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UNITED AIRLINES 

Hubs: Chicago, Denver, San Francisco, Washington Dulles 

Post-deregulation Acquisition: Pan American's Transpacific Routes 
(1985); Pan American's Transatlantic authority to London Heath
row and beyond (1991) 

Computer Reservations System: Apollo 

Rank and Market Share: 1978—first, 17.4%; 1990—second, 16.0% 

United Airlines has always been a massive enterprise. It was organized in 
1931 as "the World's Largest Air Transport System."1 Boeing Air Trans
port was a predecessor of both United and today's Boeing aircraft manu
facturing giant.2 

The intercorporate structure of the United companies was based on the 
consolidation of several corporations under United Aircraft & Transport 
Corporation, a holding company formed on October 30, 1928, under the 
name of Boeing Airplane & Transport Corporation.3 In general, United's 
system in 1931 consisted of airmail routes linking New York and Chicago, 
Chicago and San Francisco, Chicago and Dallas, Salt Lake City and Seattle 
and Spokane, and Seattle and San Diego.4 

The Air Mail Act of 1934 contained prohibitions against holding com
panies owning stock in airmail contractors and against airmail contractors 
holding stocks of companies engaged in aviation except those operating 
airports and other ground facilities. As a consequence, United Aircraft & 
Transport Corporation was put into dissolution that year, and its holdings 
were transferred to three new companies it had previously formed. Its air
transport holdings were transferred to United Air Lines Transport Cor
poration, one of the three new companies. On December 28, 1934, United 
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Air Lines Transport Corporation, the former United Air Lines, Inc., and 
two of the old transport companies were merged and consolidated into 
United Air Lines Transport Corporation, which thereby became the oper
ator of the United system. In 1943, the name of the company was changed 
to United Airlines, Inc.5 

In 1933, shortly after W. A. Patterson assumed the vice presidency of 
the United Airlines management company, the directors decided to merge 
Varney Air Lines, purchased three years before, into Boeing Air Transport, 
of which Patterson was also president.6 Patterson became president of United 
Airlines in 1934.7 One of Patterson's axioms was that he learned the air
line business from the people running the airline.8 Patterson spent more 
than half of his first year as president and over half of the six years that 
followed talking with people in the airline system. These people included 
everybody from janitors to superintendents, and they had plenty of ideas. 
Many of the better suggestions flowered into standard airline procedures— 
safety practices such as guaranteed base pay for pilots whether they flew 
or not, special fares to induce wives to fly with husbands, and flying around 
or over the weather, to mention only a few. 

As late as 1945, Patterson made it a practice to try to see every United 
employee at least once a year. Thereafter, this program overwhelmed him. 
The United family had grown too large. Patterson negotiated strikes by 
listening to his employees' grievances and then solving the problem with a 
solution agreeable to both sides—the employees and the company.9 Patter
son was an apostle of pensions, sick benefit pay, and guaranteed income 
for pilots, and he gave an all-around "best friend" treatment to employ
ees.10 

The business was greatly enlarged during the later 1930s and the 1940s, 
largely as a result of the passage of the Civil Aeronautics Act of 1938 and 
World War II. First, the Civil Aeronautics Act gave rise to an era of route 
expansion, and second, war production and wartime mobilization created 
unprecedented and virtually insatiable demands for air transportation.11 

As early as 1943, plans had been drawn up for a postwar route-expan
sion program, and as of January 1, 1946, the company had on file with 
the Civil Aeronautics Board various applications designed to add 59 cities 
to its route system, exclusive of Mexican points served by LAMSA, Unit
ed's foreign subsidiary. At that time, the company's route system covered 
6,341 unduplicated miles, compared with the 5,313 miles acquired by the 
corporation on August 22, 1938, when certificates of "public convenience 
and necessity" were first issued by the Civil Aeronautics Board.12 

