After the 
war, the government was buying fewer planes while commercial flying 
was virtually nonexistent.6 As a result, there was no civilian market for 
planes. The government’s decision to sell its surplus aircraft to civilians at 
cheap rates made an impossible situation even worse. The availability of 
inexpensive planes did lure many people into the air transport business, 
but those enterprises proved too precarious either to provide reliable 
transport service or to serve as a market for planes. For example, in the 
United States, there were 88 airline operators in 1921 and 129 in 1923, 
yet the latter figure included only 17 of the original 88. While some 
companies managed to eke out a thin existence with a plane or two, as 
late as 1924 the nation still did not have a single regularly scheduled air 
transport line.7

Structure Emerges

The event that brought order to the chaos was the passage of the Air 
Commerce Act of 1926. Championed by then-Secretary of Commerce 
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Herbert Hoover, the act’s impact was enormous. During the period from 
1922 to 1926, the nation added only 369 miles of regular air service 
operated by private enterprise and 3,000 miles of airmail lines run by the 
post office that did not carry passengers or express. By 1929, there were 
25,000 miles of government-improved airways of which 14,000 were 
lighted with beacons; 1,000 airports built and 1,200 in progress; 6,400 
licensed planes making 25,000,000 miles in regular flights annually; and 
a manufacturing output of 7,500 planes a year.8 In fact, the act paved the 
way for the formation of three of today’s four largest U.S. airlines: Delta, 
which started as a crop-dusting operation in 1924 and carried its first 
domestic passengers in 1929; United Airlines which began in 1931; and 
American in 1930. Of course, there were many others as well (Northwest, 
1926; Pan American, 1927; Eastern, 1927; Trans World Airlines [TWA], 
1930; Braniff, 1931; Continental, 1934; National, 1934), although these 
have all failed or been assimilated by other carriers.9 Perhaps the greatest 
impact of the act was to establish a model of private industry and public 
promotion working together to establish a strong U.S. airline industry 
responsive to the needs of the nation.

Naturally, all these new airlines were trying to compete with each 
other during one of the worst depressions ever to occur in the United 
States. Recall that there was no government oversight of the industry, so 
managers were free to make whatever business decisions they thought 
best, with little regard for the stability of the industry. Congress had 
established a precedent of imposing economic regulation on the rail-
road, pipeline, and trucking industries engaged in interstate commerce 
because they viewed such a move as being in the public interest. The 
airlines were brought under that regulatory umbrella in 1938. While the 
topic of economic regulation will be covered in a later chapter, the CAB 
was created to stabilize the fledgling airline industry by controlling prices 
and limiting competition. One goal at the time was to encourage the 
spread of commercial air services across the nation. Of course, the air-
lines only wanted to serve routes that they knew would be profitable, so 
the agency utilized the award of operating authorities (i.e., permission) 
to ensure the public need for air services would be met. Essentially, car-
riers were forced to serve both money-making and money-losing routes, 
with the earnings from the former offsetting the losses of the latter so 
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that overall the carrier made a profit. By limiting the number of certifi-
cates awarded to serve profitable or high-demand routes and increasing 
those for unprofitable or low-demand ones, the CAB limited competi-
tion on the former and increased it on the latter. The impact on fares was 
predictable: higher prices where competition was restricted and lower 
where it was forced.

Expansion Abroad

Global expansion on any meaningful level was constrained by the lack of 
suitable aircraft and infrastructure. Pan American established itself as an 
international carrier with a short-lived passenger service from Key West 
to Havana in 1927. The carrier proved so adept at winning federal airmail 
contracts that services throughout the Caribbean quickly followed.10 
However, crossing the Atlantic and the Pacific Oceans proved much more 
challenging. The Atlantic routes had to be via intermediate points, either 
by the northern countries, or via island hopping points in the Central 
Atlantic. The problem thus became one of territorial sovereignty. Great 
Britain, for example, through its Commonwealth connection to Canada 
stood in the way of the initial segment of the Great Circle route eastwards 
from New York. The British were not anxious to allow the Americans to 
start a service before they were ready themselves. Similarly, France had 
secured exclusive landing rights to the Azores, the vital halfway point in 
the middle of the Atlantic, by an agreement with Portugal, which con-
trolled the islands. Denmark still extended its political domain to the 
Faröe Islands, Iceland, and Greenland, and thus controlled the northern 
perimeter.11

There were actually fewer operational and political problems growing 
across the Pacific. Initial efforts focused on securing a Great Circle route 
from New York to Tokyo via Canada, Alaska, and the Soviet Union, but 
the Soviets refused to allow U.S. carriers to transit its airspace because 
America continued to withhold diplomatic recognition. All interest 
then shifted to the Central Pacific. The weather was better, but more 
importantly, the United States controlled vital territories like Hawaii, 
Midway and Wake Islands, Guam, and the Philippines, which meant that 
trans-Pacific air services could be stitched together without asking for 
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permission from any foreign government. One big problem remained, 
aside from the challenge of developing an aircraft capable of profitably 
flying between San Francisco and Honolulu: the lack of infrastructure 
between Hawaii and Manila. Pan American faced the challenge head-on 
and built these resources itself. It leased a ship, organized supplies 
and equipment, and dispatched it with 44 airline technicians and 74 
construction staff. The cargo included enough material to construct two 
complete villages and five air bases (including hotel accommodations for 
passengers and crew), the most important of which were at Midway and 
Wake Islands, tiny specks of U.S. territory in the middle of the Pacific 
where two flying boat bases were blasted out of the coral. All this work 
was completed in mid-1935, with scheduled airmail service starting in 
November of that year and passenger service a year later.12 A few statis-
tics on the first flight from San Francisco to Manila: one-way fare was 
$799, the equivalent of $13,895 in 2014; total flight time was 59 hours,  
48 minutes (21 hours from San Francisco to Honolulu alone); total 
elapsed time was seven days.13

World War II and the Postwar Years: 1939 to 1958

Unfortunately, as the 1930s wore on, the threat of war in both Europe 
and the Pacific became more acute, slowing further developments in the 
industry. Pan American started transatlantic services in 1939, only to 
curtail them a few months later. By the time the United States actually 
entered the conflict in December of 1941, international commercial 
flights had virtually ceased as did casual air travel within the United States. 
The Army’s Air Transport Command was formed in 1942 to coordinate 
the transport of aircraft, cargo, and personnel throughout the country 
and around the world. The Air Transport Command contracted with 
airlines to fly wherever they were needed. Pan American’s vast overseas 
experience became an especially valuable asset. Unfortunately, other 
airlines also received overseas routes, only to become Pan American’s 
postwar competitors: Northwest flew to Alaska and the Pacific; United 
to Hawaii and the Pacific; Eastern and Braniff to Latin America; TWA 
across the Atlantic; and American to Africa, India, and China.14
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By 1944, the outcome of the war was ordained as was the future of 
air transportation. The allied nations of the world gathered in Chicago to 
lay the groundwork for postwar international commercial air transport. 
Fifty-two countries signed the Convention on International Civil 
Aviation on (ironically) December 7, 1944, an agreement that continues 
to form the basis for the exchange of air rights between nations to this 
day.15 With the plethora of surplus aircraft available and military air bases 
ripe for conversion to civilian use, the stage was set for international air 
transportation to grow once the global economy recovered.

The 1950s saw unprecedented growth in the demand for both 
domestic and overseas air travel. Regulation by the CAB in the United 
States limited new entrants and pretty much ensured prosperity for what 
have come to be known as the legacy carriers. There were several systemic 
events that occurred during this period as well. First, the Civil Reserve Air 
Fleet (CRAF) was created in 1954 to augment Department of Defense 
(DOD) airlift requirements when emergency needs exceed the capability 
of military aircraft. This program, which is still in place today, eliminates 
the need for a huge investment in military aircraft that (hopefully) will 
never be needed. The airlines contractually pledge aircraft to the various 
segments of CRAF, ready for activation when needed. To provide 
incentives for civil carriers to commit aircraft to the CRAF program and 
to assure the United States of adequate airlift reserves, the government 
makes peacetime DOD airlift business (passengers and cargo) available to 
civilian airlines that offer aircraft to the CRAF.16 Two other noteworthy 
events that both occurred in 1958 were the introduction of the first 
jet-powered transports into scheduled service and the creation of what is 
known today as the Federal Aviation Administration (FAA) to oversee air 
traffic control and flight safety issues.

The Calm Before the Storm: 1959 to 1978

This period was one of domestic stability and international growth. Recall 
that the CAB continued to regulate domestic U.S. competition and fares 
such that both new entrants and failures of existing airlines were equally 
rare. Internationally, airlines were still primarily government owned and 
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thus more concerned with expanding their nation’s global presence than 
with profitability (Pan American was also used in this role by the U.S. 
government, though without any direct support). Thus many countries, 
even those with no domestic markets, operated subsidized airlines in 
competition with U.S. carriers, a situation that still exists.

The winds of change began to blow in the mid-1970s when Congress 
started to question the efficacy of transportation regulation. The feeling was 
that the time had come to allow market forces to allocate transportation 
services. With regard to the air transport industry, there was concern that 
passengers were paying more than they should be and that the carriers were 
constrained from responding to the changing demands of a mature mar-
ketplace. Congress dipped a legislative toe in the water in 1977 by freeing 
the cargo-only airlines from domestic economic regulation, then committed 
completely in 1978 by passing the Airline Deregulation Act, which did the 
same for the passenger carriers as well. The industry has never been the same.

Adapting to the Free Market: 1979 to 1998

Deregulation put the business of air transportation back into the hands 
of carrier managers. “Normal” corporate decisions related to issues like 
where to fly, what services to offer, and fares, which since 1938 required 
CAB vetting, were now (with the exception of some initial limitations 
on pricing freedom) left up to management. The relaxation of barriers to 
entry encouraged new carriers to initiate services in competition with the 
legacy carriers. In other words, airlines were given the ability to succeed 
or fail without interference from the federal government. Two import-
ant caveats must be made before proceeding. First, deregulation applied 
only to business matters. The government was and still is very much 
involved in air traffic control, safety, labor, environmental, and antitrust 
issues pertaining to the airline industry. Second, deregulation was strictly 
a U.S. phenomenon that only applied to domestic airlines and services; 
international aviation continued to be strictly controlled.

Competition

Because government barriers to entry were eliminated, there was a 
dramatic influx of new airlines virtually all of which were competing with 
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the established carriers on the basis of price. In fact, as a group, these 
new entrants came to be known as no-frills airlines because the low price 
bought only a seat; everything else was a “frill” that either cost additional 
money or was eliminated altogether. Pretty much every aspect of flying 
that passengers were used to fell into this category: complimentary 
in-flight meals and drinks, pillows and blankets, advance seat selection, 
and even the ability to book a flight were all viewed as extras. Perhaps 
the best known of these carriers was People Express, which began service 
on April 30, 1981 with the strategy of short flights, small fares, no frills, 
and indirect competition (operating at lesser used airports in the vicinity 
of large airline hubs).17 Passengers arrived at the terminal without a 
reservation and paid onboard the aircraft. There were no assigned seats; if 
and when the aircraft filled up, those waiting either caught the next flight 
or made other arrangements. By the end of 1981, over 950,000 passengers 
had flown on a People Express flight, many of whom had never flown 
before. The reality was that the fares were often lower than driving or 
taking the bus. To say their strategy was a success is an understatement. In 
fact, the airline grew at an astounding rate and, at one point, was the fastest 
growing company in the nation.18 Unfortunately, that growth ultimately 
contributed to their demise, but not before they spawned many imitators 
who collectively redefined airline competition in the United States.

While People Express instituted a London service as a part of their 
failed growth strategy, low-fare or low-service air transport was not strictly 
a U.S. phenomenon. Icelandair began offering transatlantic low-budget 
flights with single-class seating in the mid-1950s, connecting the United 
States with Luxembourg via Reykjavik.19 Laker Airways, a private British 
carrier that started as an ad-hoc charter airline in 1966, began no-frills 
scheduled services between London and New York in 1977. Despite the 
carrier’s efforts to expand with similar flights to Australia, Hong Kong, 
and other U.S. destinations, British regulatory impediments and the 
recession in early 1980 conspired to push the company into bankruptcy 
in February 1982.20

Fares and Yield Management

A study by the Government Accounting Office (GAO) in 1996 stated that 
domestic fares overall fell between 1979 and 1994, although the impact 
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across specific airports was not even. For example, of the 112 airports 
in the study, eight experienced fare increases of more than 20  percent 
while 14 saw decreases in excess of 20 percent, with the remainder falling 
somewhere in between.21 Much of this variation can be attributed to the 
fact that fares now reflected actual demand such that prices on high-
demand routes fell as additional carriers began serving them while those 
on low-demand routes rose as competition declined, a complete reversal 
from the situation under regulation. Distance per se became largely 
irrelevant to the pricing equation, so passengers often realized they were 
paying higher fares to fly fewer miles, which intuitively seemed wrong 
even if economic theory says otherwise. In other words, airlines began 
charging fares based on where and when passengers wanted to travel, 
thus applying the concept of price elasticity (how sensitive people are to 
changes in price) to the demand for air travel. A passenger who wants 
or needs to fly today will be willing pay a very high fare (e.g., a business 
person), while a leisure traveler will book well in advance to get a lower 
one. Understanding passengers’ demand elasticity allowed the airlines to 
develop a myriad of fares intended to maximize the revenue on every 
flight, a practice known as yield or revenue management. Obviously, such 
a system requires a tremendous amount of historical data, which the legacy 
airlines had been capturing for years via their proprietary reservations 
systems. This capability enabled them to compete with the new low-price 
carriers by selectively lowering fares to match them on the routes where 
the two competed while continuing to offer their higher service levels.

This same principle has been applied to air freight charges as well. 
FedEx was originally an overnight service that guaranteed delivery by 
10:00 a.m. the next morning and was priced accordingly. In other words, 
by calling FedEx, customers communicated their urgency of need and 
consequent willingness to pay the high price. Gradually, FedEx (and, later, 
UPS) began offering cheaper second- and third-day services, in addition 
to next-day. This strategy allows the carrier to capture more price-sensitive 
buyers while, at the same time, better managing their aircraft loads. For 
example, freight that is identified for three-day service may actually move 
overnight if the airplane has room, though it will not be delivered until 
the date paid for by the customer. By the same token, FedEx will even 
accept cargo for same-day delivery, although in most cases this freight 
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will be put on a scheduled passenger flight. Needless to say, this service is 
extremely expensive.

Networks

One of the early results of deregulation was the abandonment of 
unprofitable routes to primarily small communities that the carriers had 
been forced by the CAB to serve. Many of these towns had enjoyed sched-
uled, if relatively infrequent, service for decades, so the loss was very trau-
matic. During the first 10 years of deregulation (the 1980s), the major 
airlines shifted dramatically from point-to-point to hub-and-spoke route 
systems. Following the example of prederegulation Delta, which pioneered 
the concept at Atlanta, the major airlines built up major connecting hubs 
at what had been principally origin-and-destination airports, such as 
Charlotte, Dallas, Detroit, Minneapolis, Pittsburgh, and St. Louis. Hubs 
made possible huge increases in service for two categories of air traveler. 
First, those living in the hub-airport city gained access to a many more 
destinations and flights. Second, residents of small cities on the spokes of 
the hub, who may have lost some point-to-point service, gained access to 
potentially hundreds of destinations via the hub.22 In fact, many of these 
locales actually ended up having better (i.e., more frequent) service then 
they did prior to 1978. Of course, the major advantage of the hub-and-
spoke accrued to the airline because support activities such as catering, 
maintenance, and fueling could be concentrated at the hub rather than 
scattered throughout a point-to-point system, thereby lowering costs. In 
addition, the carrier could operate full but smaller aircraft into and out of 
the hub, minimizing empty seats.

Operating Costs

The thread running through the discussion about deregulation so far 
is cost reduction, a topic largely unfamiliar to airline managers used 
to economic regulation. The rapid market inroads made by innovative 
low-cost competitors forced a complete overhaul in the way the business 
was run. The move to hub-and-spoke networks was very much cost driven, 
as was the elimination of unprofitable routes. The 1980s and 1990s saw 
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the paring of employees and passenger services as labor contracts were 
renegotiated to lower costs. Many of these changes had a direct and 
largely negative impact on the in-flight customer experience as passengers 
still expected prederegulation service and postderegulation fares. Aircraft 
technology emphasized cost savings as well, offering new airliners with 
better fuel economy (while generating less pollution) and sophisticated 
flight systems that allowed two pilots to safely operate even the largest 
and longest-range planes. Yield management systems allowed the airlines 
to minimize the number of empty seats on every flight, an essential goal 
when fares are low.

This period was a very tumultuous one for the airline industry as 
firms adjusted to the new reality of deregulation. Unfortunately, some 
major carriers simply could not adapt: Braniff failed in 1982, Western in 
1986, Eastern and Pan Am in 1991.23 Of the eight local service airlines 
that served various regional markets in 1978, only one, US Airways, 
survived into the 90s while Southwest was all that remained of the four 
intrastate airlines operating in California, Florida, and Texas. Most telling 
of all is that out of 119 airlines that started service between 1979 and 
1998, 76  failed during the same period.24 Some airlines simply went 
bankrupt while others were bought or merged with a larger carrier, but all 
disappeared one way or the other from the industry.

More Upheaval: 1999 to 2014

This period was very much defined by environmental events: September 
11, 2001 and the use of commercial airliners as terrorist weapons; the 
ensuing war in the Mideast; rising fuel prices; and a global recession, just 
to name a few. When you add to this turmoil the rise of a new generation of 
“no-frills” competitors now known as low-cost carriers (LCCs), increasing 
global competition, declining revenues, and the continued contraction of 
the industry, the challenges become even more apparent.

9/11 and Its Aftermath

The attacks on the World Trade Center in New York forced airlines, 
passengers, and governments around the world to redefine their 
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respective views of security. The United States immediately strengthened 
passenger screenings as did many other nations. The Transportation 
Security Administration (TSA) was established on November 19, 2001 
and assumed responsibility for all civil aviation security functions from 
the FAA. In March 2003, TSA transferred from the Department of 
Transportation to the Department of Homeland Security, which was 
created in November 2002 to unify the nation’s response to threats to 
the homeland.25 The new procedures were more intrusive, restrictive, 
and time consuming, necessitating preplanning on the part of passengers 
to ensure they allowed sufficient time for the process. In other words, 
the days of dashing into the airport 30 minutes prior to departure and 
making the flight were gone forever. As time passed, procedures had to 
be modified as new threats arose and were handled. Items that used to be 
allowed in carry-on bags are now prohibited (nail files, pocket knives, and 
later on, liquids and gels over three ounces), adding to the confusion and 
processing time. Taken in sum, the impact on the passenger experience of 
heightened security, while necessary, was largely negative.

Fuel Costs

Fuel, which globally comprised 14 percent of a carrier’s operating costs in 
2003 when the average price per barrel of crude was $28.80, accounted 
for 30 percent 10 years later as the price per barrel rose to $108.26 By the 
middle of 2013, oil prices began to fall and have continued to do so to the 
point that the airlines paid an average of $2.05 per gallon in June 2015.27 
The attendant reduction in operating costs from the streamlining of 
routes and the increased use of highly efficient aircraft means the cheaper 
fuel is even more impactful to the company’s bottom line.28

Financial Recovery

Beginning in 2007, deteriorating consumer confidence and economic 
uncertainty due to the European debt crisis and the growing likelihood 
of a protracted period of slow growth in developed economies combined 
to plunge the world into a recession that persisted into 2011.29 However, 
this situation exacerbated an already untenable situation. For most of the 
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2000s, U.S. passenger airlines were struggling to post operating profits. 
In 2008 alone, they lost $5.6 billion,30 but things began to improve 
as operating profits rose to more than $5 billion in 201231 and almost 
$200 billion in 2013.32 One reason credited for the industry’s soaring 
profits is that carriers are not adding more capacity than demand can 
support. And to a large extent, they are trying to add capacity without 
adding airplanes by ensuring every flight is full.33 In addition, companies 
are reaping billions by charging for everything from checking a bag to 
extra legroom. United, for instance, said that its revenue from such extra 
charges increased 16 percent in the third quarter, to more than $20 per 
passenger, compared with the same period in 2012.34 Another factor is 
the wave of mergers that occurred among the nation’s largest carriers at 
the turn of the decade: in 2008, Northwest Airlines merged with Delta,35 
while United and Continental did the same in 2010,36 and American and 
US Airways in 2014.37 This concentration of market power facilitated the 
stability necessary to implement many of the policies just discussed.

