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Introduction and Overview

Peter P. Belobaba

This chapter presents a brief introduction (o the global airline industry, its evolution and current
status. The major forces shaping the industry are described, including deregulation and
liberalization worldwide, along with some important recent industry challenges, such as
the severe financial problems and restructuring of some of the industry’s largest airlines since
2000. In 2013, the global airtine industry is approaching six consecutive years of aggregate
profitability for the first time since the late 1990s, although there remain large differences in
financial performance among airlines in different regions of the world. The industry still faces
major challenges, including historically high and volatile fuel prices, a weak economic
recovery from the global financial crisis, and a variety of geopolitical and public health
threats that could soon end this streak of moderate profitability. Infrastructure capacity poses a
major constraint worldwide and threatens continued evolution and long-term profitability. The
final section provides a brief overview of Chapters 2—17.

1.1 Introduction: The Global Airline Industry

The global airline industry provides service to virtually every country in the world. and has
plaved an integral role in the creation of a global economy. The airline industry itseif is a major
economic force, in terms of both its own operations and its impacts on related industries such as
aireraft manufacluring and tourism, to name but two. Few other industries generate the amount
and intensity of attention given to airlines, not only by those directly engaged in its operations
but aiso by govemment policy makers. the news media, as well as its billions of users. who
almost to a person have an anecdote to relate about an upusual, good or bad, air trave
experience.

During much of its development, the growth of the global airline industry was enabled by
major technological imnovations such as the introduction of jet airplanes for commercial use in
the 1950s, followed by the development of wide-body “jumbo jets™ in the 1970s. At the same
time, airlines were heavily regulated throughout the world, creating an environment in which
technological advances and governient policy took precedence over profitability and efforts to

The Global Airline Industry, Second Edition. Edited by Peter P. Belobaba, Amedeo R. Odoni, and Cynthia Barnhart.
© 2016 John Wiley & Sons, Ltd. Published 2016 by John Wiley & Sons, Ltd.
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The Global Airline Industry

promote competition i the mdustry. It has only been in the period since the economic
deregulation of airlines, beginning with the United Staies in 1978, that cosl elficiency,
operating profitability, and competitive behavior have become the dominant issues [acing
arrline management. Airline deregulation or, at least, “liberalization” has now spread far
beyond the United States to most of the industrialized world, affecting both domestic air travel
within each country and, perhaps more importantly. the continuing evolution of a highly
competitive mternational aicline industry.

Today, the global airline industry consists of over 1400 commercial airiines operating more
than 25 000 commercial aircraft and providing service to over 3800 wirports (ATAG, 20(4). In
2013, the world’s airlines flew more than 36 million commercial tlights and transported
roughly 3.1 billion passengers (IATA, 2014a). The growth of world air travel has averaged
approximately 5% per year over the past 30 years, with substantial vearly vartations due to both
changing economic conditions and differences in economic growth in different regions of the
world. Historically, the anmual growth in air travel has been about twice the annual growth in
gross domestic product (GDP), although this relationship has been weakening in advanced
economies in recent years. Even under relatively conservative assumptions concerning
economic growth over the next 1015 years, a continued 4-5% annual growth in global
air travel will lead to a doubling of total air travel during this period.

The annual growth rales in passenger air traffic, measured in revenue passenger kilometers
(RPKs) (see Chapter 3 for definitions), are shown in greater detail in Figure 1.1, for the period
1984--2013. The prncipal driver of air travel demand is economic growth: over the period
shown in Figure 1.1, the 5-6% average annual growth in air travel has been fed by an average
2-3% annual GDP growth worldwide. However, there has been substantial variability from
year o year, as well as differences between US and non-US airlines. World passenger aic traffic
growth has been positive in all years shown, with only three exceptions. Traffic declined

15%
10% ¢ ;
a | .
4 NN
o !
[ i
£ k i
& 5% t b
: i
& i : # US airlines
® i i & World total
2 11l
c 0% i —
< > o 2 -3 8:§ §
) - - ] o S
) - - - Mlda & |
l.'
i !
5% i i
—10% e e

Figure 1.1 Annual RPK growth rates 1984-2013. (Data sources: Air Transport Association; ICAQ)
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Figure 1.2 Growth of airline passenger traffic by world region. (Data sources: 1ICAO, 1971-2005;
TATA, 2006-2013)

1991 due to the first Gulf War and the subsequent fuel crisis and economic recession. in 2001
due to the effects of the 9/11 terror attacks in the United States, and then again in 2009 during
the global financial crisis. Figare 1.1 also shows that the annual growth rates experienced by
non-US airlines have consistently outpaced those of US carriers. As a resull, the proporiion ol
world passenger traffic carried by US airlines has declined. from approximately 40% in the
mid-1980s to less than 25% in 2013,

The growth of passenger air traffic by region of the world carried by all airlines (irrespective
of their nationality) is illustrated in Figure 1.2. North America continues to represent the largest
region in terms of aic traffic, followed by Europe and Asia-Pacific. North American air travel
was clearly the most affected by the terror attacks of 9/1 1, whereas traftic dropped in all three of
the largest regions during the global financial crisis in 2009. Growth rales in the Asia-Pacilic
region during the 1980s and 1990s were substantially higher than those of North Ainerica and
Europe, with the result thal total passenger air traflic in the Asia-Pacific region has been at
aboul the same level as in Europe for much of the time since 2005. With continued high growth
rates expected, the Asia-Pacific region could soon become the second-largest world region for
air traffic.