After World War II, United's operation policies were summed up in what 
the company called its "Rule of Three"—Safety, Passenger Comfort, and 
Schedule Dependability. In December 1952, this motto was expanded to 
the "Rule of Five," with the addition of Honesty and Sincerity.13 

In 1947, United acquired a Los Angeles—Denver route from Western Air 
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Lines, thereby gaining direct entry from the East into Southern Califor
nia.14 In the same year, United placed the pressurized cabin DC-6 into 
coast-to-coast service and began San Francisco—Honolulu service. In 1948, 
an operations hub opened at Denver, setting a new pattern for centralized 
control of airline activities.15 

United was the first domestic airline to order jetliners, 30 Douglas DC-
8s, costing $175 million. United then completed the largest single airline-
financing program in history—about $150 million over a period of five 
years of expansion into the jet age.16 In 1956, United retired the last of its 
DC-3s from its fleet. 

As the 1960s began, United completed the construction of a new $14.5-
million passenger terminal at New York International Airport, and it also 
placed DC-7A Cargoliners in service. In 1961, United acquired Capitol 
Airlines, making United the nation's largest airline. United also placed the 
new Instamatic reservations system into operation, which was the largest 
interconnected electronic data-processing facility ever built for business use.17 

The old-timers who had led the airlines to the heights were beginning to 
retire, and Patterson was no exception. He left United in 1966.18 

In the mid-1960s, there was substantial competition between the car
riers. Initially, this took the form of equipment competition, as new jet 
aircraft and, later, widebodied jet aircraft lowered operating costs and ap
pealed to passengers. Toward the end of the 1960s, the airlines shifted 
their competition toward schedule and capacity contests and obtaining fa
vorable regulatory decisions. Long-haul routes were particularly desirable 
because, although fares tapered with distance, the operating costs of large, 
widebodied jets tapered even more sharply. Thus, a carrier with a substan
tial market share on such routes could achieve high load factors and high 
profits. The most desirable long-distance routes at the time stretched across 
the Pacific.19 

The CAB's Transpacific Route Investigation in the 1960s was a central 
event in this competition. Traditionally, in its route policies, the CAB at
tempted to strengthen the weaker carriers by giving them access to the 
more lucrative routes. The CAB would also give routes to the carriers that 
could best develop a route system. Therefore, the CAB's search for evi
dence of route-development ability focused on such factors as a carrier's 
ability to offer low prices, ability to provide accommodations, and knowl
edge of the local market. Possession of a fleet of low-cost widebodied jet 
aircraft was requisite for offering low prices; travel-related diversification, 
such as hotel ownership, was seen by the carriers as necessary to develop 
the market. 

In the original 1961 transpacific award, the CAB had allowed United, 
Pan American, and Western to serve the U.S. mainland-Hawaii route. A 
fourth applicant, Hawaiian Airlines, was denied certification because it had 
no jet equipment. This case was reopened in 1966 because the CAB was 
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disturbed about high fares, high load factors, and high traffic growth. By 
this time, all carriers had jets, and almost every domestic airline was a 
party to the case; a total of 18 carriers applied for nearly every major 
Pacific route. Many undertook diversification as part of this effort. During 
the mid to late 1960s, all of the large carriers and two of the smaller ones 
cited hotels and other travel-related facilities as part of their route-devel
opment efforts. United developed hotels in an effort to secure or protect 
coveted routes.20 

The transpacific route awards led to disastrous consequences for United 
and Pan American, which had earlier dominated the Hawaiian market. All 
new carriers assigned their new widebodied, long-distance aircraft to the 
prime Hawaiian routes. This created severe overcapacity as competition 
ratcheted up schedule frequencies. In the year of the route awards, United, 
which was the dominant carrier on the Hawaiian routes, saw its earnings 
on these routes plunge from a $19-million profit in 1969 to a $17-million 
loss in 1970. 