Low-Cost Carriers

The public interest in low-cost or low-service air transportation 
became a global phenomenon in the 2000s. Southwest, which started 
as an intra-Texas carrier in 1971, was the first of the second-generation 
LCCs in the United States, to be followed by others like JetBlue, Spirit, 
Allegiant, and a newer incarnation of Frontier. Similar airlines can be 
found in virtually every area of the world, all promoting lower cost flights 
and fewer (if any) free amenities than their full-service competition. 
Succeeding in this segment remains challenging, however, as profitability 
can remain just as elusive as it did for those firms following the same 
strategy in the 1980s.

Summary

This chapter has presented the high points of the industry’s development 
from the beginnings of powered flight in 1904, through two world wars 
and a like number of major economic downturns, as well as other envi-
ronmental events that have collectively shaped this global transportation 
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system into the one we rely on today. In addition, the transition from 
economic regulation to deregulation completely transformed the way the 
airlines operated, and necessitated such a dramatic change in manage-
ment skills that many carriers failed because their leaders could not make 
the transition to a free-market business model.





CHAPTER 2

The Global Airline Industry

Introduction

Airline operations differ from one part of the world to the other. First 
World, Second World, and Third World carriers will be discussed in 
order to understand how differences in management philosophy, cultural 
issues, and governmental influence affect carriers of different nationalities. 
The current business environment will then be examined as will the 
unpredictability of a global airline’s operating environment. However, 
because the basic administrative structure within which all international 
air services operate has remained virtually unchanged since 1944, it will 
be presented first.

The Exchange of Air Rights Between Nations

Bilateral Agreements

In 1944, during the closing stages of World War II, 54 countries came 
together in Chicago, U.S., to discuss the future of international aviation. 
The conference resulted in the signing of the Convention on International 
Civil Aviation, commonly known as the Chicago Convention, which 
established the rules under which international aviation continues to 
operate. The treaty determined that no scheduled international air service 
may be operated over or into the territory of another state without its 
express permission and led to the development of a series of traffic rights 
that came to be known as the Five Freedoms (or Rights) of the Air that 
continue to form the basis of rights exchanged in air services negotiations 
today.1 Briefly, these are:

First Freedom—the right for an airline from one country to fly over 
another country without landing
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Second Freedom—the right granted by one country to another 
country to land in its territory for nonrevenue purposes such as fuel 
or repairs (also referred to as a technical stop)

Third Freedom—the right for an airline to deliver revenue passengers 
from its home country to another country

Fourth Freedom—the right for an airline to deliver revenue passengers 
from another country to its home country

Fifth Freedom—the right for an airline to take passengers from its 
home country, deposit them at their destination in another country, 
then pick up additional passengers and take them on to additional 
international destinations2

Reflecting the massive changes that have occurred in the industry since 
these were promulgated, several other freedoms have since been added. 
Although most are not officially recognized under international treaties, 
they have been agreed to by a number of countries and are presented next.

Sixth Freedom—the right for an airline from Country A to carry 
passengers or cargo between Countries B and C via Country A

Seventh Freedom—the right for an airline to transport revenue 
passengers or cargo between two countries without transiting its 
own country

Eighth Freedom—the right for an airline from Country A to carry 
passengers or cargo between two points in Country B as long as the 
flight originates in Country A or a third Country C, also known as 
consecutive cabotage

Ninth Freedom—the right for an airline from one country to carry 
passengers or cargo within another country without restriction, 
otherwise known as pure cabotage3

The Office of International Aviation and the U.S. Department of State 
negotiate bilateral and multilateral air service agreements with the United 
States’ foreign aviation partners. Such agreements provide the basis for 
airlines of the countries involved to provide international air services for 
passengers, cargo, and mail and are quite detailed, covering the following:
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•	 Traffic rights—the routes airlines can fly, including cities 
that can be served within, between, and beyond the bilateral 
partners

•	 Capacity—the number of flights that can be operated or 
passengers that can be carried between the bilateral partners

•	 Designation, ownership, and control—the number of 
airlines the bilateral partners can nominate to operate services 
and the ownership criteria airlines must meet to be designated 
under the bilateral agreement. This clause sometimes includes 
foreign ownership restrictions

•	 Tariffs—that is prices. Some agreements require airlines to 
submit ticket prices to aeronautical authorities for approval

•	 Many other clauses addressing competition policy, safety, and 
security4

While the United States has advocated for a competitive free market 
in international aviation since 1944, the system is still overwhelmingly 
characterized by bilateral agreements negotiated between two countries. 
In fact, there are currently more than 3,000 of these agreements 
around the world, all of which are treaty-level documents agreed to by 
governments. Once signed, service rights are awarded to each nation’s 
airlines by their respective governments consistent with the provisions 
agreed to in the bilateral. Naturally, as with any negotiation, the bal-
ance of power on each side may not be equal, which can lead a country 
to concede an air transport advantage in exchange for a gain in some 
other aspect of diplomacy totally unrelated to transportation. Not only 
are governments continually negotiating new treaties to allow interna-
tional aviation to grow and to expand its carriers’ access to new and 
emerging markets, but existing bilaterals have a finite life and must be 
renegotiated over time. Because the relative power of the participants 
may have changed dramatically over the years, the new agreement 
may be radically different than the old one. For example, the United 
States bilateral with Japan was first signed is 1952, and was not rene-
gotiated until 1998.5 Japan’s growth from a destroyed nation after 
World War II to a global economic powerhouse placed it in a much 
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stronger position and allowed it to negotiate a much more favorable 
agreement.

The United States strives to develop a competitive operating environ-
ment for U.S. airline services, but must work in a global environment 
that is not as supportive of free markets. Since 1992, the Department of 
Transportation has pursued an “open-skies” policy designed to eliminate 
government involvement in airline decision making about routes, 
capacity, and pricing in international markets. Open-skies agreements 
also contain provisions governing commercial opportunities, safety, and 
security. The United States has negotiated open-skies bilaterals with more 
than 100 countries that allow airlines from both nations to serve each 
other’s markets without restrictions.6

Multilateral Agreements

In keeping with its commitment to free-market principles, the United 
States has negotiated two multilateral open-skies accords as well: (1) the 
2001 Multilateral Agreement on the Liberalization of International Air 
Transportation (MALIAT) with New Zealand, Singapore, Brunei, and 
Chile, later joined by Samoa, Tonga, and Mongolia; and (2) the 2007 Air 
Transport Agreement with the European Community and its 27 Member 
States.7 While the first agreement clearly favors the foreign countries, 
the precedent was set for subsequent negotiations like the second that 
embrace markets that are attractive for U.S. carriers.

Cabotage

But no matter how all-encompassing these agreements might be, the 
transport of domestic passengers (or freight) between points in their 
own country by a foreign carrier is rarely permitted. Thus, Lufthansa 
might have received Fifth Freedom Rights from the United States to 
carry passengers from Frankfurt on to Houston after dropping off 
other passengers from Germany in New York. But they cannot pick up 
new passengers in New York and take them to Houston. The principle 
of cabotage goes back hundreds of years to a time when nations were 



	 THE GLOBAL AIRLINE INDUSTRY	 21

concerned about protecting domestic coastal shipping from foreign 
competition; as air transportation became more global, cabotage laws 
were applied to commercial aviation as well. In contrast, since 1997 the 
European Union (EU) has allowed all Community airlines unconditional 
access to all domestic EU markets, including routes considered cabotage.8

Global Airline Ownership and Operation

Though now outdated, looking at the world as comprised of first, 
second, and third world countries provides a useful framework for 
examining how governments utilize air transport to meet their national 
goals. For the purposes of this discussion, the following definitions will 
be used:

•	 The term “First World” refers to so-called developed, 
capitalist, industrial countries, roughly, a bloc of countries 
aligned with the United States after World War II, with more 
or less common political and economic interests: North 
America, Western Europe, Japan, and Australia.

•	 “Second World” refers to the former communist–socialist, 
industrial states (formerly the Eastern bloc, the territory and 
sphere of influence of the Union of Soviet Socialist Republics 
[USSR]) today: Russia, Eastern Europe (e.g., Poland) and 
some of the Turk States (e.g., Kazakhstan), as well as China.

•	 “Third World” embraces all the other countries, today often 
used to roughly describe the developing countries of Africa, 
Asia, and Latin America.9

First World Airlines

Most carriers based in these nations are either totally or primarily (less 
than 50 percent government ownership) private enterprises whose main 
objective is profitable operations. All operate western-made aircraft 
primarily manufactured by Boeing and Airbus industries staffed with 
well-qualified crews and maintained to the highest standards.
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Second World Airlines

Prior to the breakup of the Soviet Union in 1990, all of the carriers 
in this category were government owned and operated utilizing only 
Russian-made aircraft. After the breakup, as much of the former Soviet 
bloc shifted more toward free enterprise, private airlines began to appear 
utilizing western as well as Russian-made aircraft. Typically, these for-profit 
operators must compete with a state-run flag carrier (e.g., Aeroflot or Air 
China), which can prove to be almost impossible.

Third World Airlines

The mix of companies here include some of the best and worst in the 
world, the former represented by Emirates (United Arab Emirates) and 
Qatar Airways (Qatar), the latter by a multitude of carriers in Africa 
where the vast majority of airlines banned from the EU are based.10 Both 
the EU and the United States maintain “black lists” of carriers resulting 
from ground inspections that uncover badly maintained, dilapidated, 
or obsolete aircraft; an inability to correct faults that are identified; 
and the incapacity of the airline’s home nation authority in charge of 
airline oversight and surveillance to ensure compliance with U.S. and EU 
regulations.11

Reasons for Operating an Airline

Airlines are in business for a variety of reasons including making a profit, 
projecting national prestige on a global stage, providing employment, and 
supporting national defense.

Profit

As noted earlier, profit is what drives most privately held carriers regardless 
of their location. Simply put, these companies must make money to 
survive; their interest in anything else, other than perhaps supporting the 
needs of national defense (recall the Civil Reserve Air Fleet [CRAF] in the 
United States), is a distant second.
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Social Promotion

Virtually every country in the world has an international airline, including 
North Korea and Cuba. Clearly, profit is not the primary motivator for 
either of these nations’ carriers. In fact, North Korea’s Air Koryo received the 
only one-star rating among 190 airlines reviewed by the Skytrax service.12 
Sometimes, airlines provide a global presence for a country that may other-
wise lack one. Alternatively, government-controlled airlines renowned for 
their high passenger service levels (e.g., Emirates and Singapore Airlines) 
use their reputation for excellence as an extension of the country itself. For 
those companies that must control costs and earn a profit, competing with 
carriers that do not worry about such things can be extremely difficult.

Xiamen Airlines is an interesting case in point. The Chinese carrier 
recently took delivery of the first of six Boeing 787s it has ordered to 
initiate flights between Xiamen (a city of almost 2 million people 
located on the southeast coast of China) and Amsterdam or Paris. As the 
remainder of their new aircraft arrive, the airline plans to start services to 
Australia and North America as well. The company initially expects to lose 
money on flying this airplane because it will be the first wide-body in the 
fleet and will be used to pioneer long routes. Moreover, the airline lacks 
brand recognition in the foreign markets that will be served, and although 
Xiamen is a well-developed city from which many tourists may wish to fly 
to Europe, it is not likely to strongly attract European travelers, especially 
those flying for business. So why operate such a service? According to 
Xiamen Airlines Deputy General Manager Zhao Chen:

Our aim is not necessarily to make a profit with widebody aircraft. It 
is good enough not to lose money in operating them—or at least it 
would be consistent with our expectations if we operated the aircraft 
at a small loss. Xiamen Airlines’ Boeing 787s will have a beneficial 
social and economic effect. Sometimes the aim of the airline industry 
is not to make money but, rather, to do good deeds.13

As a result, the city of Xiamen, which has an ownership share in the 
airline, will subsidize the losses as a cost of promoting the city and the 
region.14
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Employment

Though not operated strictly for job creation purposes, transportation 
enterprises, particularly railroads and airlines, are often huge sources of 
employment especially when run by the state. For example, the Indian 
Railways is the largest employer in India and the eighth largest in the 
world.15 Unfortunately, they, like their U.S. counterparts, also tend to be 
heavily unionized across all job categories, which makes privatization and 
the attendant need to achieve cost efficiency through labor reductions 
absolutely essential and extremely difficult. Absent those changes, the 
state must either continue to support the company or let it fail and deal 
with the consequences as Belgium did in 2001 when its state airline 
Sabena went bankrupt taking as many as 14,000 jobs with it.16 Indeed, 
employment issues continue to challenge managers as the industry 
becomes more competitive. Despite intense pressure from the French 
government to avoid layoffs, Air France–KLM has moved ahead with 
plans to slash more than 5,100 jobs at its Air France unit by the end of 
2013—just over 10 percent of its workforce of 49,000. Another 1,300 
jobs are being eliminated at its smaller KLM unit. These reductions 
follow on the heels of staff cuts earlier in 2012 that resulted from early 
retirements and other voluntary departures.17

National Defense Needs

From the earliest days of commercial aviation, the United States has  
advocated a partnership between its airlines and the military. Each major 
piece of legislation discussed in Chapter 1 has included a statement  
of national policy supporting the development of an air transportation 
system able to meet the needs of the foreign and domestic commerce of 
the United States, of the Postal Service, and of the national defense.18 
The voluntary partnership embodied in the CRAF has helped fulfill this 
requirement since its inception, reducing the need for military assets 
while providing revenue to the carriers. Nations that operate their own 
airlines can certainly draft them into military service, although their 
armed forces tend to perform those tasks themselves. In fact, some third-
world countries like Sir Lanka even utilize their Air Force to provide 
commercial services.19
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Current Situation

Privatization

For many nations today, operating a global airline has become too expensive 
given all of the competing societal demands for scarce resources. While 
some countries such as China continue to sustain large government-owned 
carriers, others are choosing to attempt privatization by offering them for 
sale to commercial interests. Simply put, privatization is the process of 
converting a publicly operated enterprise into a privately owned and oper-
ated entity. Many countries around the world have privatized formerly 
state-run enterprises such as banks, airlines, steel companies, utilities, 
phone systems, and large manufacturers. A wave of privatization swept 
through Russia and Eastern Europe after the fall of Communism in the 
1990s, and through some Latin American countries such as Peru, as new 
democratic governments were established. When a company is privatized, 
shares formerly owned by the government, as well as management con-
trol, are offered to the commercial sector. The theory behind privatization 
is that these enterprises run far more efficiently and offer better service 
to customers when owned by stockholders instead of the government.20 
Unfortunately, making a previously state-run carrier attractive to private 
investors can involve huge changes in labor and business practices that 
may prove so unpopular that implementation is simply impossible. The 
only recourse then is to continue government support to some degree or, 
as in the case of Belgium, allow the airline to fail.

An interesting wrinkle is that a prospective investor could be from 
another country which is why governments such as the EU and the United 
States limit foreign investment in their respective airlines to 49 percent 
and 25 percent, respectively.21 United Arab Emirates-based Etihad Airways 
wants to acquire 49 percent ownership of Italy’s Alitalia. The Italian 
government, which is not a direct shareholder in the company but still has 
strong influence, is willing to accept unheard-of concessions and cutbacks 
just to keep the airline out of their hands.22 Because foreign investment is 
viewed as preferable to the failure to an airline, both the United States and 
the EU are evaluating whether or not to raise or even eliminate the current 
limit. However, issues relating to national defense and the CRAF make the 
issue much more problematic in America than in Europe.
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Strategic Alliances

Airlines often form voluntary alliances with each other as a way to offer 
services to destinations they do not serve directly via rights awarded 
from the bilateral process. These began quite simply, with one agreeing 
to award its frequent flier miles for travel on the other, but have since 
grown into globe-spanning networks of multiple carriers each honoring 
the tickets and frequent traveler awards of the other. The largest of these 
is the Star Alliance made up of 27 airlines from around the world,23 
followed by Sky Team with 20 members,24 and OneWorld comprised 
of 16 carriers.25 Through a practice known as code sharing, airlines are 
effectively able to extend their route structures by writing and selling 
tickets to destinations served by a partner. They may also share gates 
and ground support duties at some airports, thereby reducing costs. 
Code sharing also allows alliance members to effectively share aircraft 
by commingling ticket holders from one or more partners onto a single 
plane. Passengers gain from the expanded service offerings, the reten-
tion of their frequent flier benefits when changing airlines, one-stop 
baggage checking from origin to final destination, and more convenient 
connections.

Disadvantages to passengers are minor. Some may be unaware their 
trip will be at least partially on a foreign carrier. For example, Delta 
Airlines offers a flight from Charleston, South Carolina to Seoul, South 
Korea where the only leg actually flown by Delta is the one between 
Charleston and Atlanta; the remainder is via Korean Airlines.26

Unfortunately, service levels can vary across airlines, so a company 
must make every attempt to select partners who share their operating 
standards and commitment to customer satisfaction. Delta has been 
known to drop airlines from Sky Team when their standards fall, because 
passengers tend to blame Delta for their unsatisfactory experience even 
though they were on another carrier. A more significant problem can arise 
in the event of an accident. When Swissair Flight 111 crashed off the coast 
of Nova Scotia in 1998, 53 of the passengers lost were on Delta tickets.27 
As a result, Delta found itself a defendant in a number of lawsuits alleging 
that, because the airline had issued the ticket, it was responsible for the 
passengers’ safety.28 Similarly, recovering damages in the event of a partner 
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carrier accident can be very difficult, especially if that airline is owned by 
a foreign government.

Low-Cost Carriers

Once referred to as no-frills airlines, these companies focus on offering 
extremely low fares with concomitant levels of service. While not new 
in the United States (People Express, Southwest, JetBlue, Spirit Air, 
and Allegiant Air) or Europe (Laker, EasyJet, and Ryanair), they have 
proliferated across Asia and Australia as well. Interestingly, the major 
U.S. airlines initially either ignored these upstarts or reacted by setting 
up low-cost subsidiaries (Delta’s Song and United’s Ted) to compete with 
them.29 Unfortunately, failing to take this new business model seriously 
allowed Southwest and JetBlue, for example, to gain competitive advan-
tages they hold to this day. Song and Ted, on the other hand, lasted only 
three and five years, respectively, both proving to be short-lived and costly 
failures.30 In Europe, a similar pattern emerged during the same period, as 
upstarts Ryanair and EasyJet grew to become the largest low-cost carriers 
(LCCs) on the continent, while more established airlines like Lufthansa 
and British Airways failed to unseat them with their own budget-minded 
sub-brands. Air France–KLM and Lufthansa are both trying again, but 
they may simply be too late to the market now.31 Even Air Canada, 
which has long dominated the Canadian market, was unable to keep 
its LCC Tango alive for more than three years. In each of these cases, a 
better-funded competitor, backed by an experienced player in the market, 
lost out to a younger, smaller company, despite a nearly identical offering 
and pricing structure.32 Even the established airlines in Asia are realizing 
these competitors are here to stay. There are currently 47 LCCs operating 
in the Asia Pacific region, including 23 in Southeast Asia, 16 in North 
Asia, six in South Asia, and two in Australia. These 47 carriers ended 
2013 with a combined in-service fleet of 992 aircraft, according to the 
CAPA Fleet Database. Indonesia’s Lion Air is the largest single LCC, with 
a fleet of 94 in-service aircraft, according to the CAPA Fleet Database. 
But Malaysia’s AirAsia is still the continent’s largest LCC group, with an 
in-service fleet as of December 31, 2013 of 172 aircraft compared to 133 
for the Lion Group.33
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While mostly regional, long-haul LCCs are starting to emerge as 
well. There is particular interest in the South East Asia–Australia trade 
where estimates say as many as 10 are planning to go head-to-head with 
established airlines like Qantas, Singapore, and Cathay Pacific.34 The 
list includes not only Lion Air and AirAsia, but Cebu Pacific from the 
Philippines, Citilink and Batik Air also from Indonesia, Vietnam’s VietJet 
Air, Jin Air from Korea, Thai joint venture NokScoot, Malaysia’s Malindo, 
and AirAsia X franchises in Thailand and Indonesia.35 Whether or not 
these companies actually start their services, let alone succeed, remains to 
be seen. But the interest in this business model is no longer confined to 
Asia. In fact, Norwegian Air Shuttle has applied to offer similar services 
between the United States and Europe via Ireland, but is encountering 
opposition both from U.S. airlines and the government.36 The topic of 
what constitutes a successful LCC business model will be explored more 
fully in a subsequent chapter.