Figure 1.3 provides a similar plot of the growth of air freight by world region since 1971,
measured in freight tomne kilometers (FTKs) — defined in Chapter 3. The relative size and
growth of air freight in each world region differs from that of passenger air traffic, with Europe
generating slightly more air freight than North America iv the first part of the period shown in
Figure 1.3, However, the growth of air freight in the Asia-Pacific region has surged over
the past three decades and the region has led the world in terms of tota) air freight volume since
1992. The impacts of the global financial crisis on air freight were more dramatic than was the
case for passenger traffic. Afler a partial recovery in 2010, air freight volumes have stagnated m
North America and Europe, and have declined in the Asia-Pacific region. In contrast, they have
increased consistently in the Middle East region. As shown in Figures 1.2 and 1.3, the Middle
East has expetienced rapid growth in both categories since 2000.
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Figure 1.3 Growth of air freight volumes by world region. (Data sources: ICAQ, 1971-2005; IATA,
2006-2013)

In the US airline industry, approximately 70 certificated passenger airlines operate close to
10 million flight departures per year, and carry approximately one-quarter of the world’s total
air passengers — US airlines enplaned 743 million passengers in 2013. US airlines (both cargo
and passenger) reposted $200 billion in total operating revenues, with approximately 580 000
employees and 6700 aircraft operating over 25000 flights per day (Airlines for America,
2014a). The economic impacts of the airline industry range from its direct effects on airline
employment, company profitability, and net worth to the less direct but very important effects
on the aircraft manufacturing indusiry, airports, and tourism, not to mention the economic
impact on virtually every other activity that the ability to travel by air generates,

Commercial aviation contributes 5% of the US GDP, according to recent estimates (Airlines
for America, 2014a). Worldwide, the global economic impact of aviation has been estimated to be
about 3.4% of world GDP or more than US$2 4 trillion tn 2012 (ATAG, 2014). These estimates
include direct, indirect, induced, and catalytic economic impacts, but do net include additional
economic benefits such as employment or business activity made possible by air transportation.

The economic importance of the airline industry, and, in turn, its repercussions on so many
other major industries, makes the volatility of airline profits and their dependence on good
economic conditions a serious national and international concern. As shown in Figure 1.4, the
total net profits of world airines have been cyclical and extremely variable since the start of
deregulation in 1978. After the world airline industry posted four consecutive years of losses
totaling over $22 billion from 1990 to 1993, as a result of the Gulf War and subsequent
economic recession, it returned to record profitability in the late 1990s. Even more dramatic
were the indusiry’s plunges into record losses between 2001 and 2005, and then again in
2008-2009. The string of profitable years since 2010 gives the industry its first period of
sustained profitability since the late 1990s.

1.1.1 Deregulation and Liberalization Worldwide

Since the deregulation of US airlines in 1978, the pressure on governments to reduce their
mvolvement in the economic regulation of airlines has spread to most of the rest of the world.
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Figure 1.4 World airline net profits 1978-2013. (Data sources: Airhines for Amenca; ICAQ)

US airline deregulation is perceived as a success by most other countries. as the overall benefits
to the vast majorily of air travelers have been clearly demonstrated. While US domestic air
travel grew at rates significantly greater than prior to deregulation, average real fares have
declined significantly since deregulation and in 2013 were 40% below 1978 levels in constant
prices (Airtines for America, 2014b). Successful new entrant and low-fare airlines had a great
impact both on airline pricing practices and on the public’s expectations of low-priced air
travel. And, despite worries at the time of deregulation that compelitive cost pressures might
lead to reduced maintenance standards, there has been no statistical evidence that airline safety
has deteriorated (Chapter 12).

At the same time, deregulation in the United States has had some negative impacts. The
pressure (0 cul costs, combined with increased profit volatility, mergers, and bankruptcies of
several large airlines, led to periodic job losses and reduced wages. Furthermore, the benefits of
deregulation have not been enjoyed equally by all travelers. Residents of some small US cities
saw changes in the pattern of air service to their communities, as smaller regional airlines
replaced previously subsidized jet services. And, despite a substantial decrease in the average
real fare paid for air travel in US domestic markets. the disparity between the lowest and highest
fares offered by airlines increased, thus forcing business travelers (o pay the higher fares. The
development of large connecting hubs by virtually all US major airlines also raised concerns
about the pricing power of dominant airlines at their hub cities (GAO. 1993).

The management strategies and practices of airlines were also fundamentally changed by
increased competition within the industry, Cost management and productivity improvements
became central goals of US airlines with the shilt to market competition. Non-US aitlines have
more recenily been forced by competitive realities to face this challenge as well. A by-product
of the quest for lower costs and increased productivity has been the pursuit of economies of