As a response to these losses, United diversified even further.21 The ma
jor reason for United's diversification was that the airline perceived itself 
as severely hurt by regulation. Rexford Bruno, United's former senior vice 
president for finance and administration, believed that regulation was sti
fling United's growth. Because United was the largest airline, the CAB gave 
it no new routes, instead giving new routes to the smaller carriers. Bruno 
cited the CAB decision in the transpacific route case as particularly dam
aging to United because the CAB let five new competitors into United's 
very lucrative Hawaiian routes. The CAB also ruled that because of its 
size, United should not be considered for any new routes to the Far East. 
United acted to alleviate its regulatory problems by pushing for deregula
tion and diversifying.22 

Although some diversification had taken place in the air carrier industry, 
until the late 1960s, the air carriers were parent companies to the diversi
fied subsidiaries, so the entire companies remained subject to CAB regula
tion. This changed, however, in 1970, when United Air Lines reorganized 
into a subsidiary of a newly formed holding company, UAL, Inc., and 
acquired Western International Hotels, a sizable chain that has since been 
renamed Westin.23 

With United's vigorous support, Congress passed the Airline Deregula
tion Act of 1978, which dismantled the system of economic regulation 
under which U.S. airlines had operated, explicitly leaving the industry to 
the forces of the marketplace. Regulation of safety matters was ostensibly 
retained by the U.S. Federal Aviation Administration. 

The elimination of entry, pricing, route, and other restrictions that had 
prevented or impaired competition in U.S. domestic airline markets trans
formed the U.S. air transportation industry. Freed of CAB control, airlines 
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Figure 11.1 
United vs. American, 1979-1989 (Operating Earnings/Loss) 

radically realigned their route structures, explored new pricing strategies, 
adjusted their aircraft fleets, developed a range of new competitive weap
ons including computerized reservations systems and frequent-flier pro
grams, and consummated a rash of mergers and acquisitions.24 Led by 
United and American Airlines, U.S. airlines introduced increasingly sophis
ticated computerized reservations systems.25 

The airlines have had very mixed results in their transition into deregu
lation. United, for one, has been somewhat successful.26 American and 
United were large carriers that developed wide-market, quality-service dif
ferentiation strategies, drawing on their corporate diversification, as needed, 
for resources. Both entered deregulation with relatively costly operations 
and large amounts of debt. Both airlines ultimately achieved success under 
deregulation by developing strong, multiple-hub route systems.27 But as 
figures 11.1 and 11.2 reveal, American has generally outperformed United 
in profitability and in growth rates, overtaking United as the industry leader 
in the late 1980s. 

United's early deregulation strategy was problematic, but after a mid-
course correction, the airline emerged from the transition period with a 
successful wide-market, quality-service competitive strategy resting on 
multiple, strong hubs. Initially, United drove toward a route structure that 
would have been ideal under regulation but was imprudent in a competi
tive airline industry: United increased its long-haul routes and dropped 
many of its smaller, short-haul feeder markets. In support of this move, it 
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Figure 11.2 
United vs. American, 1979-1989 (Net Earnings/Loss) 

made plans to sell its short-haul B-737 airplanes and to move into longer-
range aircraft. However, it retained large connecting hubs in Chicago and 
Denver.28 

By 1981, United was facing mounting losses and seeing new competition 
move into its exposed long-haul routes. In response, United started the 
high-density, low-cost, point-to-point Friendship Express service. At this 
stage, United was pursuing several strategies at once, attempting to posi
tion itself as both a low-cost and a high-service carrier. 

By 1983, faced with continuing poor performance, United shifted strongly 
toward a multiple-hub feeder-route system. United focused its route-devel
opment efforts on strengthening its primary hubs at Chicago, Denver, and 
San Francisco by adding spokes, increasing frequency, and adding one-
stop flights. The carrier's marketing efforts largely paralleled those of 
American. It developed a ubiquitous travel-agency computer reservations 
system (Apollo) and strengthened its frequent-traveler program, Mileage 
Plus. Those provisions, along with overall economic prosperity, returned 
United to profitability in 1983. (See figures 11.3 and 11.4.) 