Deregulation

Many nations around the world have followed the lead of the United 
States by freeing their airlines from economic regulation. The United 
States made the change in 1978 and was virtually alone in allowing 
market forces to allocate air transport services rather than government 
mandates. Since then, nations as diverse as India, Canada, Russia, and 
Australia, just to name a few, have followed suit. However, all of these 
actions apply to domestic services only. International air transport is still 
based on the bilateral structure previously discussed. A more significant 
development has been the growth of multinational trade organizations 
formed to advance the collective power of their member states. The best 
known example is the EU, which, while emphasizing deregulation within 
the Union, had allowed the individual countries to continue negotiating 
their own bilaterals. However, the European Court ruled in 2002 that 
such arrangements unfairly discriminated against those members who 
lacked similar agreements. As a result, the EU has started to negotiate 
open-skies air service agreements with non-EU countries on behalf of 
its member nations, and has done so with Australia and New Zealand. 
Negotiators are working on similar arrangements with China and the 



	 THE GLOBAL AIRLINE INDUSTRY	 29

United States, which could make cabotage in both of those markets a 
contentious issue in the future.

Discriminatory Airport Charges

Airlines transporting passengers and freight pay fees for the use of airport 
facilities. These may include charges related to aircraft landings, the 
processing of passengers and freight, and the use of airport infrastructure. 
Of course, these charges are ultimately paid, indirectly, by passengers 
and shippers via the ticket price or freight forwarding fees. Charges 
are applied in different ways, depending on the service that they cover. 
Passenger charges are levied per passenger while other charges are applied 
per aircraft landing or takeoff. Airport charging systems are in many 
instances imposed and governed by the national authorities. Even where 
the airports concerned are privately owned, the charges have to comply 
with regulatory parameters set by the authorities. Charging systems can 
also work as management tools. By varying certain charges, airports can try 
to increase the use of airport infrastructure or reduce the environmental 
impact of aviation.37 The challenge is to ensure these are imposed in a 
nondiscriminatory way that does not favor one carrier over another. For 
example, Italy has a two-tiered system that charges lower landing and 
takeoff fees for intra-EU flights, while fees for extra-EU flights (those 
going to or from Italy via a foreign location like the United States) are 
much higher.38

Unforeseen Events

Airlines providing international services may often find themselves facing 
unexpected and deadly environmental risks from a variety of sources.

Military Strife

The unfortunate loss of Malaysian Airlines Flight 17 over Eastern Ukraine 
in July 2014 sadly highlighted the vulnerability of the world’s air carriers 
to the sophistication of today’s weapons systems regardless of where they 
are being used. In fact, since 1973, five passenger planes (not including 
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Flight 17) have been shot down by military aircraft, including the 1988 
loss of Iran Air Flight 655 to a missile fired by the USS Vincennes who 
mistook it for an Iranian fighter.39 Ongoing instability in the Middle East 
continues to disrupt commercial traffic into and out of the region, with 
the ever-present risk of more severe consequences to the carriers serving 
the area.

Disease

The airline industry was battered more than a decade ago by the outbreak 
of SARS, or severe acute respiratory syndrome, which was mainly 
transmitted through respiratory droplets produced when infected people 
coughed or sneezed. The outbreak, which originated in China in late 
2002, infected about 8,400 people worldwide and killed 900, according 
to World Health Organization estimates. The SARS outbreak devastated 
the travel and tourism industry, with as much as two-thirds of the normal 
passenger volume for Asian carriers evaporating during the outbreak’s 
peak. Some cases jumped to Canada as well. Hotel occupancy rates 
plummeted in places such as Singapore and Hong Kong, retail sales fell, 
and airlines canceled large numbers of flights. As a result of the 2014 
outbreak of the Ebola virus in West Africa, several European carriers 
curtailed services to the region as have some large African carriers. Only 
two U.S. airlines, Delta and United, serve Africa at all, both with very 
limited coverage. That said, Delta dropped a connecting flight between 
Accra, Ghana and Monrovia, the capitol of Liberia, in August 2014.40 
Despite the low number of flights and assurances that the disease does not 
spread via airborne particles, fears about the virus caused airline shares 
(and other travel stocks) to fall in October.41

Natural Disasters

The 2010 eruption of the Eyjafjallajökull volcano in Iceland shut down 
air travel over parts of Europe for almost a month. In some cases, airline 
disruptions due to volcanic activity can last much longer. It is not 
visibility that worries pilots when ash clouds fill the air, but the airborne 
chemicals that can damage the engines, clog ventilation, and cause the 
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aircraft to stall.42 In fact, in 1989, all four engines of a KLM Boeing 
747 flying from Amsterdam to Tokyo temporarily shut down when the 
plane flew through a cloud of ash from the erupting Redoubt Volcano in 
Alaska. The aircraft descended from 25,000 feet to 12,000 feet in eight 
minutes before the crew was able to restart two of the engines, and all 
four were operating when the plane landed in Anchorage, where it had 
been scheduled to stop for refueling.43 Because of the danger to air travel 
posed by an eruption, the Icelandic Meteorological Office is actively 
watching the Bardarbunga volcano because of its increased seismic 
activity.44 Similarly, the 2010 earthquake in Haiti and 2014’s Hurricane 
Odile in Mexico’s Baja California damaged local airports so badly that 
even emergency air services could not be provided until a basic clean-up 
had been accomplished.45

Political Situations

National politics can often adversely impact a carrier’s operations. One 
of the most significant events of the 20th century was the breakup of the 
USSR in 1991. The state-run carriers operated by the former Republics 
were immediately thrown into a competitive marketplace they were 
ill-equipped to deal with. In many cases, entrepreneurs stepped in to start 
private airlines with varying degrees of success. Aeroflot began service in 
1923 as the Soviet state-run airline and is now a semiprivate company 
providing both domestic and international services from Moscow.46 
Furthermore, the disintegration of the Soviet military made a flood of 
cheap surplus military transport aircraft available for sale to anyone who 
wanted one regardless of their intentions.

In a more recent case, international airlines serving Venezuela cut their 
service in half between January 2014 and August 2014, or canceled it all 
together because the government continued to hold back on releasing 
$3.8 billion in airline ticket revenue due to strict currency controls.47 
Myanmar’s efforts to expand its airline industry have been hampered 
by the fact that many of the country’s airlines are owned or backed by 
people on a U.S. government sanctions list. Investors use the list as a 
guide on ties to avoid in Myanmar because they fear the reputational risk 
and compliance issues that might arise for them or their business units 
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in the United States.48 Finally, changes within the carrier’s home country 
can also impact its operations. Qantas Airways had a net loss of AUD 
2.84 billion in their last fiscal year, which was partially due to softening 
demand for domestic travel. In addition, a drop in the Australian dollar 
to below parity against its U.S. counterpart increased its jet fuel costs that 
are paid in U.S. dollars.49

Chapter Summary

This chapter examines the genesis of today’s international aviation arena 
including how air services are exchanged between nations and how 
different countries view their global airline services. The current business 
operating environment was discussed as was the impact of unforeseen 
events on a global air carrier.



CHAPTER 3

Industry Organization

Introduction

In the United States, anyone who wants to provide air transportation 
service as an air carrier must first obtain two separate authorizations from 
the Department of Transportation (DOT):

•	 Economic authority from the Office of the Secretary in the 
form of a certificate for interstate or foreign passenger and 
cargo authority

•	 Safety authority in the form of an Air Carrier Certificate  
and Operations Specifications from the Federal Aviation 
Administration (FAA)

Economic authority for U.S. carriers may be in the form of a certificate 
for interstate or foreign passengers and cargo and mail authority, a 
certificate for interstate or foreign all-cargo authority, or authorization as 
a commuter air carrier. As of May 29, 2015, there were 114 certificated 
U.S. Air Carriers.1

In the broadest sense, all carriers are either for-hire or not-for-hire; that 
is, they either offer services to the general public or they do not. For-hire 
carriers are passenger and cargo airlines providing scheduled services over 
fixed routes, charter companies performing long-term contract work, 
and firms that provide ad-hoc services moving people or project cargo on 
demand. The operation of aircraft that are not-for-hire is also referred to 
as private transportation; that is, nontransportation firms operating their 
own aircraft to move their own products or people. These do not require 
economic authority, but must comply with all FAA requirements for safe 
aircraft operation. Each type of air transport will be discussed in detail in 
the following sections.
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For-Hire Carriers

Introduction

For-hire carriers are airlines with which the public is most familiar. In fact, 
most of the material discussed in the earlier chapters pertains to this sector 
of the industry. Collectively referred to as common carriers, they offer their 
services to the general public for compensation. To ensure all customers 
are treated equally, governments generally take some degree of interest in 
the carriers’ operation either by actively regulating them or by monitoring 
their activities within the context of a free market, as the United States has 
done since 1978. As a result, the DOT uses a straightforward four-part 
test to determine the economic fitness of a new applicant:

•	 It examines the managerial competence of key personnel to 
determine whether they have sufficient business and aviation 
experience to operate an airline, and whether the management 
team, as a whole, possesses the background and experience 
necessary for the specific kind of operations proposed.

•	 It reviews the operating and financial plans to see whether 
the applicant has a reasonable understanding of the costs 
of starting its operations and either has on hand, or has a 
specific and verifiable plan for raising, the necessary capital 
to commence operations. Before being granted effective 
air carrier authority, the applicant must submit third-party 
verification that it has acquired the necessary capital to 
conduct its operations.

•	 It looks at the applicant’s compliance record to see whether 
it and its owners and managers have a history of safety 
violations or consumer fraud activities that would pose a risk 
to the traveling public, or whether other factors indicate that 
the applicant or its key personnel are unlikely to comply with 
government laws, rules, and directives.

•	 The applicant must establish that it is owned and controlled 
by U.S. citizens.2

In other words, all the DOT cares about is that the applicant is 
controlled by U.S. citizens who have the managerial and financial skills 
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to run the business and have not done anything illegal. Awarding the 
certificate only allows the applicant to enter the competitive fray; whether 
or not the new carrier succeeds is totally up to management and, arguably, 
of little concern to the government.

Scheduled Passenger Airlines

Scheduled passenger airlines are some of the oldest continuously 
operating airlines in the world, a group collectively referred to as legacy 
carriers, along with numerous competitors who have entered the market 
in recent years. Regardless of longevity, they share, to at least some degree, 
the following traits, all of which generate costs:

•	 The operation of relatively large aircraft that must be fueled 
and maintained

•	 The requirement for airport space to handle passenger 
check-in and loading or unloading

•	 Support services such as baggage handling, catering, and 
aircraft ground support

•	 The need for elaborate reservation systems
•	 Large expenditures for advertising and promotion

As competition has become more acute, companies have been 
struggling to reduce these expenses by reducing onboard services and 
staffing, managing fares to ensure all flights are as full as possible, and 
operating fuel-efficient aircraft. In addition, carriers now charge extra 
fees for value-added services that were, at one time, free: booking a 
reservation over the phone, changing a flight, checking a bag, and 
in-flight entertainment, just to name a few. In fact, in 2014, U.S. airlines 
earned $3.5 billion from luggage fees alone and are expected to record  
a total net profit of $13.2 billion in 2015.3 Despite this good news, 
competitive pressures continue, especially from overseas. As an example,  
Norwegian Air International (NAI) has applied to the DOT for a foreign 
air carrier permit to fly to the United States. NAI is a Norwegian-owned 
low-cost carrier (LCC) that holds an air carrier certification from Ireland, 
but does not fly to or from Ireland. Furthermore, the company does 
not use Norwegian or even Irish flight crews, but rather Bangkok-based 
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crews hired through a Singapore employment agency who work under 
Singapore Labor Law. This “nation-shopping” model has enabled NAI 
to artificially lower operating costs by suppressing collective bargaining 
rights and substantially lowering the wages, benefits, and conditions 
offered to these rented workers as compared to their Norwegian-based 
counterparts. This structure is similar to the “flag of convenience” model 
common in the maritime industry that allows ships to be registered in 
whatever nation has the lowest fees and without regard for the country of 
ownership. For example, Mediterranean Shipping Company, the world’s 
second largest container shipping line, is owned by an Italian company 
headquartered in Geneva with ships registered in countries all over the 
world. The issue is that the vessel is considered, for legal purposes, to be 
the soil of the country in which it is flagged and subject to its laws instead 
of presumably more rigorous requirements in the firm’s home nation.4 
Needless to say, the four largest American carriers vigorously oppose the 
award of a certificate to NAI, as do related labor unions and legal experts. 
The top 10 scheduled passenger airlines in the world based on passenger–
kilometers flown (one passenger flown one kilometer) are shown in  
Table 3.1.

Scheduled Cargo Airlines

For years, some of the major U.S. airlines also operated dedicated cargo 
aircraft in support of scheduled freight services run alongside their 
passenger operations. Though still common overseas, no U.S. passenger 
carrier maintains freighters today, although a great deal of cargo does move 
in the belly of passenger flights. The top 10 airlines in 2013 based on 
scheduled freight ton–kilometers flown (one ton moved one kilometer) 
are shown in Table 3.2.

Note that 7 out of the 10 on the list transport passengers as well.

Nonscheduled Firms

Charter Companies

Chartered flights are similar to charter buses in that they are often 
reserved by groups for their express use. When taking a tour of Europe, 
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the group tour bus ferries everyone from site to site and city to city. This 
bus is reserved for the group; it’s not a municipal transit bus making a set 
route of stops or a Greyhound long-distance bus open to any passengers 
(both of these are examples of for-hire transportation). The tour company 
has reserved the bus for a specific purpose. The same model is found 

Table 3.1  Total international and domestic scheduled passenger–
kilometers flown in 2013

Rank Airline
Passenger–kilometers 

(millions)
1 United Airlines 286,802

2 Delta Air Lines 277,560

3 Emirates 209,377

4 American Airlines 206,551

5 China Southern Airlines 147,841

6 Southwest Airlines 145,124

7 Lufthansa 144,236

8 Air France 136,405

9 British Airways 130,129

10 Qantas Airways 110,203

Source: https://www.iata.org/publications/Pages/wats-freight-km.aspx (accessed June 10, 2015).

Table 3.2  Total international and domestic scheduled freight 
ton–kilometers flown in 2013

Rank Airline
Freight ton–kilometers 

(millions)
1 FedEx (cargo only) 16,127

2 UPS Airlines (cargo only) 10,584

3 Emirates 10,459

4 Cathay Pacific Airways 8,241

5 Korean Air Lines 7,666

6 Lufthansa 7,218

7 Singapore Airlines 6,240

8 Cargolux (cargo only) 5,225

9 Qatar Airways 4,972

10 China Airlines 4,813

Source: https://www.iata.org/publications/Pages/wats-freight-km.aspx (accessed June 10, 2015).
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in air transportation, although, in practice, many charter airlines do 
essentially follow a set schedule, with a certain number of flights per week 
to desirable tourist destinations. Even in this case, individual passengers 
do not book tickets for the flight; they are sold in bulk to a tour company 
or travel agency. Similarly, a company may decide to book a trip for some 
reason—to transport the entire organization on a company vacation, for 
instance—that has unique scheduling requirements. Charter flights can 
fly into smaller regional airports that are off-limits to major commercial 
airlines or served infrequently. Charter flights are particularly useful for 
reaching destinations with limited commercial flight service that would 
require passengers to make multiple connections. Furthermore, chartered 
flights fall into the category of general aviation, a distinction that exempts 
passengers from some of the regulations associated with commercial 
flights.5

The demand for such specific services can be huge. The aforementioned 
example discusses the leisure travel industry, but sports teams, musical 
acts, touring theatrical productions, and religious groups are also potential 
customers who would typically enter into a contract with the carrier to 
provide services over some period of time. The downside for passengers is 
that the airline may not be one with which they are familiar. While not a 
grave concern in the United States or Europe, for example, there are some 
parts of the world where it could be. One of the biggest demands for 
charter passenger services occurs each year when Muslim pilgrims perform 
the Hajj. Faithful from all over the world make the annual round-trip to 
Mecca for five days to pray as one community, celebrating their history 
and giving thanks for blessings. In 2012, almost 3.2 million people 
went on Hajj, with 1.7 million of them coming from outside of Saudi 
Arabia.6 In 2014, 14,500 went from China alone on 94 chartered flights.7 
At least one airline, PT Garuda Indonesia, flag carrier of the world’s 
largest Islamic country, has expressed interest in a “Hajj-friendly” Airbus 
A380 that could theoretically be configured to carry 850 people.8 These 
passengers can be very challenging because many do not speak English 
(or anything but their local language), have never flown before, and are 
generally unsophisticated travelers. Another large user of charter services 
is the U.S. Department of Defense (DOD), which awarded $545 million 
in Airlift Services Contracts to various U.S. carriers encompassing both 
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passengers and freight for the period October 2014 to September 2015.9 
Recall that the DOD allocates this business to the airlines in exchange for 
their participation in the Civil Reserve Air Fleet (CRAF). Because of the 
lucrative nature of the charter business in general, many scheduled air-
lines participate in it as well, maintaining divisions dedicated to meeting 
specific needs not supportable with their normal operations.

Project or Ad-Hoc Carriers

Project or ad hoc airlines provide on-demand, point-to-point services for 
cargo that is unconventional in some way (size, shape, value), moves under 
unusual circumstances, or requires special handling not available via any 
other mode of transportation. Typically, these services compete with ocean 
shipping as the only realistic alternative for moving this type of freight 
internationally. An excellent example of such a company is Antonov 
Airlines, a Ukrainian carrier that has been very successful at exploiting 
the niche market of airlifting large-size and super-heavy cargoes to 800 
airports around the world, utilizing a fleet that includes one AN-225 (a 
one-of-a-kind behemoth with six engines) and seven AN-124 wide-body 
freighters (similar in size and appearance to a USAF C-5) along with 
several smaller aircraft. For example, their work has included the delivery 
of a 175-ton transformer from Linz, Austria, to Houston, Texas; a 186.7 
ton generator from Frankfurt, Germany, to Yerevan, Armenia; and 247 
tons of large-size construction equipment from Prague, Czech Republic, 
to Tashkent, Uzbekistan. Often these loads necessitate the development of 
special preparation and loading technologies that challenge the aircraft’s 
structural and performance capabilities.10 What makes these aircraft so 
attractive is that they offer drive-on and drive-off capability that no other 
civilian wide-body aircraft can match. The freight moved could simply 
not be handled by any other airline.

When the U.S. DOD began building Mine-Resistant Ambush 
Protected (MRAP) vehicles in 2007, the military wanted to move them to 
the troops in the Middle East as quickly as possible. Utilizing sealift cost 
$13,000 per vehicle, but took 3 to 4 weeks in transit time. By air, using 
USAF C-17s, the cost was roughly $150,000 each, but the equipment 
arrived in a matter of days. Unfortunately, a C-17 can only carry three 
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MRAPs because each weighs approximately 38,000 pounds; therefore, the 
military contracted with two Ukrainian carriers (Volga-Dnepr and Polet 
Cargo Airlines) to assist using AN-124s, which can each accommodate 
up to six of the units.11 As a result, between 2007 and 2012, aircraft 
belonging to airlines based in a nation that once was a part of the Soviet 
Union became a common sight at Charleston Air Force Base, South 
Carolina.12

Project carriers also have some unique operating characteristics. First, 
almost all their flights are one-way; that is, they depart from City A with 
a load destined for City B. From City B, they transit empty (unless they 
are fortunate enough to have a load in City B) to City C where they pick 
up cargo destined for City D. Another transit leg follows to City E and 
so on. Given that home base may be City X in this example, the crew 
and aircraft can be away for long periods of time. During those stops, 
the airplane serves as the accommodation for at least some of the crew, 
and trip-related purchases even for large expenses like fuel may require 
cash. Second, pricing for such specialized moves is very inelastic; that is, 
the carrier can charge whatever the customer is willing to pay because 
both know the buyer has essentially no alternative for moving its cargo. 
However, the airline must ensure that all related costs required for the 
move are known and factored into its quote. For example, empty transit 
flights, the need for specialized loading or unloading equipment, and air-
port fees must be anticipated. In one case many years ago, a now defunct 
U.S. airline was bidding to transport specialized oil drilling equipment 
into Saudi Arabia with a B747. The job required that several pieces of 
custom equipment be designed to get the cargo on and off the aircraft; 
hence, the company’s bid was extremely high. Despite management’s view 
that the bid was noncompetitive, the firm actually won the contract. They 
built the required equipment, transported it to Saudi Arabia with the 
cargo, and simply abandoned it there after they unloaded.