As UAL focused on repositioning United, it slowed its diversification so 
that the airline's proportionate share of the corporation's revenues began 
increasing. Bruno, the former senior vice president of UAL, stated that 
deregulation had caused UAL to change its diversification strategy: it stopped 
searching for acquisitions because it saw many opportunities in the airline 
business as well as in its hotel and insurance businesses. However, UAL 
did not divest itself of its nonairline businesses for several reasons: United 



Figure 11.3 
Top Carrier Concentration at Major Airports 
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Figure 11.4 
Airline Market Share at Washington Dulles 

Sources: AVIATION DAILY, Apr. 19, 1985, at 28; Feb. 1, 1990, at 230; Apr. 29, 1990, at 
628; Mar. 29, 1991, at 590; and CONSUMER REPORTS. 
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was so large that its management was concerned that antitrust or disecon
omies of scale might curtail growth; the company had enough capital to 
reposition the airline without having to sell other subsidiaries; the cor
poration's top managers, Edward Carlson and Richard Ferris, had come 
from the hotel business and were loyal to it; and the hotel chain was gen
erating substantial returns.29 

In 1985, United acquired Pan American's transpacific routes, ground 
facilities, and aircraft for $750 billion. United already operated a Seattle-
Tokyo route, but this was the first significant foray into the transpacific— 
the fastest-growing aviation market in the world. Rehabilitation of the ag
ing Pan Am 747s was a lengthy and expensive process, but it ultimately 
paid off. By 1989, the Pacific system accounted for 20 percent of United's 
revenue and a third of its operating profit.30 

Other than the transpacific purchase, Dick Ferris, chairman of United, 
diverted resources and attention from airline operations in order to be
come a travel conglomerate, sweeping Westin Hotels, Hilton International 
Hotels, and Hertz Rent-a-Car under the United umbrella. Ferris changed 
the holding company's name from UAL to Allegis, a move that failed to 
impress Wall Street. Diversification led the corporate raider vultures to 
circle, and Ferris got the boot as United shed itself of its $3.5-billion non
airline properties and the perplexing Allegis name.31 

The diversion cost United market share. It lost its dominance as the 
nation's largest domestic carrier, first to Frank Lorenzo's Texas Air and 
then to Bob Crandall's American. Some analysts predicted that United would 
fall behind Delta as well.32 

Under the towering Stephen Wolf, six feet six inches tall and United's 
current CEO, the airline has gotten back to the basics. Wolf is credited 
with turning things around at Republic and Flying Tigers before coming 
to United. 

Always doing things in a big way,United in 1989 placed an order for 
370 Boeing jets worth $15.7 billion—the largest order in the history of the 
industry.33 In 1991, it purchased Pan Am's U.S.-London (Heathrow) and 
beyond authority. But it still is distracted by corporate machinations. As 
one source noted: 

The nation's largest airline until American passed it [in 1989], United has at
tempted to regain the lead but has frequently been distracted by turmoil involving 
the ownership and holdings of the company. 

Most recently, Coniston Partners, which owns 11.8% of United's parent, the 
UAL Corporation, has put pressure on the company's board to do more for share
holders. The stock price has fallen 56 percent, to $130.75 from $294 since a buy
out deal fell apart in October [of 1989]. . . . 

Whatever is done, United will almost certainly end up with much higher debt 
and less money to spend on new aircraft and expansion. Management worries that 
the airline will therefore be at a disadvantage against the likes of American. . . . 
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United grew by only 2.8 percent [in 1989] in terms of available seat miles, com
pared with 12.9 percent for American.34 

NOTES 

1. R. DAVIES, AIRLINES OF THE UNITED STATES SINCE 1914 79 (1972). 

2. Id. at 195. 
3. UNITED AIRLINES, INC., CORPORATE AND LEGAL HISTORY OF UNITED AIR 

LINES AND ITS PREDECESSORS AND SUBSIDIARIES: 1925-1945 1.3 (1953). 
4. Id. at 1.4. Effective February 19, 1934, all domestic airmail contracts were 

cancelled, and the air-transport operating companies were held to be disqualified 
by the Post Office Department from bidding for new contracts. The former United 
Air Lines, Inc., was not disqualified, however. It succeeded in obtaining new air
mail contracts for substantially the same routes as those operated by the old com
panies, with the major exception of the Chicago-Dallas route. On May 1, 1934, it 
became the operator of the United system. Id. at 1.4. 