Other Carriers

Some firms focus on niche markets like medical transport, sightseeing, 
and air taxi services, all of which involve carrying paying passengers and 
therefore come under the purview of federal guidelines. One unique 
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specialized U.S. carrier was Air America, an airline secretly owned by the 
Central Intelligence Agency (CIA), which was a vital component in the 
agency’s operations in Laos from 1955 until the war’s end in 1975. By  
the summer of 1970, the airline had some two dozen twin-engine 
transports, several larger planes including a Boeing 727, another two 
dozen short-takeoff-and-landing (STOL) aircraft, and 30 helicopters 
dedicated to operations in Laos. There were more than 300 pilots, 
copilots, flight mechanics, and air freight specialists flying out of Laos 
and Udorn, Thailand. During 1970, Air America airdropped or landed 
46 million pounds of foodstuffs—mainly rice—in Laos. Helicopter 
flight time reached more than 4,000 hours a month in the same year. Air 
America crews transported tens of thousands of troops and refugees, flew 
emergency medevac missions and rescued downed airmen throughout 
Laos, inserted and extracted road-watch teams, flew nighttime airdrop 
mission over the Ho Chi Minh trail, and monitored sensors along infil-
tration routes. In addition, the company conducted a highly successful 
photo reconnaissance program, and engaged in numerous clandestine 
missions using night vision glasses and state-of-the-art electronic equip-
ment. Without Air America’s presence, the CIA’s effort in Laos could not 
have been sustained. Unfortunately, the airline’s reputation was tarnished 
by allegations of organized profiteering from drug smuggling that, while 
never proven, continue to this day.13

Clandestine Transportation

There has always been a demand for illicit cross-border transport services 
for people and goods. Unscrupulous operators undoubtedly exist in all 
modes, but the focus here is on air transportation. In fact, even first-world 
countries like the United States host their share of small questionable 
airlines. The problem became global when the fall of the Soviet Union 
in 1991 suddenly made large numbers of military cargo aircraft and 
crews idle. The planes were cheap to obtain on the open market and the 
personnel trained to operate them were desperate for work; therefore, 
many ad-hoc charter airlines began operating in the former republics. 
By and large, they offer their services to whomever is willing to pay with 
little regard for what they are transporting and where they are going. 
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International trafficking networks make extensive use of these resources. 
The planes are notorious for being underserviced and in violation of safety 
standards and are in fact often banned from serving EU and U.S. markets. 
The pilots, often without work for months, are willing to fly unsafe air-
craft to obscure destinations and to look the other way on the cargo. The 
people behind the networks are rarely identified. In December 2009, Air 
West, based in the Republic of Georgia, flew an Ilyushin IL-76 (a USAF 
C-141 lookalike) from Ukraine to Pyongyang. After picking up cargo in 
North Korea, the aircraft flew to Bangkok where it stopped to refuel and 
was detained by Thai authorities. A search of the plane’s cargo, after a 
tip-off from U.S. intelligence sources, revealed 35 tons of crated weapons 
inside the fuselage. The load included large numbers of rocket-propelled 
grenades (RPGs), man-portable surface-to-air missiles, and two mobile 
multiple-rocket launchers. The crew, who said they believed they were 
carrying heavy equipment for oil operations, were all men in their 50s 
and former members of the Soviet Air Force.

The IL-76 was designed to carry heavy machinery to remote areas of 
Russia. Its ability to land on rough airstrips in remote regions makes it 
an ideal aircraft for transporting illicit cargoes. The aircraft stopped in 
Thailand allegedly has a long involvement in transporting shady cargos. 
According to sources in the airfreight business, planes frequently change 
hands and registration numbers. The IL-76 detained in Bangkok was 
previously owned by a private Kazakh company, East Wing, then bought 
by another Kazakh airline, Beibers, which in turn sold it on to Air West. For 
this flight, the plane was leased out to SP Transport Limited, a Ukrainian 
company. Security analysts and freight operators say this type of paper 
trail is par for the course. Companies are shut down after being identified 
as trafficking in weapons or other illicit items or violating air safety reg-
ulations, only to reopen under different names. Aircraft similarly change 
registration or are sold or leased to other freight companies to disguise 
their business. The facilitators and buyers of this shipment so far remain 
a mystery. The winding paper trail and fly-by-night companies involved 
make shipments such as these difficult to trace. Initial speculation was 
that the shipment was destined for Sri Lanka, Pakistan, or the Middle 
East, but the crew never admitted to knowing where the shipment was 
ultimately going and were eventually sent home. Sadly, the demand for 
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such services by North Korea, Iran, and many nations in Africa ensures 
their continued, even if unsafe, operation.14

Not-for-Hire (Private) Carriers

As mentioned in this chapter’s introduction, private carriers are nontrans-
portation companies that use their own vehicles (trucks, aircraft, ships, 
etc.) to move their own products. They do not offer their services to 
the general public for compensation. Most private transport of goods is 
found in the motor carrier industry, while similar movement of people is 
primarily found in air transportation.

Cargo

Regardless of mode, there are a number of reasons a company may elect 
to handle their own transportation rather than utilizing a for-hire firm: 
the need for specialized equipment, the desire for more control over 
the move, tight scheduling, or because management thinks it’s cheaper. 
Boeing, as an example, operates a fleet of four B747 freighters (known 
as Dreamlifters), each highly modified with a raised fuselage and a 
swing-open tail that allow for the movement of large aircraft components 
from vendors located all over the world into assembly plants in Everett, 
Washington, and Charleston, South Carolina. Similarly, Airbus relies on 
a fleet of five A300-600STs (nicknamed Belugas), each with an additional 
wider fuselage section and a lowered cockpit to allow cargo loading 
through the front of the aircraft. This fleet makes more than 60 flights 
each week, carrying parts for all of Airbus’ planes from manufacturing 
sites—for example, wings in the UK, tails in Spain—to the final assembly 
facilities in either Toulouse, Hamburg, or Tianjin. In fact, an even larger 
version is planned to enter service in 2020.15

Passenger

Many companies maintain fleets of aircraft to move their employ-
ees between corporate locations for the same reasons identified previ-
ously: better service than is commercially available, unique scheduling 
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requirements, and so on. For example, Kimberly–Clark Corporation 
began providing air transportation for company executives and engineers 
between the company’s Neenah, Wisconsin headquarters and their mills. 
Early employee shuttle destinations included Chicago O’Hare, Memphis, 
and Atlanta’s Fulton County Airport. In 1984, the company actually used 
their private operation to form Midwest Express, a scheduled passenger 
airline that flew until 2009 when it was acquired by Republic Airways 
and ceased operations as an independent company.16

Companies such as NetJets offer fractional aircraft ownership whereby 
customers purchase an interest in a specific serial-numbered aircraft from 
the firm’s fleet, which guarantees them aircraft availability with as little as 
four to six hours’ notice. Because they actually own a part of the plane, 
buyers receive the financial benefits of a capital equipment acquisition 
along with predictable costs that include the following:

•	 One-time acquisition fee—based on share size and aircraft 
type

•	 Monthly management fee—covers indirect operating costs 
such as pilot salaries, training, hangar use, liability insurance, 
and owner services support

•	 Occupied hourly fee—covers direct operating costs such as 
maintenance, landing fees, and standard fuel for each specific 
flight

•	 Other fees—include hourly fuel fee, fuel tax surcharge, 
Federal Excise Tax (if applicable), international fees (as 
applicable), and ground transportation, if requested17

The biggest upfront cost is a one-time acquisition fee: For the 
Phenom 300 Platinum Edition jet, the second smallest in the fleet, a 1/16 
interest, or 50 flight hours, costs $550,000. The largest share possible is 
a one-half interest, or 400 hours of flight time, which costs $4.4 million. 
For that same jet, the monthly management fee for a 50-hour share is 
$9,600, while a 400-hour share costs $60,000. The occupied fee is the 
same regardless of jet size, at $1,950 per hour. Owners sign up for a two-
year, two-and-a-half-year, or three-year commitment, depending on the 
size of the aircraft, and NetJets has a guaranteed buy-back option after 
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that commitment is up.18 Again, because the passengers are considered 
owners, the company is not engaged in for-hire transportation.

Commercial Aircraft Manufacturing

The fortunes of the world’s air carriers and the manufacturers of the 
aircraft they depend on are inextricably intertwined. Boeing and Airbus 
Industries are the primary suppliers of airliners, although competition 
from producers in Russia, China, and Canada for smaller, high-volume 
aircraft is increasing.19 Forecasts for growth in new markets through 2023 
drastically alter today’s world mapping of commercial aviation—not only 
in sheer air traffic demand, but also the geographies where fleets will be 
needed to satisfy that demand. In fact, Boeing predicts the world will see 
demand for 35,280 new jet aircraft from now through 2032 at a value 
of $4.8 trillion, with single-aisle aircraft accounting for most of that 
demand.20

Despite the huge upside, aircraft manufacturing is an incredibly 
risky business. Designing a new airplane from scratch can result in the 
manufacturer incurring billions of dollars in cost before the first aircraft 
is delivered, which effectively results in them betting the company on 
the success of the endeavor.21 Pricing is especially problematic because 
aircraft manufacturing is a classic example of an industry that exemplifies 
learning curve theory. As shown in Figure 3.1, the premise is that 
repetition of the same operation results in less time or effort expended 

Figure 3.1  Manufacturing learning curve
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on that operation over time. For example, the direct labor man-hours 
necessary to complete a unit of production will decrease by a constant 
percentage each time the production quantity is doubled. If the rate of 
improvement is 20 percent between doubled quantities, then the learning 
percent would be 80 percent.22 While the learning curve emphasizes time, 
the application of cost is easily done. Note that a certain number of units 
must be produced before the learning curve is even reached. Thus, the 
costs associated with the earliest aircraft (in this example) are so high 
that no carrier would pay a price sufficient to cover them. Rather, the 
manufacturer must set a price based upon production levels that may 
not occur for years or, in the worst case, never. In order to mitigate that 
risk, the producer always seeks an airline to be the launch customer who 
commits to buy a certain number of the planes essentially sight unseen. 
Pan Am often served this role for Boeing with the B707 in the 1950s and 
the B747 ten years later, while All Nippon Airways did the same for the 
B787 and Singapore Airlines for the Airbus A380 in the mid-2000s.23 
Airlines like the perceived prestige of operating the latest equipment, but 
must deal with the teething problems that go along with being the first to 
embrace the advanced technology. If these problems are severe enough, 
the reputation of the airplane can suffer thereby hurting future sales. As 
a result, Airbus and Boeing are looking at incremental improvements to 
existing aircraft (the A330neo in the first instance, and the B737Max and 
B777X in the second) as the way to best exploit the huge market potential 
with a minimum of risk.24

Their strategy seems to be working, if current orders are any indication. 
Airbus narrowly beat Boeing in 2014 in the annual race to book new 
orders for jetliners, though the European firm delivered fewer aircraft 
than its rival. Airbus said it booked 1,456 net aircraft orders in 2014, 
after taking 1,503 net orders in 2013. Similarly, Boeing received 1,432 
net orders in 2014. Both have backlogs of orders stretching through the 
end of the decade for some of their most popular plane models, which 
can, in truth, be somewhat of a double-edged sword. Airbus, for example, 
is trying to figure out how to speed up its various production lines to meet 
the demand. But the challenge is daunting, as the examination of just one 
product line illustrates. The company currently has 778 firm orders for 
their A350, which has a production rate of slightly more than one per 
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month. Though that number will increase to 10 over the next three years 
or so, customers will still have to wait more than seven years for delivery.25 
Amid the order frenzy, doubts are growing about how long the boom in 
commercial aircraft demand can last, considering the economic slowdown 
in some growth markets and huge order backlogs. Some industry analysts 
believe a slump in jet fuel costs, as oil prices have plummeted since 2013, 
has made older, less efficient planes economically viable again, reducing 
the need for airlines to buy new jets.26

The effort to develop and market aircraft capable of supersonic flight 
provides an excellent example of just how dicey the whole process can 
be. Throughout the 1950s, a supersonic transport (SST) looked like the 
future of air travel. Serious work on commercial designs started during 
that period as the first generation of supersonic fighters was entering 
service. By the early 1960s, the designs had progressed to the point where 
the approval for production was given, but costs were so high that the 
government-subsidized programs in Great Britain and France eventually 
merged their efforts in 1962 to produce Concorde. This partnership set 
off panic in the U.S. industry, where it was thought that the plane would 
soon replace all other long-range designs, especially after Pan Am took out 
purchase options on the Concorde. Congress was soon funding an SST 
design effort, selecting the existing Lockheed and Boeing designs, to pro-
duce an even more advanced, larger, faster, and longer ranged design. The 
Boeing design was eventually selected for continued work, with design 
goals of ferrying around 300 passengers and having a cruising speed near 
Mach 3. Even the Soviet Union set out to produce its own design, the 
Tu-144. Unfortunately, the entire concept was soon in trouble. The SST 
in the United States was seen as particularly offensive due to its sonic 
boom and the potential for its engine exhaust to damage the ozone layer. 
Both problems affected the thinking of lawmakers, and Congress dropped 
its funding in 1971, along with banning all overland commercial super-
sonic flights. Nevertheless, in 1976, Concorde entered commercial service. 
The U.S. political outcry was so great that New York banned the plane, 
which effectively destroyed the aircraft’s economic prospects—it had been 
built with the London–New York route in mind. Service was allowed into 
Washington, DC, and was so popular that New Yorkers were soon com-
plaining because they did not have it. It was not long before Concorde 
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was flying into New York’s JFK. Unfortunately, the economics of the 
aircraft no longer made sense. In the beginning, SSTs were envisioned to 
compete with long-range aircraft seating 80 to 100 passengers such as the 
Boeing 707, but with newer models such as the Boeing 747 carrying four 
times that, the speed and fuel advantages of the SST were washed away.27 
Concordes were only sold to British Airways and Air France, at prices 
heavily subsidized by the British and French governments. The handwrit-
ing was clearly on the wall by the end of the 1990s, but the catastrophic 
loss of an Air France airplane departing Paris in July 2000 followed 
shortly thereafter by the terrorist attacks of September 11, 2001 sealed the 
Concorde’s fate. Both Air France and British Airways ceased operating the 
airplane in 2003, with the last regular passenger flights landed at London 
Heathrow Airport on Friday, October 24.28

The big question with any new design is which airlines will be buying 
these airplanes? The primary customers for new aircraft are the larger 
scheduled passenger carriers plus some successful charter firms. There is 
a distinct trickle-down effect with secondary carriers buying the planes 
replaced by the larger airlines and third-level airlines purchasing what 
the secondary companies sell and so on. There is no consensus about 
how old is too old when it comes to a plane. The FAA and industry 
safety experts generally believe planes can fly for 30 or more years, as long 
as they are well maintained and the carriers follow all the manufacturer 
and regulatory directives that require more frequent inspections and fixes 
as the planes get older.29 Boeing offers a full suite of customer support 
to any carrier operating their aircraft whether they are the first owner 
or a subsequent one.30 In 2012, Delta opted to acquire 88 narrow-body 
Boeing 717s and 49 MD-90s and refurbish them rather than buy new 
aircraft. Even with the planes’ higher fuel and maintenance costs (all were 
well over 10 years old), Delta figures it is saving at least $1 billion on 
the MD-90 purchases alone, compared with buying new planes, making 
them roughly 10 percent cheaper to operate per seat than new 737s.31

Conclusion

This chapter discussed the different categories of air carriers and how 
each functions in the global market. The operations of scheduled for-hire 
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airlines, both passenger and cargo, were presented and followed by a 
similar discussion of the nonscheduled sector. Private or not-for-hire 
carriers were then examined and the reasons why a company might elect 
to perform its own transportation instead of using for-hire transportation 
were provided. After examining each in detail and highlighting some 
examples where the operational distinction between airlines is fuzzy, the 
commercial aircraft manufacturing industry and its close relationship to 
the airlines were also discussed.





CHAPTER 4

External Forces Affecting 
Air Carrier Operations

Introduction

Airlines must cope with a myriad of outside forces that can adversely 
impact their successful attainment of profitability. National and global 
economic conditions, fuel prices, terrorism, and national politics are just 
some of the uncontrollable factors that airline managers must deal with 
on multiple levels. Collectively, these can be examined using a Political, 
Economic, Social, Technological, Environmental, and Legal (PESTEL) 
framework, which will provide a broad perspective on opportunities and 
threats that surround the industry. These factors cannot be controlled by 
management, but they must be understood if the firm is to prosper in an 
uncertain world. Each will be defined in the following sections, and some 
current issues will be explained in detail.

Political and Legal Factors

The airline industry is widely influenced by regulations and restrictions 
related to international trade, tax policy, and competition. It must also 
deal with issues like war, terrorism, and the outbreak of diseases such as 
Ebola. Several major factors have had a profound impact on the airline 
industry.

Terrorism

Commercial aircraft have long been used by terrorist groups, both 
state sponsored and otherwise, to promote their causes. The attacks on 
September 11, 2001, effectively curtailed the demand for air travel for 
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more than a year1 and forced everyone (airlines, passengers, shippers, 
plane manufacturers, and governments) to redefine air travel, with 
security as the number one priority. But this coordinated attack on the 
United States was certainly not the first instance of airliners being used 
to make a statement. The first documented case of a person or persons 
attempting to seize control of an aircraft for purposes other than flying 
to the original destination occurred in Peru in 1931, an act forever after 
referred to as “hijacking.” From 1931 to 1957, there were fewer than 
20 air hijackings worldwide. Several of these were in Eastern Europe by 
people attempting to flee from Soviet rule there. The year 1958 marked 
the first of several hijackings from Cuba to other destinations, but the 
problem began escalating in 1961 with the first of many hijackings to 
Cuba. From 1958 to 1967, 40 air hijackings took place worldwide, many 
of them from the United States to Cuba.

In 1968, a number of significant developments took place. First, the 
number of hijackings jumped dramatically: nearly as many (31) took 
place in that year alone as had taken place in the preceding 10 years. 
Second, the number of places where hijackings were taking place increased 
substantially. The first (and only) successful hijacking of an El Al aircraft 
was undertaken by PLO terrorists. There were hijackings in China and 
India. In 1969, the number of hijackings increased again to 82. It was 
clear that something had to be done. 1973 marked a significant turning 
point in air hijacking history. The United States and Cuba entered into a 
reciprocal agreement to prosecute air hijackers. That, along with similar 
agreements between other countries, for example, Taiwan and China, 
more stringent security measures, and better scanning equipment resulted 
in a decrease in air hijacking. By 1980, the number of hijackings had 
dropped significantly and has never returned to the pre-1968 level. When 
Castro abrogated the agreement in 1977, hijackings from the United 
States to Cuba resumed; when the agreement was restored, the hijackings 
stopped again. From 1968 through 1977, there were roughly 41 hijackings 
per year; from 1978 through 1988 there were roughly 26 hijackings per 
year.2 There were also a number of instances of aircraft being comman-
deered for ransom, the most well-known being the Northwest Airlines 
B727 taken over by a man named D.B. Cooper in November 1971. After 
demanding and receiving $200,000 in exchange for releasing the aircraft 
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and its passengers, he jumped out of the plane somewhere north of the 
Oregon border with the money strapped to his body. Though he was 
never found, some of the money was discovered on a Columbia River 
Beach near Vancouver, Washington in 1980.3

Over the years, hijackers have used the aircraft and its passengers as a 
means to achieve some objective, be it money, asylum, or the furthering 
of some political agenda. But the 1980s saw organized terrorist groups 
turn to the destruction of aircraft as a means of drawing attention to their 
cause. In June of 1985, Air India Flight 182 exploded off the Irish coast 
on a flight from Toronto to Delhi, an attack attributed to a Sikh extremist 
group that was subsequently linked to a bomb explosion at Tokyo’s Narita 
airport believed to be intended for another Air India plane.4

Then, on December 21, 1988, a suitcase bomb exploded aboard 
New York-bound Pan Am Flight 103, killing all 259 passengers and crew 
members, along with 11 people on the ground in Lockerbie, Scotland. 
Only one suspect, a Libyan intelligence agent, was ever convicted in con-
nection with the attack, and much mystery still surrounds it.5 In these 
cases, there was no hijacking; bombs were loaded onto the aircraft as 
baggage or cargo. On September 11, 2001, American Airlines Flights 11 
and 77, along with United Airlines Flights 175 and 93, were hijacked 
by 19 Al-Qaeda-affiliated extremists and turned into weapons of mass 
destruction when they were deliberately flown into buildings: 11 and 175 
into the twin towers of the World Trade Center in New York City and 
77 into the Pentagon in Washington, DC. Flight 93 crashed into a field 
in Pennsylvania after passengers revolted and caused the hijackers to lose 
control. More than 3,000 people were killed including 400 police officers 
and firefighters.6

There have even been at least eight confirmed examples of self-
hijacking that occurred when a crew member took over an aircraft, often 
to commit some act of revenge against the company or a loved one that 
usually included the perpetrator’s suicide. Two were especially egregious. 
During a flight from Jakarta, Indonesia to Singapore on December 19, 
1997, Silk Air Flight 185 crashed in Indonesia after entering a rapid 
descent. It has been suggested by some, including the U.S. National 
Transportation Safety Board (NTSB) that the captain may have com-
mitted suicide by switching off both flight recorders and intentionally 
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putting the Boeing 737 in a dive, possibly when the first officer had 
left the flight deck. He had apparently been experiencing various work-
related difficulties in the six months prior to the incident. Less than two 
years later, on October 31, 1999, only half an hour after taking off from 
JFK Airport in New York, Egypt Air Flight 990 entered a rapid descent, 
crashing into the Atlantic Ocean some 100 kilometers from Nantucket 
Island, Massachusetts, killing everyone on board. The descent happened 
moments after the captain left the flight deck, with investigations 
suggesting that the relief pilot had intentionally sent it into the ocean. 
There was, however, no conclusive evidence and the claim was heavily 
disputed by Egyptian authorities.7 Not included in this total are two 
recent accidents still under investigation. Malaysian Airlines Flight 370 
disappeared March 8, 2014, on a flight from Kuala Lumpur to Beijing. 
Absolutely no trace of the aircraft or the 239 souls on board was found 
until late July 2015, when debris began washing up on Reunion Island off 
the coast of Madagascar in the Western Indian Ocean, thousands of miles 
from the plane’s last-known position.8 The extensive time between when 
the aircraft was declared lost and when the wreckage began appearing 
suggests that it was carefully guided to an extremely remote area of the 
southern Indian Ocean where it was carefully set down and quickly sank. 
Given the skill required to reprogram the flight management system, fly 
the plane for another seven hours, then set it down in the water without 
break-up, the most likely culprit is the captain, although that accusation 
may never be proven.9 More recently, Germanwings Flight 9525 crashed 
into the French Alps on March 24, 2015, killing 150 people. All signs 
point to the accident being a deliberate move by the copilot to commit 
suicide, although the final accident report has yet to be completed.10

Even with soaring skyjacking rates during the 1960s, most airlines 
opposed the idea of individual passenger screening. Passengers were not 
required to show an ID. Ticket agents gave each one a once-over, looking 
for behavior that would-be hijackers might display (lack of eye contact, 
inadequate concern about their luggage, etc.). If someone exhibited these 
traits, they might be scanned with an electronic magnetometer before 
boarding (which happened to only 0.5 percent of passengers). Only 
suspicious travelers who set off the detector could be frisked. It wasn’t 
until 1973 that universal passenger screenings using x-ray machines and 
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metal detectors were mandated, a task outsourced to contractors who 
were underpaid and often incompetent. Passengers could arrive as late 
as 30  minutes before boarding; family and friends could accompany 
travelers to the gate. People put carry-ons and metal items through an 
x-ray machine and then passed through a metal detector. Checked bags 
were inspected only for international flights. Today, the Transportation 
Security Administration (TSA) runs security operations at all U.S. 
airports. Only ticketed passengers are permitted into the gate area. Once 
a traveler is issued a boarding pass, he proceeds to a security checkpoint 
where a TSA officer inspects his boarding pass and ID. Passengers must 
remove shoes and jackets and send them through an x-ray machine. 
Certain electronic items must be removed from their cases and screened 
individually. Sharp tools are banned and liquids limited to three-ounce 
containers. Some travelers must pass through both a metal detector and 
a millimeter-wave scanning device.11 TSA is constantly reviewing its 
procedures to improve both the passenger experience and security. In 
recent years, prescreening and trusted traveler programs have been imple-
mented to provide expedited service to prescreened customers who have 
registered with TSA. Almost half of U.S. airline passengers now pass 
through expedited security, which enables inspectors to separate travelers 
who are known to pose a minimal security risk from others, including 
people identified to receive more scrutiny based on their travel history 
or other factors. Although TSA does not conduct passenger screening 
abroad, it requires airports that serve as the last point of departure to the 
United States to meet stringent security standards and assesses the security  
programs of all U.S. and foreign air carriers that serve these locations.12

Economic Regulation and Deregulation

Government involvement in the business of transportation will be 
discussed more fully in the next chapter. As previously discussed, the 
Airline Deregulation Act of 1978 removed almost all regulations governing 
the business of air transportation, which were, until that time, controlled 
by the Civil Aeronautics Board (CAB). Recall that, after deregulation, 
passengers benefited from additional routes through the hub-and-spoke 
model, competition increased, and airfares fell. As time has passed, more, 
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but not all, countries have adopted this model as well. However, the U.S. 
Department of Transportation (DOT) continues to keep a close watch 
on the competitive landscape in the airline industry in order to protect 
consumer interest and prevent monopoly.

National Tensions

Sometimes commercial flights are unintentionally caught up in tensions 
between nations. The most recent example (mentioned in Chapter 2) 
was Malaysian Airlines Flight 17, a B777, shot down on July 14, 2014, 
while flying at 33,000 feet over rebel-held territory in eastern Ukraine, 
killing all 295 passengers and crew aboard. Evidence strongly suggests the 
aircraft was brought down by a surface-to-air missile fired by pro-Russian 
separatists.13 In a similar incident, on September 1, 1983, Korean Airlines 
(KAL) Flight 007, a B747, was on the last leg of a flight from New York 
City to Seoul, with a stopover in Anchorage, Alaska. As it approached its 
final destination, the plane began to veer far off its normal course. In just 
a short time, the plane flew into Russian airspace and crossed over the 
Kamchatka Peninsula, where some top-secret Soviet military installations 
were known to be located. The Soviets sent two fighters to intercept the 
plane. According to tapes of the conversations between the fighter pilots 
and Soviet ground control, the fighters quickly located the KAL flight 
and tried to make contact with the passenger jet. Failing to receive a 
response, one of the fighters fired a heat-seeking missile. KAL 007 was 
hit and plummeted into the Sea of Japan. All 269 people on board were 
killed.14 Finally, on July 3, 1988, a U.S. Navy ship called the Vincennes 
was exchanging fire with small Iranian ships in the Persian Gulf where 
it was stationed to protect oil trade routes. As the American and Iranian 
ships skirmished, Iran Air Flight 655, an A300, took off from nearby 
Bandar Abbas International Airport, bound for Dubai. The airport was 
used by both civilian and military aircraft. The Vincennes mistook the 
lumbering Airbus A300 civilian airliner for a much smaller and faster 
F-14 fighter jet, perhaps in the heat of battle or perhaps because the flight 
allegedly did not identify itself. It fired two surface-to-air missiles, killing 
all 290 passengers and crew members on board.15
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Economic Factors

Demand for Air Travel

Economic development worldwide is getting a significant boost from air 
transport. This wider economic benefit is being generated by increasing 
connections between cities that enable the flow of goods, people, capital, 
technology, and ideas while reducing air transport costs. The number of 
unique city-pair connections is estimated at more than 16,000, almost 
double the connectivity by air 20 years ago. The price of air transport to 
users continues to fall, after adjusting for inflation. Compared to 20 years 
ago, real transport costs have more than halved. Governments have also 
gained substantially from the good performance of the airline industry. 
Airlines and their customers are forecast to generate $116 billion in tax 
revenues in 2015. Air transport is vital for manufacturers’ trade today, 
which is more in components rather than finished goods. Finally, the 
industry continues to create high value-added jobs internally and 
externally, as spending ripples through manufacturing and travel-related 
industries.16

When a nation’s economy is strong, airlines thrive. The reverse 
happens when the economy is weak. The global recession of 2008–2009 
was the deepest since the 1930s and one that hurt all airlines regard-
less of nationality. International premium passenger numbers fell almost 
20 percent between January 2008 and January 2009, while international 
freight–ton kilometers dropped close to 25 percent over the same period. 
Global manufacturing plummeted between 15 to 30 percent depending 
on location, which meant those firms abruptly stopped shipping.17 The 
effects of the recession stretched into 2011 and 2012. In order to survive, 
airlines have had to merge with financially solvent competitors resulting 
in a much smaller marketplace. In the United States, 10 airlines controlled 
more than 90 percent of capacity in 2000, but by 2012 those 10 became 
five through mergers. The five airlines—US Airways (which has since 
merged with American), Delta, American, Southwest, and United—
now control 85 percent of U.S. capacity. The number of scheduled 
flights dropped 14 percent between 2007 and 2012, as operations were 
consolidated. In addition, this period saw significant fare increases along 
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with the initiation of what would become a torrent of ancillary fees like 
baggage charges whereby the carriers began charging for services that had 
been free.18

These and other airline actions have had a significant impact on the 
industry as a whole, as well as the traveling public. Specifically, airlines 
have become more aggressive in adjusting fares and flights to respond to 
fluctuations in fuel prices and demand and have become more profitable 
as a result. At the same time, the travel experience for the flying public 
has changed both positively and negatively. For example, there has been 
a significant reduction in flight delays and cancellations in recent years. 
Yet there has also been a significant reduction in service at some hub 
airports and in short-haul flights (i.e., less than 500 miles), which in turn 
is limiting the choices of many air travelers.19 Unfortunately, the recession 
exacerbated the effects of an already dismal decade with the result that the 
legacy airlines (Alaska, American, Continental, Delta, Northwest, United, 
and US Airways) lost $62.8 billion by the end of 2009.20 Ultimately, the 
changes in the number of airlines controlling the industry, fare increases, 
and capacity reductions that began in 2008 were not a brief phase, but 
rather signs of a greater shift in the industry that would redefine carrier 
operations.

In contrast, the future is much brighter today. According to the 
International Air Transportation Association (IATA), consumers will see 
a substantial increase in the value they derive from air transport in 2015. 
New destinations are up 1.7 percent for the year so far, and frequencies 
have risen by even more. The organization expects 1 percent of world GDP 
to be spent on air transport in 2015, totaling more than $760 billion. The 
demand for air travel is increasing, with growth of 6.7 percent expected 
this year, the best since 2010, well above the 5.5 percent trend of the past 
20 years. This improvement is being driven mainly by the upturn of the 
economic cycle. But price is also attracting consumers. The average return 
fare (before surcharges and tax) of $429 in 2015 is forecast to be more 
than 64 percent lower than 20 years earlier, after adjusting for inflation. 
Airline executives expect growth in passenger services through mid-2016 
to be as strong as in 2010 and early 2011. Cargo is also expected to see its 
strongest growth since 2010 although both projections hinge on increased 
economic activity that could be dampened by continued monetary 
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troubles in Europe and Asia.21 The airlines certainly see to share this view. 
Airbus and Boeing left the 2015 Paris Air Show with $107 billion in 
orders for new planes,22 perhaps in anticipation of longer-term forecasts 
that predict the demand for air travel will double by the year 2035.23

Fuel Prices

Fuel is the largest expense category for airlines,24 as well as being the 
least stable. The average price paid by U.S. airlines for a gallon of fuel 
was $2.06 at the end of First Quarter 2015, down from $3.15 in 2012.25 
Globally, the airlines’ fuel bill in 2015 is expected to fall to $191 billion, 
which will represent 28 percent of their total operating costs, down 
from 32 percent in 2014. Fuel is such a large and volatile cost that it 
focuses intense effort in the industry to improve fuel efficiency through 
replacing aging fleets with new aircraft, improving flight operations, and 
increasing efforts to persuade governments to remove the airspace and 
airport inefficiencies that waste around 5 percent of fuel burn each year.26 
However, as all of these actions are potentially expensive and long-term 
fixes, some carriers have explored other innovative ways of coping with 
unstable fuel costs.

Purchase Where the Price Is Lowest

Airlines with extensive overseas routes may find it worthwhile to purchase 
more fuel than they otherwise would at stops in countries where the cost 
is low. The disadvantage is that the airplane becomes a tanker transporting 
more fuel than is required for the flight, thereby increasing its weight and 
operating costs.

Hedging

Hedging27 is, simply put, like a home insurance policy that is purchased 
in case something bad happens. The buyer hopes he doesn’t need it, but 
if he does, it’s there. Fuel (or more accurately, oil) hedging is similar. Fuel 
prices shooting up is the “something bad” as it increases airlines’ costs 
significantly. Of course, oil hedging is far more complicated than just 
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buying a home insurance policy, and there are a lot of different ways to 
do it.

The basic insurance type of policy is when airlines purchase the right 
to buy oil at a set price at some point in the future. If the price of oil has 
increased, they can use that option to buy oil at the original, lower price. 
If oil price has reduced, then the option simply served as an insurance 
policy that did not get used. The problem here is that with the price of 
oil being so volatile over the past few years, the cost of simply locking in 
a fixed price has gone up. Since it’s more risky, the financial institutions 
selling the options need to be paid more to make it worth their while. 
That’s why other types of hedging have become popular. They help lower 
the cost to the airlines, but they also require that the airlines assume more 
risk.

One of these techniques is for airlines to enter into an agreement 
where they are protected from rising prices as shown previously, but they 
also give up the potential benefit of oil prices going down. Delta, for 
example, had this type of hedging in the first quarter of 2011 with an 
average range of $75 to $90 a barrel. This means that if oil stays in that 
range, Delta gets no benefit. But if oil goes to $100 a barrel, the airline 
wouldn’t end up paying more than $90 a barrel. If, however, oil goes 
down to $65, then Delta would still have to pay $75.

Another type of bet that airlines make eliminates this range and 
focuses on one number. For United, this was the largest type of hedge 
it used in the first quarter of 2011 when it made a bet with financial 
institutions that oil would stay above an average of $82.65 a barrel. If it 
did not increase above that number, then the financial institutions would 
pay United the difference between $82.65 and whatever the airline ended 
up paying for oil. Had the price fallen under $82.65, then United would 
have had to pay the difference to the financial institutions. Southwest 
found itself in a similar situation in 2008. After locking in its oil at a 
low price, it had a massive cost advantage against the other airlines. The 
problem is that those low oil prices didn’t prevent Southwest from having 
to adjust to the new realities of higher oil. It simply delayed it until the 
hedges ran out, and then kept buying hedges at higher and higher prices. 
When oil prices came crashing back down, Southwest owed a lot of 
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money to the financial institutions with which it made its bets and ran 
into a cash crunch as a result.

Clearly, oil hedging itself doesn’t come without risk, won’t necessarily 
guarantee a set oil price for the airlines, and can be expensive. The most 
conservative hedging options have a high fixed cost to buy the options. 
The more risky techniques might not have high fixed costs, but they come 
with steeper downsides, as Southwest and others learned in 2008 after oil 
prices fell. That is why you don’t see any airlines hedge all of their fuel 
needs. Even the most aggressive hedging airline still is fully exposed for a 
third of its fuel needs and doesn’t necessarily have a fixed price for the rest. 
This means that when fuel prices increase, airline costs increase as well. So 
fare increases are bound to follow.

As crude oil and jet fuel prices continue to decline, many airlines 
are adapting their fuel hedging strategies to account for the lower price 
environment that began in 2013. On one hand, companies like Thai 
Airways are adopting a more aggressive stance or beginning to hedge 
their fuel price exposure for the first time in company history. Others 
are emulating Etihad Airways by taking a step back and either reducing 
the scale of their hedging programs or eliminating them completely. 
Finally, some others like United are taking an entirely different approach, 
choosing to sell their existing positions (and realize the losses) in order 
to enter into new positions at lower prices. There isn’t a “one size fits all” 
approach to hedging that works for all companies. As the aforementioned 
examples indicate, the best fuel hedging strategy for an airline, or any 
company for that matter, is the one that best suits its risk tolerance, 
hedging objectives, financial position, and so on. While many hedging 
strategies might appear to provide an ideal solution, the details are often 
much more complex.28

Supply Chain Integration

In 2012, Delta Airlines initiated a rather unique hedging strategy by 
purchasing its own oil refinery, an aging and mothballed ConocoPhillips 
plant located in Trainer, Pennsylvania (just outside Philadelphia), for 
$180 million. At the time, the carrier had a vast jet fuel logistics chain 
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with storage terminals, pipeline capacity, and a team of energy traders. 
Oil prices were more than $90 a barrel and its planes were burning the 
equivalent of 260,000 barrels a day, representing a third of total costs. 
By making jet fuel in the company’s own facility, management hoped to 
recoup some of the $2.2 billion it figured was going to refiners as profit. 
To date, Delta has invested $420 million of capital into the refinery, which 
has generated roughly $100 million of losses. While the airline expects to 
pay about $0.50 a gallon less in 2015, it’s only because oil prices have 
plunged and has nothing to do with owning a refinery. Besides, the real 
test is to compare Delta’s fuel costs to those of other big airlines. Before 
the acquisition, Delta was sourcing fuel for $0.09 a gallon cheaper than 
its peers. Its edge today: still $0.09. Meanwhile, much of its rationale for 
owning a refinery has disappeared: refiners’ margins have declined, while 
American crude no longer sells at such a wide discount to imported bar-
rels. In the crystal ball of hindsight, Delta would have been better off just 
waiting for oil prices to fall and then locking in lower fuel prices in the 
futures market. Instead it’s stuck with an expensive albatross.29 The big 
risk with supply chain integration, especially via ownership of a partner, 
is that it takes the company into an industry beyond its core competency. 
Few would dispute Delta’s excellence as an airline, but that expertise does 
not extend to oil refining, as the results of its strategy show.

Stay the Course

Hedging, like any other form of insurance, requires the carrier to incur 
costs that essentially raise the price per gallon paid for fuel. After crude 
oil prices hit an all-time high of $147 in mid-July 2008, US Airways’ 
top leaders decided to drop their historic practice of hedging. In other 
words, they would pay the market price for jet fuel without the use of 
any strategies discussed earlier. They brought that same philosophy to 
American Airlines Group Inc., created in early 2014 by the merger of 
US Airways and American Airlines. American historically had invested 
in fuel-based hedges, but the new leadership, drawn mainly from US 
Airways, had sold off the last of American’s hedges by the middle of that 
year. In the years leading up to 2008, American Airlines usually paid 
less than US Airways for a gallon of jet fuel. But with the exception of 
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2011, US Airways paid less per gallon each year since, than American 
and most other carriers as well. The biggest advantage came in 2009 as 
fuel prices were plummeting and airlines holding hedges lost money on 
the investments. US Airways paid an average of $1.74 a gallon that year, 
compared with $2.01 for American, $2.15 for Delta Air Lines, $1.80 for 
United Airlines Inc., and $2.12 for Southwest Airlines Co. In 2013, US 
Airways’ advantage over American was only a nickel: $3.04 per gallon vs. 
$3.09. But with the oceans of jet fuel that airlines burn each year, small 
differences can mean big dollars. In 2013, each penny in the price of a 
gallon of jet fuel represented $28.1 million in expenses at American and 
$11.4 million at US Airways. If American could have saved that nickel, 
it would have reduced its costs by $140 million. US Airways would have 
paid $57 million more for fuel if it had paid American’s average cost per 
gallon.30

Social and Demographic Factors

Categorizing generations in the United States according to the year of 
birth provides insight into the changing trends in the travel and tourism 
industry. The demand for air travel has increased significantly over 
the years. This indicates changing travel preferences among the latest 
generation. The U.S. population is categorized as follows:

•	 Baby boom generation—Born between 1946 and 1964
•	 Generation X—Born between 1965 and 1979
•	 Generation Y or Millennial generation—Born between 1980 

and 1999
•	 Generation Z—Born after 2000

These segments also play an important role in forecasting demand 
because they match customer expectations in regard to value-add service 
offerings. For example, in the United States, the future of travel and 
tourism will be defined by the growth in the millennial generation. In the 
next five to ten years, they will enter their peak earning, spending, and 
traveling years. Their spending on business travel is expected to grow by 
50 percent of the total by 2020 and to remain strong for the next 15 years 
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after that. Currently, the baby boomers are the active customers. Their 
business travel spending is expected to decline to 16 percent by 2020 and 
to 11 percent by 2025.