5. Id. at 1.4. 
6. F. TAYLOR, H I G H HORIZONS: DAREDEVIL FLYING POSTMEN TO MODERN 

MAGIC CARPET—THE UNITED AIR LINES STORY 155 (1962). 

7. Id. at 93. 
8. Id. at 157. 
9. Id. at 158. 

10. Id. at 164. 
11. Supra note 3 at 1.386. UNITED AIR LINES, INC., CORPORATE AND LEGAL 

HISTORY OF UNITED AIR LINES, INC., AND ITS SUBSIDIARIES: 1946-1955 II.3 (1965). 

12. Id. at II.6. 
13. Id. at 11.800-801. 
14. R. DAVIES, supra note 1, at 331-32. United had substituted Denver for 

Cheyenne as a staging point in 1937. Id. at 328. 
15. F. TAYLOR, supra note 6, at 248. 
16. Id. at 251. 
17. Id. at 254. 
18. C. SOLBERG, CONQUEST OF THE SKIES: A HISTORY OF COMMERCIAL AVIA

TION IN AMERICA 412 (1979). 

19. J. BYRNES, DIVERSIFICATION STRATEGIES FOR REGULATED AND DEREGU

LATED INDUSTRIES: LESSONS FROM THE AIRLINES 31 (1985). 

20. Id. at 33-34. 
21. Id. at 38. 
22. Id. at 45. 
23. In 1975, United purchased GAB Business Services, an insurance adjustment 

firm. Id. at 47. 
24. D. KASPER, DEREGULATION AND GLOBALIZATION: LIBERALIZING INTERNA

TIONAL TRADE IN AIR SERVICES 29 (1988). 

25. Id. at 35. 
26. J. BYRNES, supra note 19, at 63. 
27. Id. at 64. 
28. Id. at 67. 
29. Id. at 67-68. 



150 The Deregulated Airline Industry 

30. United Swallows Hard and Goes for Growth, Bus. WEEK, May 15, 1989, 
at 34. 

31. Salpukas, Steve Wolf's Big Test, N.Y. TIMES, Jan. 8, 1989, at 23. 
32. Id. at 24. 
33. United Swallows Hard, supra note 30. 
34. Salpukas, Airlines' Big Gamble on Expansion, N.Y. TIMES, Feb. 20, 1990, 

at C l , C5. 



12 

USAIR 

Hubs: Charlotte, Pittsburgh 

Mini-hubs: Baltimore, Dayton, Philadelphia 

Post-deregulation Mergers: Pacific Southwest Airlines (1987), Pied
mont (1988) 

Computer Reservations System: A minority position in the Covia Part
nership, which owns Apollo 

Rank and Market Share: 1978—ninth, 1.8%; 1990—sixth, 7.4% 

Originally begun as All American Aviation in the 1920s, USAir was certif
icated by the CAB after World War II as Allegheny Airlines, a local-service 
carrier.1 In 1968, it acquired Lake Central.2 In 1971, it merged with Mo
hawk.3 In 1979, Allegheny changed its name to USAir, corresponding with 
its expanded geographic emphasis.4 

Edward Colodny became president of USAir in 1975. A Harvard Law 
School graduate and former Civil Aeronautics Board attorney, he joined 
USAir (then Allegheny Airlines) in 1957, serving in most areas of the com
pany's management before becoming president.5 

He opposed deregulation in 1978 fearing, rightly, that the industry would 
eventually come to be dominated by a handful of megacarriers. He entered 
deregulation with a conservative growth-from-within strategy, concentrat
ing his operations geographically in the East, strengthening his Pittsburgh 
hub into a fortress, and retaining Allegheny's spartan headquarters at 
Washington National Airport.6 In 1979, the spokes beginning to grow longer 
out of the Pittsburgh hub, Colodny dropped the Allegheny name in favor 
of USAir.7 Colodny kept the airline's costs down and reduced indebted
ness.8 As one observer noted, "Colodny has emphasized the significance of 
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Figure 12.1 
Airline Market Share at Baltimore/Washington 

Sources: AVIATION DAILY, Apr. 19, 1985, at 28; Feb. 1, 1990, at 230; Apr. 29, 1990, at 

628; Mar. 29, 1991, at 590; and CONSUMER REPORTS. 

niching, or concentrating on providing specified services and amenities in 
a given geographic area and using equipment tailored to those require
ments."9 Like the tortoise chasing the hare, Colodny plodded slowly along, 
gaining ground in the race.10 The approach paid off as USAir became a 
strong small airline. 

The son of a Vermont grocer, Colodny has been described as "a con
servative manager with strong views on how to run an airline" but willing 
to change his mind when circumstances demand it.11 Even in his personal 
life, his boyhood dreams of becoming a professional violinist gave way to 
the reality that he was perfectly awful at playing the violin.12 

Witnessing the unprecedented mergers that swept the industry in 1986, 
Colodny jumped on board, more than doubling the size of his airline by 
expanding westward with the acquisition in 1987 of Pacific Southwest Air
lines for $400 million and southward in 1988 with his purchase of Pied
mont Airlines for $1.56 billion.13 USAir also gathered together a string of 
smaller carriers, including Henson, Jet Stream International, Pennsylvania 
Airlines, and Suburban Airlines. 

Piedmont was a healthy little carrier with a reputation for excellent ser
vice. The combined carriers, known for their efficiency and profitability, 
would saturate the East like Sherman Williams covers the globe, with hubs 
in Pittsburgh, Philadelphia, Charlotte, Baltimore, and Dayton (see figures 
12.1 through 12.4).14 Colodny promised to merge the carriers slowly, in-



Figure 12.2 
Airline Market Share at Charlotte 

Sources: AVIATION DAILY, Apr. 19, 1985, at 28; Feb. 1, 1990, at 230; Apr. 29, 1990, at 

628; Mar. 29, 1991, at 590; and CONSUMER REPORTS. 

Figure 12.3 
Airline Market Share at Philadelphia 

Sources: AVIATION DAILY, Apr. 19, 1985, at 28; Feb. 1, 1990, at 230; Apr. 29, 1990, at 

628; Mar. 29, 1991, at 590; and CONSUMER REPORTS. 



154 The Deregulated Airline Industry 

Figure 12.4 
Airline Market Share at Pittsburgh 

Sources: AVIATION DAILY, Apr. 19, 1985, at 28; Feb. 1, 1990, at 230; Apr. 29, 1990, at 
628; Mar. 29, 1991, at 590; and CONSUMER REPORTS. 

tegrating labor and operations with the least amount of disruption pos
sible. 

But its monopoly presence in the eastern United States allowed USAir to 
raise prices even higher, much to the chagrin of passengers without a com
petitive alternative. The only bit of justice was that ticket prices out of 
Ithaca, New York, and surrounding cities began to rise significantly. Ithaca 
is the home of the Cornell economics professor and former CAB chairman 
Alfred Kahn, the godfather of deregulation. Justice demands that airline 
ticket prices should be as high as the heavens in Ithaca. For his part, Co
lodny now sings the Fred Kahn tune of deregulation, arguing that reregu-
lation would be "the worst thing Congress could do."1 5 