Globally, the fast emergence of a new middle class in developing 
countries will add to aviation demand. Together these two trends will 
change the dynamics of how people and trade move by air around the 
world with new flows, new routes, and a shift in emphasis between 
existing routes. Over the next 20 years, the airline industry is expecting to 
triple or quadruple its services in order to serve the demand for air travel 
and cargo services. This growth appears to be generated by the expansion 
of the middle-income classes in Asia Pacific and emerging economies 
in Latin America, Middle East, and North Africa (MENA), and Sub-
Saharan Africa.31

Technological Factors

Technological advancement has been the driving factor for improving 
airlines’ operational efficiency. Airlines have been able to reduce costs 
and improve operations by using advanced aircraft design and engine 
technology, IT solutions, and mobile technology that has created better 
connectivity and enhanced passengers’ travel experience. The increased 
use of composite materials in the construction process worked in concert 
with enhanced engine performance to increase payload and range while 
reducing emissions and noise. In fact, two-engine airliners are rapidly 
replacing four-engine models because they can cover virtually all long-
distance routes at much lower cost.

Environmental Factors

The global aviation industry consumes more than 200 million tons of 
fuel per year. The rising demand for air transport and the rising crude oil 
prices could impact the industry’s carbon emissions. The environmental 
impact could also influence sustainability. According to the Air Transport 
Action Group (ATAG), the airline industry’s impact on the environment 
is as follows:
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•	 The global aviation industry processes 2 percent of all 
human-induced carbon dioxide (CO2) emissions. Air travel 
is responsible for 12 percent of the total emissions from the 
transportation industry.

•	 Alternative fuels, like sustainable biofuels, are expected to 
reduce the aviation carbon footprint of fuel by 80 percent.

•	 Eighty percent of the CO2 emissions are from flights that are 
longer than 1,500 kilometers.

Sustainable alternative jet fuels can help to address challenges 
arising from fuel cost, pollution, and energy security. Their use could 
reduce emissions that impact surface air quality and global climate while 
expanding domestic energy sources that diversify fuel supplies, contribute 
to price and supply stability, and generate economic development in rural 
communities. The Federal Aviation Administration (FAA) is working to 
enable the United States use of one billion gallons per year of “drop-in” 
sustainable alternative jet fuels by 2018. Though they are created from 
renewable sources, drop-in fuels mimic the chemistry of petroleum jet 
fuel, can be used in today’s aircraft and engines without modification, and 
provide the same level of performance and safety as today’s petroleum-
derived jet fuel.32

Conclusion

The plethora of uncontrollable factors that can impact an airline, 
positively or negatively, is almost overwhelming. For carriers serving 
global markets, coping with uncontrollable and often rapidly unfolding 
events is a “normal” management task. Contingency plans are absolutely 
essential, both for identifying areas of opportunity and for dealing with 
events that can negatively impact operations. This chapter looked at some 
of these factors, and discussed future implications for airlines and aircraft 
manufacturers.





CHAPTER 5

Government Involvement  
in Airline Operations

Introduction

In this chapter, you will learn how governments oversee the many 
facets of air transportation. As mentioned in Chapter 1, governments 
typically must exercise some degree of influence over the business of 
transportation to ensure the needs of the public are met by (a) guarding 
against the monopolistic tendencies of the railroads and pipelines, and 
(b) preventing destructive competition in the airline, trucking, and water 
carrier industries. The role of government in the airline business will be 
presented as will the ongoing government involvement in other aspects 
of the airline industry, namely security, safety, environmental issues, and 
infrastructure support.

Business

Economic Regulation in the United States

As the first modern mode of transportation, railroads deserve special 
attention because nations often dealt with the subsequent development 
of the other modes the same way as they did with rail. Interestingly, in 
the earliest years, railroads were often private firms regardless of which 
country they were in. In the United States, while the early development 
mirrored what was going on elsewhere, the later years did not. The U.S. 
companies have always been privately owned (with one exception that 
will be discussed later), and remain so today. In fact, the United States 
has virtually the only completely private railroad industry (infrastructure 
and operations) in the world. However, this situation has been somewhat 
problematic over the years as the monopolistic power of the railroads was 
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often abused. Between 1850 and the mid-1880s, the railroads became 
increasingly powerful as they expanded westward across the country. They 
could charge whatever prices they wished, serve whom they chose, and 
generally discriminate in whatever way suited their purposes.

By 1887, the U.S. government had had enough and began regulating 
the business aspects of the railroads. A special federal agency, the 
Interstate Commerce Commission (ICC), was established just for that 
purpose. If a railroad wanted to start a new service, abandon unprofitable 
routes, change its pricing, merge with another company, or make any 
number of other changes that would be considered normal management 
decisions in any other industry, it had to seek the permission of the ICC. 
If the ICC denied their request, the company’s only recourse was to sue 
them. Even then, there was no guarantee the courts would overturn the 
decision. Similarly, shippers could lodge complaints with the ICC against 
the railroads in cases where unfair practices were alleged. Again, the 
parties could either abide by the ICC’s ruling or sue. In any case, these 
proceedings were expensive and extremely time consuming, often taking 
a decade or more to be resolved.

The government also sought to extend rail services to as much of the 
United States as possible, both to knit the states more closely together 
and to foster national commerce. Obviously, if left alone, the railroads 
would only serve profitable routes. To ensure that all markets would have 
rail access, the ICC strictly controlled the awarding of routes. The num-
ber of carriers allowed to serve a profitable route was limited, and those 
that were permitted had to agree to serve a money-losing route as well. 
The end result was that competition was turned upside-down: profitable 
routes had less competition and higher prices while unprofitable ones 
had more competition and lower prices, just the opposite of what a free 
market would dictate. In other words, the government was happy: the 
railroads were effectively prevented from earning excessive profits (the 
income from the lucrative routes offset the losses from the money losers, 
providing the railroads with a “fair return” on their investment), and rail 
services were provided to a huge area of the country.

All of the other modes in the United States were regulated in exactly 
the same way: pipelines in 1906, trucking in 1935, airlines in 1938, and 
domestic water carriers in 1940. All but commercial air transport were 
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placed under the authority of the ICC who used the same model with 
them as with the railroads: firms had to receive permission to operate, 
add or drop services, change prices, and so on. In fact, the air carriers 
were almost included under the ICC as well, but ended up with their 
own agency, the Civil Aeronautics Board (CAB), that implemented 
similar requirements. Note that all of the modes were regulated when 
they were relatively new, but for dramatically different reasons. Railroads 
and pipelines were controlled to protect shippers from their monopolistic 
power; truck, water, and air carriers were regulated to protect the carriers 
themselves from excessive competition. The government’s view was that, 
if left alone, transportation industries tended to gravitate to one of two 
extremes: monopolistic power or destructive competition. Both were 
deemed to be unhealthy for the nation, so the government stepped in 
to protect the public with economic regulation and thereby ensure the 
development of a strong national transportation system. Most other 
nations in the world dealt with these same issues by simply owning, 
operating, or controlling the various forms of transportation.

Economic Deregulation in the United States

By the mid-1970s, serious questions were being asked in government about 
the continued efficacy of economic regulation. There were concerns that 
the world had changed and that shippers and passengers were paying higher 
prices than they should under what had become an antiquated system. The 
United States was the first nation to free the modes from governmental 
interference in their operations: air cargo in 1977, passenger airlines 
in 1978, and railroads and trucking companies in 1980. This national 
paradigm shift, now referred to in general as deregulation, placed the busi-
ness of transportation back into the hands of managers who, for better or 
worse, were now responsible for the success or failure of their own enter-
prises. Companies were now free to start new services, abandon unprofitable 
routes, set their own prices (within certain limitations), and generally take 
control of their own destinies. As a result, pricing became rationalized, 
falling on competitive routes and rising on those with lower demand.

Initially, new carriers proliferated in the airline industries, fares fell as 
the added competition took effect, and many communities lost scheduled 
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air services as firms abandoned unprofitable routes. As time passed, 
company failures became common as firms—some new and others that 
had been in business for decades—were simply unable to adjust to the 
rigors of competition. Customers, be they shippers or passengers, after 
enjoying lower freight rates and airfares for a while, realized that, in fact, 
you do get what you pay for. Goods were often lost or damaged, delivery 
dates were missed, onboard flight amenities that most people had taken 
for granted began to disappear, and the companies focused on cutting 
costs to improve their profitability. Thus, customers gradually learned 
that the lowest price alternative was not always the best and that paying 
for higher levels of service was necessary to ensure customer satisfaction. 
Generally speaking, deregulation has been a success. Airline passengers 
often complain about the austere nature of air travel today, but more 
people are flying than ever before. All of the modes are better able to 
tailor their service offerings to the needs of their customers and set their 
prices accordingly. But as in any free market, you buy what you can 
afford, which may be quite different from what you want, a situation 
that breeds dissatisfaction. The airlines are especially bedeviled by this 
problem: passengers want first-class service at coach prices, and complain 
when they do not get it. Reconciling customer expectations with reality is 
a constant battle for managers in a deregulated environment and will be 
discussed further in the next chapter.

Regulation and Deregulation in Europe

European airlines evolved in much the same way as those in the United 
States, except that they were government owned from the beginning of the 
industry in the 1920s. Each nation regardless of size had its own carrier 
with routes that spanned the globe. For countries with larger internal 
travel markets, there were often two state-run airlines: one (or more) 
providing domestic and intra-European services, the other providing 
long-distance international coverage (e.g., British European Airways 
[BEA] and British Overseas Airways Corporation [BOAC] in Great 
Britain). As time passed, small privately owned operators emerged as well 
to exploit markets of no interest to the government-run competition, but 
were relatively insignificant until the mid-1980s.
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In December 1987, the European Council of Ministers took the 
first important step toward the creation of a common air transport pol-
icy for the European Economic Community (EEC) with the adoption 
of the First Package of legislative measures dealing with aviation matters 
between Member States. Issues dealt with included, among other things, 
rules on fares for scheduled air services, the sharing of passenger capacity 
between air carriers on scheduled services, and access for air carriers to 
scheduled air service routes. The Second Package in July 1990 built on the 
first by introducing an element of “double disapproval” for fares, under 
which a fare set by an airline for a route between Member States would be 
permitted unless both States disapproved it. This applied to applications 
for increases in fares above five percent. The Second Package also opened 
up routes between almost all Community airports, relaxed restrictions on 
beyond services, and eased restrictions on designation of multiple airlines 
on particular routes. It is only with the Third Aviation Liberalization 
Package in 1992 that a substantially liberalized internal Community 
market was achieved.1 Beginning in 1993, any airline licensed by any 
of the European Union (EU) member states was considered to be a 
“Community Air Carrier” and was free to carry passengers, mail, and 
cargo throughout the EU, although the license does not entitle the owner 
to serve a particular route. In addition, a carrier may charge whatever 
fare it wants without government oversight simply by filing notice of the 
change. Finally, the Commission adopted State Aid guidelines that strictly 
controlled the amount of financial support a government could provide 
to its airline, a move intended to decrease national protection of domestic 
firms and increase competition.2 Since that time, many new carriers have 
entered the market while some established national airlines have failed 
(Sabena in Belgium and Swissair in Switzerland), merged (Air France–
KLM), or been taken over by foreign companies (Alitalia by Etihad).

Summary Comments

When viewed globally, the extent of airline economic regulation and 
deregulation is a continuum with the United States (and others) 
embracing open competition at one end, states like North Korea with 
no competition whatsoever at the other, and a host of different models 
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in between. Even in open markets, governments must ensure airlines, 
like every business, operate fairly and within the law. For example, 
in the United States, the Department of Transportation (DOT) has 
responsibility for handling vestigial regulatory questions, while existing 
agencies and laws dealing with, for example, antitrust or pricing issues as 
they pertain to all businesses are deemed sufficient for airline matters as 
well. In fact, the Department of Justice is currently investigating whether 
U.S. airlines colluded on expansion plans, amid concerns from consumer 
advocates and politicians that the industry is trying to extend its recent 
run of prosperity by controlling capacity to keep airfares high.3

Security

United States

The entire world of commercial aviation was upended with the terrorist 
attacks in New York City on September 11, 2001. Eleven days after that 
awful day, Pennsylvania Governor Tom Ridge was appointed as the first 
Director of the Office of Homeland Security. The office oversaw and coor-
dinated a comprehensive national strategy to safeguard the country against 
terrorism and respond to any future attacks. With the passage of the 
Homeland Security Act by Congress in November 2002, the Department 
of Homeland Security (DHS) formally came into being as a stand-alone, 
Cabinet-level department to further coordinate and unify national home-
land security efforts, opening its doors on March 1, 2003.4 All or part of 
22 different federal departments and agencies were brought into the new 
organization, including U.S. Customs and Border Protection (CBP), U.S. 
Immigration and Customs Enforcement, Transportation Security Admin-
istration (TSA), Federal Emergency Management Agency (FEMA), the 
U.S. Coast Guard, and U.S. Secret Service, just to name a few.5

Until recently, the TSA had applied relatively uniform methods to 
screen airline passengers, focusing primarily on advances in screening 
technology to improve security and efficiency. TSA has recently shifted 
away from this approach, which assumes a uniform level of risk among 
all airline travelers, to one that focuses more intently on those thought 
to pose elevated security risks. Risk-based passenger screening includes 
a number of initiatives that fit within a broader framework addressing 



	 GOVERNMENT INVOLVEMENT IN AIRLINE OPERATIONS	 73

security risks, but specifically emphasizes the detection and management 
of potential threats posed by certain people. As mentioned in an earlier 
chapter, various risk-based approaches to airline passenger screening have 
been used since the early 1970s, including the application of rudimentary 
behavioral profiles, security questions, and analysis of ticket purchase 
data to look for indicators of heightened risk. Additionally, “no-fly” lists 
were developed to prevent known or suspected terrorists from boarding 
aircraft, but prior to the terrorist attacks on September 11, 2001, these 
lists were not robust and proved ineffective.6

Following the 9/11 attacks, TSA’s initial risk-based efforts focused on 
integrating checks of passenger name records against the “no fly” list of 
individuals to be denied boarding and the “selectee” list of individuals 
of elevated risk requiring more thorough secondary screening. These 
efforts culminated in the deployment of Secure Flight, which screens 
each passenger’s full name and date of birth against terrorist watch 
lists. Additionally, international passengers are screened by U.S. CBP, 
which uses the Advance Passenger Information System (APIS) and 
the Automated Targeting System-Passenger (ATS-P) to conduct risk 
assessments. At airports, TSA employs behavioral detection and analysis 
under the Screening Passengers by Observational Techniques (SPOT) 
program in an effort to identify suspicious passengers. Another risk-based 
security program is Pre-Check, a trusted traveler program designed to 
expedite processing of low-risk passengers. In addition to the Pre-Check 
participants, TSA is routing certain other passengers through expedited 
lanes using behavior detection officers and canine teams to screen for 
suspicious behavior and explosives under an initiative called managed 
inclusion.7

Despite their sophistication, all of these systems rely not only on 
physical screening with various machines, but on profiling passengers who 
fit a certain description based upon their flight origins or destinations or 
frequencies, behavior, ethnic origin, or physical appearance. As long as 
a person does not set off one of these checks, they are passed through. 
Conversely, people who fit a certain profile are constantly stopped and 
subjected to increased scrutiny, even when none of these inspections reveal 
anything suspect. Thus, the TSA is in the unenviable position of having 
to quickly conduct thorough screenings while offending as few people as 
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possible. TSA security efforts extend to the air as well. Their Federal Air 
Marshal Service places trained law enforcement professionals on many 
flights that blend in with passengers and rely on their training, including 
investigative techniques, criminal terrorist behavior recognition, firearms 
proficiency, aircraft specific tactics, and close quarters self-defense 
measures to protect the flying public.8 While the exact number of daily 
flights covered by U.S. air marshals is not publicly known, 5 percent 
seems to be a widely held number, although some say it could be fewer 
than that.9

In an effort to identify potential threats as early in the travel process 
as possible, TSA has identified 10 “countries of interest” (Afghanistan, 
Algeria, Iraq, Lebanon, Libya, Nigeria, Pakistan, Saudi Arabia, Somalia, 
and Yemen)10 and three nations on the State Department’s list of countries 
that sponsor terrorism (Iran, Sudan, and Syria).11 Most of the countries 
being targeted do not have direct flights to the United States, but 
passengers whose trips begin in those countries will face extra screening at 
airports where they board U.S.-bound flights.12

Around the World

While certain security measures such as bag searches and the obligatory 
walk through a metal detector are practically universal, security procedures 
are by no means uniform across the world. Certain countries have unique 
security routines at the airport that might seem strange, annoying, or 
downright offensive to foreign visitors.13 Israel, for example, is more 
concerned with conducting a thorough inspection than with minimizing 
passenger discomfort. Contrary to most of the rest of the world, Israel 
relies more on personal scrutiny of, and interaction with, each and every 
passenger than they do technology. El Al, the Israeli national airline, is 
widely considered the world’s most secure, a designation that comes with 
certain costs. First, the carrier ignores political correctness. Critics of El 
Al’s practices like to denounce their passenger security checks because they 
include racial profiling. They have a policy of singling out young Arab 
men for extensive search procedures—but that’s playing the odds. When 
there is a tight schedule, time doesn’t need to be wasted searching low-risk 
people. Second, passengers are thoroughly interviewed before boarding all 
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El Al flights. Psychologists believe very few potential terrorists are able to 
stay calm during direct questioning right before boarding the flight. People 
trained in interrogation are able to tell if passengers are nervous or lying. 
While airline employees may ask if someone packed their bags themselves, 
they aren’t trained to read a person’s eye movements and facial twitches. 
El Al staff is trained and ask the reason for a passenger’s trip, his job or 
occupation, and whether he has packed his bags himself. In fact, the air-
line directs its economy class passengers to arrive at the airport three hours 
before departure to allow sufficient time for the check-in process.14 Other 
unique aspects of flying on El Al include double-reinforced cockpit doors, 
the use of an infrared countermeasures system that protects the plane from 
heat-seeking missiles, and the presence of air marshals on every flight.15

Brazilian airports have security issues that don’t involve flying. 
Professional thieves haunt the airports and look for bags to snatch 
when passengers aren’t paying attention. The thieves also work in teams. 
One person will distract a passenger while the other person steals the 
passenger’s bag. Watching baggage very closely is a security measure that 
people traveling through Brazilian airports must take. For Saudi Arabia, 
airport security begins before travelers reach the airport. Saudi Arabia has 
strict controls on who may enter the country, and foreigners must get a 
visa in advance. Citizens of Israel and anyone possessing a passport with 
an Israeli stamp aren’t allowed to visit Saudi Arabia. Women traveling to 
or from Saudi Arabian airports are also subject to strict rules. If they aren’t 
met at the airport by a husband, male relative, or sponsor, they will not 
be permitted to leave the airport. In order to exit Saudi Arabia, a married 
woman must get prior permission from her husband. An unmarried 
woman can’t catch a flight out of Saudi Arabia without the written 
consent of her father or male guardian. Plus, there are very strict rules 
about what can be transported into the country. At the airport, customs 
officials will search passengers’ bags for forbidden items such as alcohol, 
pork products, and pornography.16

Summary Comments

From the aforementioned discussion, it is obvious that the idea of 
airport security is often shaped by cultural beliefs and values and societal 
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preoccupations of the countries in which it is enacted. Furthermore, 
security on domestic flights in some areas of the world may be perfunctory 
at best. In addition, the lack of uniformity in processes even between 
developed nations is somewhat surprising. Passengers departing from 
Frankfurt, for example, travelling to America will go through a security 
check in Germany that does not require the removal of footwear. Upon 
arriving at the U.S. gateway airport (i.e., Atlanta), they process through 
immigration and customs inspections. Once completed, and despite the 
fact that they have been in a secure environment since the security check 
in Europe, passengers must be rescreened by TSA, to include taking off 
their shoes, before being allowed entry into the terminal for onward move-
ment. While no one would argue with the need for these checks, even 
seasoned travelers can find them frustrating and time consuming at times.

Safety

Introduction

The International Civil Aviation Organization (ICAO) is a UN special-
ized agency, created in 1944 upon the signing of the Convention on 
International Civil Aviation (Chicago Convention).