As noted above, USAir merged with Pacific Southwest Airlines in 1987 
for $400 million and with Piedmont Aviation in the following year for 
$1.56 billion.16 Both were fine small airlines with good reputations for 
service. Except for the latter purchases, USAir's corporate strategy has been 
cautious and conservative, taking small steps to solidify its dominance of 
its Pittsburgh hub and its lesser Northeast hubs, Philadelphia and Buf
falo.17 Only recently did USAir move out of its shabby headquarters at 
Washington National Airport, and only then because its lease was up and 
it badly needed space.18 USAir is the largest U.S. airline not to have made 
a major move into international markets. Its consolidation of Piedmont 
and PSA into USAir was planned to be accomplished slowly and deliber-
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ately, the former concluded in 1988 and the latter in 1989. In taking on 
Piedmont, USAir adopted Piedmont policies and thereby upgraded its op
erations in two ways: it changed its plane configurations from single-class 
to dual-class cabins, and it continued Piedmont's policy of offering passen
gers the whole can of Coke, instead of a single cup. 1 9 

Colodny sought to further strengthen USAir's grip on the Northeast by 
trying to buy eight gates at Philadelphia and two Canadian routes at the 
Eastern bankruptcy sale for $85 million.20 The Pennsylvania attorney gen
eral threatened litigation if USAir proceeded, on the grounds that the firm 
was already charging monopoly rates at its Pittsburgh hub and that the 
transfer would allow USAir to dominate the state's two major cities. USAir 
dropped the effort when the U.S. Department of Justice threatened to in
tervene on antitrust grounds. But in 1991 , it was able to pick up the assets 
in a fire sale by bankrupt Midway Airlines, which, only a couple of years 
earlier, had acquired them from Eastern Airlines. 

Colodny maintained a tight grip on USAir as chairman, president, and 
chief executive officer of the airline until his retirement in 1991 . Under his 
relatively conservative reign, USAir was consistently profitable each year 
between 1975 and 1989, when it suffered losses of $63.2 million in trying 
to digest Piedmont.2 1 Service and on-time performance suffered during the 
transition.2 2 In 1990, USAir lost half a billion dollars and began to re
trench from the California markets it had acquired from PSA. USAir was 
projected to lose half a billion dollars in 1991 as well. Unless its perfor
mance improves significantly, it too may find itself in bankruptcy court. 
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ORIGINS OF REGULATION: 
THE LEGISLATIVE HISTORY OF 

THE CIVIL AERONAUTICS 
ACT OF 1938 

We begin with a review of the conditions leading to the creation of a 
regime of economic regulation over aviation. As we shall see in the ensuing 
chapters, there are many parallels between the economic environment pre
ceding regulation and that following deregulation. 

The legislative history of the Civil Aeronautics Act of 1938, the prede
cessor of the Federal Aviation Act of 1958, reveals that Congress recog
nized the air transport industry to be in its infancy and believed that the 
existing competitive environment could, in the absence of regulation, in
hibit or impede its sound development. The existing airmail legislation was 
believed to have imposed certain undesirable influences on the industry. 
Moreover, to avoid the deleterious consequences of "cutthroat," "waste
ful," "destructive," "excessive," and "unrestrained" competition, and the 
economic "chaos" that had so plagued the rail and motor carrier indus
tries, Congress sought to establish a regulatory structure similar to that 
devised for those industries, which had also been perceived as "public util
ity" types of enterprises. Such a system, it was believed, would enhance 
economic stability and thereby contribute to the sound economic growth 
and development of air transportation, which was thought to be an indus
try of potentially vast significance to the economic development of the 
nation. It would insure service to small communities and the protection of 
smaller carriers. It would not be a system that would prohibit the entry of 
new carriers. The regulatory scheme would assure that the industry ad
hered to the highest standards of safety and satisfied the public interest, 
including the needs of commerce and the national defense. 
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AN INFANT INDUSTRY IN A HOSTILE ECONOMIC 
ENVIRONMENT 