ICAO works with the Convention’s 191 Member States and 
global aviation organizations to develop international Standards and 
Recommended Practices (SARPs), which States reference when developing 
their legally enforceable national civil aviation regulations.17 ICAO was 
originally created to promote the safe and efficient development of civil 
aviation. One enduring aspect of the Organization’s work over the last six 
decades has been to help States improve their civil aviation in their country 
through projects implemented under ICAO’s Technical Cooperation 
Program. Since its creation in 1952, the Technical Cooperation Bureau 
(TCB) has been responsible for the execution of the Technical Cooperation 
Program advising and assisting States, donors, the private sector, and other 
funding sources in all matters relating to the development of safe and 
secure civil aviation.18 Recall that international air rights are voluntarily 
exchanged between nations; that is, each country gives the other permis-
sion to provide services. As a part of that arrangement, each government 
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is permitted to request consultation with the other regarding the safety 
of crews, aircraft, and airline operations, and to revoke, suspend, limit, 
or impose conditions on the operating authorizations or technical per-
missions of a carrier that has failed to comply with applicable laws and 
regulations.19 Thus, under the broad umbrella of the ICAO, each nation 
is ultimately responsible for the safe operation of its own airline industry.

Aviation Safety Oversight in the United States

The Federal Aviation Administration (FAA), a part of the U.S. DOT, 
is responsible for overseeing all aspects of the American aviation 
industry. The Aviation Safety Office is responsible for the certification, 
production approval, and continued airworthiness of aircraft, as well as 
certification of pilots, mechanics, and others in safety-related positions. 
Also in its purview is the certification of all operational and maintenance 
enterprises in domestic civil aviation, certification and safety oversight 
of approximately 7,300 U.S. commercial airlines and air operators, civil 
flight operations, and the development of applicable regulations.20

Beginning in mid-1991, the FAA began to formulate a method to 
address foreign air transportation safety concerns as well. As a result, the 
International Aviation Safety Assessment (IASA) program was formally 
established in 1992, with the purpose of ensuring that all foreign air 
carriers operating to or from the United States, or code sharing with a 
U.S. carrier, are properly licensed and subject to safety oversight provided 
by a competent national Civil Aviation Authority (CAA) in accordance 
with ICAO standards. IASA assessments determine compliance with 
these international standards by focusing on each critical element (CE) 
of an effective aviation safety oversight authority specified by the ICAO. 
These eight CEs include:

•	 (CE-1) Primary aviation legislation
•	 (CE-2) Specific operating regulations
•	 (CE-3) State civil aviation system and safety oversight 

functions
•	 (CE-4) Technical personnel qualification and training
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•	 (CE-5) Technical guidance, tools, and the provision of safety 
critical information

•	 (CE-6) Licensing, certification, authorization, and approval 
obligations

•	 (CE-7) Surveillance obligations
•	 (CE-8) Resolution of safety concerns21

The IASA does not evaluate the safety compliance of any particular 
air carrier, nor does it address aviation security, airports, or air traffic 
management. After an in-country assessment by the FAA, the assessment 
report is written and the nation is placed into one of two categories: 
Category 1 includes countries that have demonstrated they meet the 
ICAO standards for each of the eight CEs; Category 2 means that the 
safety oversight provided by a country’s CAA was found noncompliant in 
at least one of the CEs. Foreign air carriers from countries with an IASA 
category have the following technical permissions regarding economic 
authority:

•	 Carriers from Category 1 countries are permitted to operate 
into the United States and code share with U.S. air carriers in 
accordance with DOT authorizations.

•	 Carriers from Category 2 countries that operate into the 
United States and code share with U.S. air carriers have 
such services limited to those that existed at the time of the 
assessment.

•	 Carriers from Category 2 countries that seek to initiate 
commercial service into the United States and seek to code 
share with any U.S. air carrier are prohibited from initiating 
such services.

Through the application of the IASA program, the FAA continues to 
facilitate compliance with international standards, ensure that countries 
provide proper oversight of each air carrier operating into the United States 
or code sharing with a U.S. air carrier, meet the statutory requirements 
of Congress for aviation safety, and meet expectations of the traveling 
public. As a result, the IASA program remains an integral part of the 
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FAA’s continuing mission to provide the safest, most efficient aerospace 
system in the world.22

Aviation Safety Oversight in Europe

In the EU, the aviation safety system is based on a close collaboration 
between the European Commission, the European Aviation Safety 
Agency (EASA), Eurocontrol (the EU-wide air traffic control system), 
national civil aviation authorities, and safety investigation authorities of 
the Member States, as well as the aircraft manufacturers, airlines, and 
other participants in the single aviation market. The backbone of this 
system is a set of common safety rules that are directly applicable in a 
uniform manner across the EU. They apply both to the industry as well 
as to the civil aviation authorities and constitute the basis of the initial 
approval and continuing oversight of all aviation activities within the 
EU. In addition, any aircraft, European or not, may be subject to safety 
inspections at the European airports. Such ramp checks are done on a 
random basis but with particular attention to companies that have pre-
viously shown safety deficiencies. A series of safety violations identified 
during such inspections can subsequently lead to restricting or, in the 
worst cases, banning the operation of the noncompliant air carriers from 
flying to Europe. Similarly, the European Commission regularly monitors 
the safety performance of air carriers around the world and informs 
European citizens about any potential safety risks.23

Summary Comments

Virtually every nation has some type of civil aviation agency. Unfortunately, 
the lack of consistency in airline safety regulation across borders has very 
real implications for those who fly to, from, or within certain countries. 
For example, passengers who fly in third-world areas face 13 times the 
risk of being killed in an air accident as passengers in the first world. The 
more economically advanced second-world countries have better overall 
safety records than the others, but even their death risk per flight is seven 
times as high as that in first-world countries. Between 2000 and 2007, 
the chance of dying on a scheduled flight in a first-world nation like the 
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United States, Japan, or Ireland was 1 in 14 million (this statistic considers 
propeller planes as well as jets). At that rate, a passenger who took one 
flight every day would on average go 38,000 years before succumbing to 
a fatal accident. On the airlines of economically advancing countries in 
the developing world such as Taiwan, India, and Brazil, the death risk per 
flight was 1 in 2 million. In less economically advanced developing world 
countries, the death risk per flight was 1 in 800,000.24 As was discussed in 
an earlier chapter, there are parts of the world where air travel is virtually 
unregulated and extremely risky. The preceding statistics certainly bear 
that out.

Environmental Issues

Internationally, the ICAO has long been the forum for evaluating 
the environmental performance of aircraft engines. It has taken a 
“technology progressing” approach, raising standards within the capa-
bilities of proven technologies and certified products (engines and air-
craft) rather than a “technology forcing” approach, which would set 
standards based on technology that is not certified or may not even 
exist. The reason for ICAO’s approach is quite simple—the very high 
premium placed on the safety of aircraft operation restricts the use of 
unproven new technologies. The three main environmental issues in the 
aviation industry are air pollution, noise pollution, and climate change. 
The first two have improved dramatically over the years as advances in 
engine technology have resulted in less polluting and quieter aircraft 
operations. Unfortunately, the attendant increase in the demand for air 
transportation has dramatically increased the number of planes operating 
around the world. In addition, the impact of aviation on climate change 
is still not completely understood, so governments are approaching the 
issue of pollution from different angles.

The United States has emphasized the reduction of air and noise 
pollution, while the Europeans are more concerned with understanding 
and dealing with climate change. Other governments may have little 
concern for any of these issues as they focus more on economic development 
or other national issues that are simply more important to them than 
the environment. Because aircraft can remain in service for 30 years or 
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longer, many older models end up in developing or less developed nations 
that are willing to put up with their higher levels of pollution and noise. 
The Clean Air Act (CAA) is the primary, overarching air quality law in 
the United States. The CAA establishes the Environmental Protection 
Agency (EPA) as the agency responsible for setting appropriate air quality 
standards and developing regulations to meet these standards.25

Thus, the EPA has primary responsibility for aviation emissions, but 
many federal agencies such as the FAA, Department of Defense (DOD), 
National Aeronautics and Space Administration (NASA), state, and local 
agencies, as well as aircraft and engine manufacturers have an interest in 
the topic as well.

Unfortunately, there is less coordination of these disparate efforts in 
the United States than in Europe. The European Union Emissions Trading 
System (EU ETS), also known as the European Union Emissions Trading 
Scheme, was the first large greenhouse gas emissions trading scheme in 
the world, and remains the biggest. It was launched in 2005 to fight 
global warming and is a major pillar of EU climate policy. As of 2013, 
the EU ETS covers more than 11,000 factories, power stations, and other 
installations with a net heat excess of 20 megawatts in 31 countries—all 
28 EU member states plus Iceland, Norway, and Liechtenstein. Under 
the “cap and trade” principle, a maximum (cap) is set on the total amount 
of greenhouse gases that can be emitted by all participating organizations. 
“Allowances” for emissions are then auctioned off or allocated for free, 
and can subsequently be traded. Companies must monitor and report 
their CO2 emissions, ensuring they hand in enough allowances to the 
authorities to cover their emissions. If emissions exceed what is permitted 
by its allowances, an organization must purchase allowances from others. 
Conversely, if an operation has performed well at reducing its emissions, 
it can sell its leftover credits. This allows the system to find the most 
cost-effective ways of reducing emissions without significant government 
intervention.

Aviation emissions were to be included from 2012. The airline 
industry and other countries whose airlines serve the EU reacted adversely 
to the inclusion of the aviation sector, primarily because all mileage to 
and from the EU was to be included in the emissions calculation. These 
nations argued that the EU did not have jurisdiction to regulate flights 
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when they were not in European skies; China and the United States 
threatened to ban their national carriers from complying with the scheme. 
On November 27, 2012, the United States enacted the European Union 
Emissions Trading Scheme Prohibition Act of 2011, which prohibited 
U.S. carriers from participating in the ETS. However, the EU insisted 
that the regulation should be applied equally to all carriers, and that it did 
not contravene international regulations. In the absence of a global agree-
ment on airline emissions, the EU argued that it was forced to go ahead 
with its own scheme, which included an exemption clause for countries 
with “equivalent measures.”26

In response, the European Parliament agreed to “stop the clock” on 
the application of ETS to extraterritorial flights allowing the ICAO to 
begin work on its own global emission plan.27 The EU Parliament’s further 
extension until 2016 is consistent with the historic agreement reached 
at the ICAO Assembly in 2013, which rejected unilateral approaches 
while cementing the global commitment by airlines and governments to 
continue to work together to address climate change and achieve carbon 
neutral growth from 2020. The ICAO agreement confirmed that industry 
and government investments in technology, operations, and infrastructure 
measures should remain the primary means of further reducing aviation 
carbon emissions, while establishing a commitment to work toward a 
global market-based measure to “fill the gap” if needed.28

Infrastructure

Airports

Traditionally, many airports around the world were owned and operated 
by local or national governments. Today, despite decades of privatization 
of state enterprises, almost 50 percent of the airports in the world are still 
operated by some level of government. One example of this approach 
is found in the United States, where, with one exception (Branson, 
Missouri), commercial airports are owned and operated by public entities, 
including local, regional, or state authorities with the power to issue 
bonds to finance some of their capital needs.29 On the other hand, since 
the privatization of the three airports in London and four other major 



	 GOVERNMENT INVOLVEMENT IN AIRLINE OPERATIONS	 83

airports in the UK and the forming of British Airport Authority (BAA 
plc) in 1987, many countries have introduced private sector involvement 
with different degrees of private ownership and management, from 
100 percent private operations of the whole airport to subcontracting 
of management of part of the airport.30 In fact, nearly half of European 
air passengers currently travel through airports that are either fully or 
partially privatized.31 Nevertheless, there is no one single model that fits 
all situations in all countries. The choice of model depends very much on 
the specific circumstances of the airport.

Air Traffic Control

Like airport ownership, air traffic control is handled differently by each 
nation. As previously mentioned, in the United States, this function is 
the responsibility of the FAA. During the past two decades, however, 
nearly 50 governments have gone a different way and privatized their air 
traffic control systems, a topic that will be discussed more fully in the next 
chapter. Briefly, these governments have separated their ATC activities 
from their transport ministries, removed them from the civil service, and 
made them self-supporting from fees charged to aircraft operators. These 
new air navigation service providers (ANSPs) are usually regulated at 
arm’s length by their government’s aviation safety agency.32

Conclusion

Simply put, governments around the world are very much involved in 
the provision of air transport services. Some elect to control the business 
aspects of their airlines, while others like the United States are relying on 
the free market to allocate air transport services. In both cases, however, 
issues pertaining to airline security, safety, environmental impacts, and 
infrastructure also have ramifications for society as a whole, necessitating 
ongoing government involvement in the industry.





CHAPTER 6

Opportunities and 
Challenges for the Industry

Introduction

Moving forward, the airline industry will face many opportunities and 
challenges. Opportunities include expanding markets as demand for air 
travel increases in nations such as China and India, as well as those in 
Africa. Indeed, as the global economy continues to improve, the demand 
for air travel in general should increase as people once again have the 
discretionary income to travel. As global trade continues to grow and 
supply chains tighten, air freight will become more attractive as a way 
to meet customer needs without maintaining inventory. Threats to the 
successful exploitation of these opportunities include infrastructure 
limitations, fuel cost volatility, increasing global competition, and 
growing levels of customer dissatisfaction.

Opportunities

Future Demand for Air Transportation

Passenger Travel

The International Air Transport Association (IATA) is projecting that 
passenger numbers are expected to reach 7.3 billion by 2034. That 
represents a 4.1 percent average annual growth in demand for air 
connectivity that will result in more than a doubling of the 3.3 billion 
passengers expected to travel in 2014. China will overtake the United 
States as the world’s largest passenger market (defined by traffic to, from, 
and within) by 2030. Both markets, however, are expected to remain the 
largest by a wide margin. In 2034, flights to, from, and within China 
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will account for some 1.3 billion passengers, 856 million more than 
2014 with an average annual growth rate of 5.5 percent. Traffic to, from, 
and within the United States is expected to grow at an average annual 
growth rate of 3.2 percent, which will see 1.2 billion passengers by 2034 
(559 million more than 2014). The Association’s Global Passenger Fore-
cast Report explains future trends in passenger numbers by means of three 
key demand drivers: living standards, population and demographics, and 
price and availability.

•	 Living standards have a known effect on the propensity to fly. 
Countries on a growth curve up to approximately US$20,000 
per capita see correspondingly faster increases in the number 
of flights taken per person per year.

•	 Population and demographics reflects not just population 
trends over the next 20 years but also measures such as the 
old-age dependency ratio. On these measures, countries 
such as Japan, Russia, and Ukraine are expected to undergo 
significant population decline. African nations, on the other 
hand, are set for rapid population growth. Typically, nations 
with growing populations also have younger populations, and 
working-age groups are more likely to fly than those over 65.

•	 Price and availability of airline services also impact extent 
of future air connectivity. The unit cost of air transport has 
fallen by a factor of four since 1950. However, the past decade 
has seen prices bottom out, largely due to the increased cost 
of oil. In the coming two decades, the downward trend in 
the real cost of air travel is expected to resume, at a rate of 
around 1 to 1.5 percent per year. Air connectivity is expected 
to increase with the addition of new longer-range mid-size 
aircraft. Greater liberalization of air markets has the potential 
to increase global air traffic growth by over one percentage 
point per year.1

In fact, the Asia-Pacific share of the global middle class was 28 percent 
in 2009, and is forecast to reach 54 percent by 2020. An expected surge 
in the number of Chinese tourists represents one of the industry’s 
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greatest opportunities; according to some estimates, China outbound 
travel will double in the next five to seven years.2 Even in Africa, a group 
of new-generation carriers led by Equatorial Congo Airlines (ECAir) is 
trying to shake off that continent’s image as one of unsafe, unreliable, and 
unsustainable air transport3 in anticipation of increased demand.

Freight

After two years of either flat or slightly negative traffic growth, demand 
for air cargo transport began to grow slowly and steadily during the 
second quarter of 2013. The uptick in traffic continued into the second 
half to end the year 0.9 percent above the 2012 traffic total. Growth con-
tinued to gather strength in 2014, nearly recovering the long-term trend 
rate. World air cargo traffic is forecast to grow an average 4.7 percent 
per year over the next 20 years to reach a total of more than twice the 
number of revenue ton–kilometers (RTK) logged in 2013. The number 
of airplanes in the freighter fleet will increase by more than half by the 
end of the same period.4 Asia will continue to lead the world in average 
annual air cargo growth, with domestic China and intra-Asia markets 
expanding 6.7 percent and 6.5 percent per year, respectively. The Asia–
North America and Europe–Asia markets will grow slightly faster than 
the world average growth rate.5

Interestingly, competition with the maritime industry could 
present a challenge for air cargo. Changes in the containership industry 
have enticed shippers to move their freight away from air cargo when 
schedules and time commitments to customers permit. Containership 
pricing is generally 10 times cheaper per unit weight than air cargo 
but at the expense of longer and less reliable transit times. The goods 
that are shipped by air are high value, time sensitive, potentially perish-
able, and require speedy and reliable transport. But even these can, in 
some cases, be moved by sea.6 Fresh flowers, for example, used to move 
exclusively by air. However, ocean transport costs can be half those of 
airfreight, an important consideration for price-conscious supermarkets 
and florists. Proponents say certain roses, carnations, and other hearty 
varieties show no ill effects from the sea voyages spent in refrigerated con-
tainers a degree or two above freezing.7 To continue to compete effectively 
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with containerships, the air cargo industry must ensure that the service 
benefits of air transportation are not eroded. For example, track-and-trace 
tools, once the sole provenance of the air express industry, are now com-
monplace among surface transport providers. Changes in the behavior of 
shippers have also affected the air cargo market. E-mail and the electronic 
transmission of documents have reduced the need to ship many types of 
small parcels and documents that are the life blood of express and courier 
companies. Better information and improved supply chain visibility allow 
shippers to plan and manage their supply chains with a higher degree of 
confidence, encroaching on one of the primary advantages of air cargo. 
Air cargo has traditionally offered shippers a unique means to recover 
from unforeseen events and emergencies.8

Falling Fuel Prices

The precipitous drop in oil prices is among the most significant—
and unexpected—forces in the global economy today. Thanks to a 
combination of increased production (especially in the United States) 
and muted demand, the spot price of West Texas Intermediate crude fell 
from $109 in July 2014 to $45 in January 2015, and has since rebounded 
to above $50. Airlines stand to gain the most from reduced prices in 
several ways. First, roughly a third of their costs are associated with fuel. 
Even better, carriers have yet to face direct competitive pressures to pass 
fuel savings on to customers. Any ticket price reductions will be driven 
primarily by competitive dynamics (i.e., supply and demand), rather than 
by reductions in fixed fuel surcharge rates. In addition, airlines now have 
the opportunity to rewrite their hedging contracts in order to lock in 
prices around $50 per barrel for the foreseeable future. Second, lower 
oil prices also mean increased consumer spending and a concomitant 
improvement in global trade. As a result, airline profitability has soared; 
the IATA projected early in 2014 that global airlines would reap a collec-
tive profit of $19.9 billion in 2014, and $25.0 billion in 2015. A third 
benefit, of more interest to passengers, is that break-even load factors 
will fall, making flights profitable with fewer filled seats, thus raising the 
possibility that the empty middle seat could return. Fourth, the value of 
older aircraft currently in service rises with lower fuel costs. As noted in 



	 OPPORTUNITIES AND CHALLENGES FOR THE INDUSTRY	 89

a previous chapter, some airlines are already extending the use of older 
aircraft they may otherwise have disposed of. At the same time, cheaper 
oil pushes up the relative cost of acquiring new fuel-efficient aircraft, such 
as the Boeing 787. While a longer-term trend away from fuel-efficient  
aircraft is unlikely, depressed oil prices could allow airlines to take advan-
tage of an older fleet as long as lower prices persist. Finally, an extended 
period of higher margins could also unlock capital for investment. Airlines 
that have recently been cash constrained could push to modernize their 
fleets—a trend that could be particularly viable for airlines in develop-
ing countries. Alternatively, airlines can invest in an improved customer 
experience to help differentiate themselves from their competitors. Some 
potential options include terminal modernizations and aircraft interior 
upgrades in seats and entertainment systems.9

Challenges

Infrastructure

One of the most serious long-term issues facing the airline industry, 
especially in the United States, is a woefully inadequate system of airports 
and airways tied together by an antiquated air traffic control system.

Airports

Many of today’s airports are operating on the sites where they were first 
constructed decades ago. Unfortunately, many of these locations, which 
were away from populated areas when the facilities were built, have been 
surrounded by development in the ensuing years such that expansion 
is virtually impossible. A planned revamping of terminal facilities at La 
Guardia Airport (LGA) in New York is highlighting the problem. LGA 
opened in 1939, and has long been among the most congested U.S. airports. 
In the 12 months through June 2015, about 27 percent of arriving flights 
were at least 15 minutes late, the third worse rate among the top 30 U.S. 
airports behind San Francisco and Chicago O’Hare. About 22 percent of 
departing flights in the same period were at least 15 minutes late. Perhaps 
more importantly, the airport had nearly seven tarmac delays of at least an 
hour for every 1,000 flights in 2014, the highest rate in the United States. 
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The two biggest challenges for improving La Guardia’s punctuality and 
efficiency are airspace congestion and runway capacity, issues the redesign 
does not address.10 San Francisco’s situation is very similar to La Guardia’s 
as both have bodies of water on one side, major highways on another, 
and commercial development or residential neighborhoods in extremely 
close proximity. Essentially, runway expansion for both is virtually 
impossible. A similar situation exists in Chicago. In 2000, O’Hare and 
Midway airports reached operational capacity; yet, to date, nothing has 
been done to remedy the problem as the city vacillates between adding 
another runway at O’Hare, and building another airport known as the 
South Suburban Airport in Peotone, Illinois, south of Chicago.11 So far, 
no decision has been made, even though United and American Airlines 
have shifted much of their domestic hub operations away from O’Hare to 
Denver and Dallas, respectively. Furthermore, O’Hare’s cargo ranking has 
dropped from 12th in the world in 2001 to 21st today.12

Even in situations where the land is available, expansion can be 
extremely problematic. Area residents, some of whom may be dis-
placed by the project, object to the noise and environmental damage 
that can come both with the construction and the finished facility. The 
development of Narita Airport in Tokyo in the 1970s was an unfortunate 
case in point. The Japanese government originally tried to buy the 
necessary land in the area with the agreement of landowners. However, 
when a significant number of landowners refused to sell, the govern-
ment decided in 1971 to forcefully evict the residents in the area, which 
is legal by Japanese law. This action led to frequent and often violent 
clashes involving thousands of protesters and riot police, the destruc-
tion of costly equipment in the airport control tower and, ultimately, 
loss of life. These efforts were massively successful in getting the opening 
of the airport delayed; the original plans were to open the airport in 
the early 1970s but Narita finally opened on the 20th of May, 1978.13 
More recently, protests continue in Frankfurt against the level of aircraft 
noise brought on by the opening of the fourth runway in 2011.14 In 
addition, more than 20 flights were canceled on July 13, 2015, at Heath-
row Airport in London after members of an environmental group cut 
through a perimeter fence and chained themselves to one another on a 
runway to protest against the possible construction of a third runway at 
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the airport.15 The only real solution is to build airports away from peo-
ple, for example, in the middle of nowhere. Osaka’s Kansai International 
Airport was located on a man-made island in Osaka Bay, 40 kilometers 
the city.16 Hong Kong’s Chek Lap Kok airport opened in July of 1998, 
also on a largely man-made island, 33 kilometers from downtown.17 Even 
Denver International Airport, the only major facility to be built in the 
United States in the last 25 years, is located 23 miles northeast of down-
town Denver, replacing Stapleton Airport that was only six miles away.18 
Unfortunately, the farther away the airport from the city it supports, the 
greater the ground access challenges for passengers.

The reality, however, is that airports worldwide are facing the need for 
more runways. Hong Kong is already planning to add one to its relatively 
new facility, with construction to start in 2016. Seoul’s Incheon Airport 
will construct a fourth and fifth runway beginning in 2020; Singapore 
Changi will convert a military runway into a third commercial runway 
in 2020, the same year Guangzhou Baiyun will build a fourth and fifth 
runway. Shanghai Pudong will add a fifth runway in 2017 and Shenzhen 
Bao’an will begin work on a third runway in 2018. Rightly or wrongly, 
these cities are in nations where social concerns often take a back seat 
to economic development. Contrast this situation to that discussed 
previously regarding Heathrow. The debate over where to build a new 
runway in Southeast England (Heathrow or Gatwick) has been ongoing 
for 25 years, with no real resolution in sight. In contrast to those Asian 
airports discussed earlier, the main opposition in Britain is coming from 
residential concerns.19

Air Traffic Control Systems

Like safety oversight, air traffic control is very much a national responsi-
bility. As noted in an earlier chapter, the United States air traffic control 
system, widely regarded as safe but outmoded, is built, maintained, and 
staffed by the federal government. In 2003, Congress mandated that 
Federal Aviation Administration (FAA) create a plan to implement the 
Next Generation Air Transportation System (NextGen) that would 
shift from the present ground-based air traffic management system to a 
more effective satellite-based one that would be cost effective and reduce 
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flight delays that were anticipated to only get worse as traffic increased. 
Originally envisioned as a two-decade long project, this effort includes 
several components, such as:

•	 Redesigning airspace and deploying new performance-based 
flight procedures

•	 Developing systems to help controllers better manage air 
traffic

•	 Providing critical technologies and infrastructure for 
NextGen20

Specifically, there are eight fundamental capabilities that will be 
provided by NextGen:

•	 Network-enabled information systems
•	 Performance-based operations and services
•	 Weather assimilated into decision making
•	 Layered, adaptive security
•	 Positioning, navigation, and timing services
•	 Aircraft trajectory-based operations
•	 Equivalent visual operations
•	 Super-density arrival and departure operations21

Clearly, NextGen is a huge, expensive (estimated at $40 billion for 
the government and system users), and complex undertaking. As an 
alternative, some members of Congress suggest the United States should 
follow the lead of the more than four dozen other nations, from Australia 
to the UK, that have already adopted some type of privatization for their 
previously state-run navigation services. Advocates of this view say a down-
sized FAA would retain authority over safety and regulation as national 
authorities have done in those other countries. Canada’s government spun 
off its system, which funds services through user fees, in 1996. While 
that system, called Nav Canada, handles far fewer flights than the United 
States, some in the industry see it as a model. Nav Canada receives no 
federal funding but can sell bonds against its revenue stream and has been 
able to significantly upgrade its systems and even sell its own technology 
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solutions to other air navigation providers. However, the sheer volume 
of flights handled in the United States, approximately 75,000 per day, 
makes any kind of change a difficult one. The most aggressive propo-
nents of privatization say that a new structure could assure more reliable 
funding, via fees that airspace users would pay, than the current mix of 
congressional appropriations and a hodgepodge of taxes. Such a change 
could help advance the FAA’s troubled NextGen air traffic modernization 
drive, widely criticized by government watchdogs and air-space users for 
delays and for being over budget and ineffective.22

Eurocontrol, the European Organization for the Safety of Air 
Navigation, is similar to the United States in that it is an intergovernmental 
organization with 41 Member States, committed to building, together 
with its partners, a Single European Sky that will deliver safe, efficient, 
and environmentally friendly air traffic operations throughout the 
European region.23

Unfortunately, air traffic control services are much less sophisticated 
in other parts of the world, most notably throughout Africa. For example, 
conditions at Camp Lemonnier in Djibouti, the base for U.S. pilots 
flying sensitive missions over Yemen and Somalia, have become so dire 
that American warplanes and civilian airliners alike are routinely placed 
in jeopardy. (Camp Lemonnier shares its two runways with Djibouti’s 
only international airport, a French military base, and a small contingent 
of Japanese military aircraft.) Military documents, based on observation 
reports from the flight tower, describe scenes that would be comical if 
not for the potential for disaster. Some controllers habitually dozed on 
the floor while on duty, pulling a blanket over their heads to drown out 
radio traffic. Others immersed themselves in video games and personal 
phone calls while ignoring communication from pilots. Still others 
punished American flight crews for a perceived lack of respect by forcing 
them to circle overhead until they ran low on fuel. A common vice in 
the flight tower was chewing khat, a leafy plant that acts as a stimulant 
and is banned in the United States but legal and popular in Djibouti, 
according to the documents. Outsiders who tried to impose order did 
so at their peril. One Djiboutian supervisor was beaten up by a con-
troller and tossed down the flight tower stairs. A U.S. Navy officer was 
threatened with a pipe. The documents chronicle an ill-fated $7 million 
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U.S. program in which former FAA officials were tapped to retrain the 
Djiboutian air traffic controllers in 2012 and 2013. The effort collapsed 
after the Djiboutians stopped showing up for classes and locked the 
American trainers out of the flight tower.24 In another example, in 2007, a 
new Kenya Airways Boeing 737-800 crashed into a Cameroon mangrove 
swamp after a midnight departure in bad weather at Douala, killing all 
114 passengers and crew. The wreckage of the 737 lay undiscovered for 
two days, barely five kilometers from an international airport without any 
radar system and where no one had noticed that the Kenya Airways pilots 
had fallen silent less than two minutes after their takeoff.25

Dealing with Prosperity

U.S. airlines have benefitted from years of restructuring and consolidation, 
a tighter focus by management on profitability, and a roughly 55 percent 
drop since mid-2014 in the price of oil, which has gone from the 
industry’s biggest cost to its second after labor. Earnings collectively 
topped $8  billion in the first half of 2015 alone, providing funds for 
repairing balance sheets and investing in their products. Finally, planes 
are fuller than ever. Unfortunately for management, these improvements 
are not going unnoticed. Airline workers are aggressively pursuing salary 
increases after years of wage reductions and layoffs. As the number of 
airlines has shrunk to the point where 80 percent of domestic traffic 
is served by just four carriers, those that remain find themselves under 
increasing government scrutiny for such things as alleged price gouging 
and collusion.26 Finally, industry concerns are growing that growth plans 
have been too ambitious, which could lead to overcapacity and price wars. 
This trend could become even more extreme if two factors change. First, 
Airbus and Boeing are both considering further narrow body product 
increases beyond what they have already announced. Second, as was 
mentioned earlier in this chapter, falling fuel prices could lead carriers to 
retain older aircraft that had been scheduled for retirement.27

Global Competitive Environment

As has been repeatedly emphasized throughout this book, the global 
aviation landscape is constantly changing. Low-cost carriers (LCCs) 
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that began by providing localized services are eager to expand into long-
haul markets. Carriers from the United States and Europe that have 
historically dominated the global aviation industry are being supplanted 
by competitors from the Middle East and Asia who are increasingly 
challenging these airlines in their home markets, a process that will be 
exacerbated by the gradual weakening of cabotage laws. Deregulation will 
continue as will the proliferation of new airlines in all parts of the world. 
Competition, in short, will only increase.

Service Quality Issues

Because airlines are a service industry, the Service Quality Model depicted 
in Figure 6.1 is useful in illustrating how customer dissatisfaction can 
develop. Ignoring the arrows, the model represents the basic marketing 

Figure 6.1  Service quality model

Source: Zeithaml, Berry, and Parasuraman.28
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process. That is, the chart is divided into two parts: customers are on the 
top, management on the bottom. Managers must first learn what customers 
expect in terms of service. Once management understands its customers’ 
needs, it can put together a service mix that will satisfy them. The customer 
benefits offered by the firm must be communicated to the buyers so that 
they understand why the firm provides more value than a competitor. That 
value must then be delivered to the customer in a way that meets his expec-
tations. If the service the buyer receives meets his expectations, then he will 
be satisfied and the firm will profit. The arrows, or Service Quality Gaps, 
depicted in the model represent potential sources of customer dissatisfac-
tion. Each of these Gaps will be explained in the following.

Gap 1

Gap 1 illustrates the situation when management does not really understand 
its customers’ needs. For example, managers might assume that passengers 
desire an in-flight amenity which, in fact, they do not. Either insufficient 
market research has been performed or the results have been misinterpreted. 
Whatever the reason, management cannot hope to design and deliver 
quality service if it does not completely understand what its customers want.

Gap 2

Gap 2 opens when management does know what its customers desire 
(i.e., Gap 1 does not exist) but is unwilling or unable to satisfy their 
needs. Perhaps customer expectations are too high or the firm simply 
lacks the resources to adequately meet them. Alternatively, customers may 
not be sufficiently aware of their “true” travel needs so that their stated 
desires are inconsistent with their actual requirements. Again, the service 
mix developed and offered to customers does not meet their expectations, 
and this results in dissatisfaction. 

Gap 3

Gap 3 is an especially troubling one because it signifies the situation 
where managers know what customers want and have developed a high-
value offering to meet those needs, but that service is poorly delivered. 
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For example, the passenger may be satisfied with the airline’s reservation 
and ticketing process, but the gate agent is rude and refuses to change 
a seat assignment. Thus, the customer is dissatisfied with the whole 
encounter (Gap 5). Often the difficulty is that the only carrier employee 
the passenger comes into contact with is the flight attendant, ticket agent, 
or customer service representative. If this person is upset for some reason 
or simply disinterested, he or she can undermine all of management’s best 
efforts to provide quality service.

Gap 4

Gap 4 is created when the organization promises something to the 
customer that is subsequently not provided. For example, the airline 
promises that passengers will receive their checked bags once the aircraft 
arrives at the destination airport. Unfortunately, for a variety of reasons, 
bags are misrouted or lost, and do not arrive with the customer. While 
most people are reunited with their luggage relatively quickly, passenger 
resentment for this situation has increased with the arrival of baggage fees, 
which are typically not refunded when a bag is mishandled, leading to 
customer dissatisfaction (Gap 5).

Gap 5

Gap 5 is the most critical opening, because it reflects a situation in which 
the service received by customers is different than what they expected. 
The buyer is dissatisfied because his actual experience was less than what 
he anticipated. On the other hand, the customer may actually experience 
better service than what he was prepared for, but this situation presents its 
own challenges and is beyond the scope of this paper. Gap 5 also results 
when any of the other four Gaps open. However, Gap 5 may also open by 
itself. Note that satisfactory performance results from the interaction of 
factors that the managers can control (the interior layout of the aircraft, 
employees) and those that they cannot (other customers, the passenger’s 
emotional state). Thus, a customer flying on a crowded, noisy airplane 
may be unhappy with the experience even if the service is fine. Similarly, 
a person who is unhappy, irritated, or simply having a bad day may be 
disposed to find fault with very minor company mistakes.
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External forces (i.e., laws, governmental regulations, weather) can also 
have an impact on the level of service provided by an airline. For example, 
winter weather can disrupt flight operations and strand passengers, 
sometimes for days. In addition, air traffic control requirements can 
adversely impact airline performance as well. Naturally, situations such as 
these can have a detrimental impact on customer service even though the 
company has no control over the factors causing them. The challenge for 
managers is to minimize the size and occurrence of service quality gaps by 
understanding the needs of customers, providing a service mix that meets 
those needs better than the competition, and constantly monitoring 
customer satisfaction so that corrective action can be taken immediately 
if required.

Based on the financial information presented earlier, U.S. airlines are 
doing better than they have in years. Flight reductions have led to higher 
load factors, fares are rising, and ancillary fees are proving to be especially 
lucrative. As a result, profits are up. However, none of these factors are 
particularly appealing from the passenger’s point of view implying less 
schedule choices, more crowded airplanes, and higher costs. In fact, com-
plaints filed by customers with the U.S. Department of Transportation 
(DOT) against U.S. carriers are up almost 70 percent for the month 
of June 2015 (1,566) versus the same period in 2014 (1,090).29 When 
viewed in the context of the Service Quality Model, this rising level of 
customer dissatisfaction represents a widening of Gap 5 resulting from 
Gap 2: managers know their actions are unpopular with customers, but 
business realities require that these steps be taken anyway. What, if any-
thing, should management do to mitigate Gap 5 and improve overall 
customer satisfaction?

Maintain the Status Quo

Perhaps no management action needs to be taken. Load factors are up, 
operating costs are down, and profitability is increasing for the first 
time in years. As a result, management may see a modest increase in the 
number of customer complaints as a small price to pay for continuing 
a business model that is both sustainable and profitable. A recent study 
found that market concentration moderates the relationship between 
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satisfaction and profitability for the U.S. airlines. Carriers that operate 
in concentrated markets have fewer incentives to satisfy their customers 
than those that serve more competitive market.30 The latest round of 
industry consolidation means customer alternatives are reduced to a 
smaller number of airlines all following similar strategies, so there is little 
incentive for passengers to switch carriers. The end result of these changes 
is that market power has shifted from customers back to managers, with 
all that change implies.

Realign Carrier Customer Service to Fit Today’s Environment

There are some steps management could take to enhance the overall cus-
tomer experience. First, the collection of fees must be streamlined to elim-
inate the passenger perception that they are being nickeled-and-dimed to 
death. The reality is that customers find some fees reasonable (priority 
boarding, preferred seating, upgrades, and Wi-Fi) while viewing others 
(checked baggage) as just the opposite.31 Airlines should consider rebun-
dling some charges into a passenger service fee that everyone pays, similar 
to what hotels have instituted in the form of a resort fee to cover tele-
phone, Internet, fitness center, and so on. For an airline, such a fee could 
cover one checked bag, entertainment, snacks, perhaps Internet, but 
every passenger would pay the fee. There would probably be initial cus-
tomer dissatisfaction, but the managers could mitigate this resistance by 
offering enough bundled value that passengers felt like they were getting 
something even without checking a bag. Furthermore, the presence of a 
relatively fixed fee would eliminate uncertainty and the feeling of con-
stantly being asked to pay for something. Resort fees that are transparent 
and fully disclosed prior to check-in have been accepted by customers as 
preferable to multiple charges for individual items. The airlines could find 
the same thing happens with a passenger service fee.

Second, baggage simply must be managed better. The implementation 
of fees for checked luggage forced more bags into the cabin, slowing both 
the security screening and aircraft loading processes. If everyone paid the 
passenger service fee as discussed earlier, perhaps the amount and size of 
carry-on items would decrease. While the company might experience an 
increase in the quantity of checked bags, it, along with most airports, 
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already has the infrastructure in place to absorb them. In addition, size 
and weight limits for cabin bags need to be enforced prior to boarding 
and preferably before security.

Third, fare transparency should be improved. Vague explanations 
regarding surcharges, taxes, and fees need to be eliminated in favor of 
full disclosure regarding the true cost of a ticket. Spirit Airlines was sued 
in August 2012 for collecting a passenger usage fee ranging from $9 to 
$17 per flight segment that appeared to be an officially imposed charge 
but was, according to the lawsuit, a scheme to collect more money from 
passengers while advertising a low base fare.32 Surcharges are especially 
worrisome because they are intended to be temporary and typically are 
applied by the carrier. In theory, these should decline or disappear alto-
gether once they are no longer needed to deal with a specific situation. 
In the absence of clarity, the risk to the customer is that these charges 
become permanent.

Finally, a system should be developed to allow for the immediate 
onboard reporting of passenger service-related aircraft problems. As 
flights are reduced and older aircraft are retired, those that remain are 
flying more. For example, an aircraft might depart from Atlanta for a 
flight to Amsterdam where it stays for a few hours before flying on to 
New Delhi. After turning around there, it returns to Amsterdam before 
continuing back to Atlanta where it is turned back around to make the 
same circuit again. A passenger confronted with a reading light that 
does not work, a seat that does not recline, or worst of all, a defective 
entertainment system, is likely to be stuck with that situation for the 
duration of their flight because higher load factors mean less opportunity 
to change seats. The passenger might advise a flight attendant of the 
deficiency, but, realistically speaking, there is really nothing the attendant 
can do other than document the issue in the hope that it will be taken 
care of at some point. Given the short turn-around times and the lack 
of comprehensive maintenance support available at en-route stops, the 
likelihood is that multiple passengers will be dissatisfied as a result of what 
should be a relatively minor problem. If the aircraft is turned as quickly 
at its domestic domicile (where maintenance activities are presumably 
concentrated), the problem may remain unresolved for a lengthy period of 
time, resulting in a number of dissatisfied customers. Given the prevalence 
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and sophistication of in-flight entertainment systems, passengers should 
be able to register seat-specific complaints that can be (a) viewed immedi-
ately by flight service personnel in case there is something they can do to 
remedy the problem, and (b) sent via aircraft systems directly to mainte-
nance personnel on the ground if in-flight correction is impossible.

Conclusions

The world’s airlines are simultaneously facing great opportunities and 
fierce threats which, arguably, has been the case since the beginning of 
commercial aviation. As always, the task for management is to exploit 
the opportunities that make sense while dealing with the challenges and 
satisfying its customers such that the firm remains profitable. The firms 
that manage to do what seems impossible will succeed; those that do not 
will fail. In the past, carriers could rely on, to at least some extent, their 
governments to bail them out of trouble, but that is increasingly not the 
case. Within a constantly changing environment, managers must under-
stand their customers’ needs and wants, and be able to satisfy them better 
than the competition if the airline is to prosper and grow.
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