At the outset, the perspective from which Congress viewed the aviation 
industry before the Civil Aeronautics Act should be examined. As has been 
indicated, the air transportation industry was perceived to be in its infancy1 

and potentially of fundamental importance to the national economic growth.2 

The Senate Commerce Committee expressed serious concern over the "in
tensive," "extreme," and "destructive" competition in which all transport 
modes, air and surface, were engaged; such an economic environment was 
having injurious effects on the industry and its ability adequately to pro
vide the service required to satisfy the needs of commerce and the national 
defense.3 By establishing a system for the orderly development of air trans
portation analogous to that used in regulating public utilities and other 
modes of transportation (i.e., the railroads and motor and ocean carriers), 
Congress believed that these deleterious consequences could be avoided. 

Among the difficulties faced by air carriers before 1938 was an inability 
to attract sufficient investment capital.4 It was argued that the order and 
stability insured by public regulation would create an environment in which 
this difficulty would be diminished.5 

THE REGULATORY ENVIRONMENT BEFORE 1938 

Among the difficulties that the pending legislation sought to alleviate 
were those arising under the existing structure of airmail legislation. In 
1918, airmail service was inaugurated by the army. The Kelly Act (Air 
Mail Act of 1925) established economically feasible commercial air trans
portation autonomous from the military by permitting the postmaster gen
eral to award contracts to private airlines for the movement of mail.6 The 
Air Commerce Act of 1926 vested jurisdiction over safety and the main
tenance of airways and navigation facilities in the secretary of commerce.7 

The McNary-Watres Act of 1930 established a formula for airmail pay
ments based on the amount of mail transported.8 Congressional discontent 
with the administration of this legislation by the postmaster general led to 
an investigation by a Senate Special Committee chaired by Senator (later 
U.S. Supreme Court Justice) Hugo Black.9 The outrageous activities re
vealed by this investigation led President Franklin Roosevelt to respond by 
terminating all existing airmail contracts on the ground that there had 
been collusion between air carriers and the Post Office Department in route 
and rate establishment.10 

THE SURFACE CARRIER AND PUBLIC UTILITY ANALOGY 

The legislative history of the 1938 act also reveals a concern that the 
unfortunate economic experience of surface carriers might be repeated in 
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the air transport industry. The Great Depression was, undoubtedly, the 
most intense economic calamity of the century. It was an era of economic 
upheaval and uncertainty during which the fatality level of businesses was 
robust. Certain industries were deemed so fundamental to the existence of 
a sound national economy that the federal government intervened to reg
ulate competition, restore order, and diminish the uncertainty that pre
vailed. Among those industries perceived as essential to general economic 
recovery and therefore entitled to the benefits of "public utility" regulation 
was transportation. In 1935, Congress promulgated the Motor Carrier Act, 
which established federal regulation of motor carrier entry and rates and 
placed such jurisdiction in the Interstate Commerce Commission (ICC), 
which had held extensive regulatory authority over rail carriers since 1887.11 

Commissioner Joseph Eastman of the ICC stated: 

Important forms of public transportation must be regulated by the government. 
That has been accepted as a sound principle in this country and . . . in practically 
every country in the world. . . . 

Transportation is of such vital importance to the public welfare and the business 
is so affected with a public interest that some measure of government regulation is 
. . . necessary.12 

Transportation was viewed by some to be on the order of a public utility 
for which regulation was deemed essential. For example, a representative 
of the National Association of Railroad and Utilities Commissioners (NA-
RUC) testified: 

Any important public-utility industry requires regulation in the public interest and 
will be regulated sooner or later. . . . [T]he full purpose of regulation can be 
accomplished only by regulation from the beginning of the development of the 
industry. . . . 

[Congress must establish] such conditions that there may be an encouraged de
velopment of the aircraft business . . . and [create] conditions—and this is of par
amount importance—which will avoid the wastes and losses which will be inevi
table if the business is left to struggle to establish itself in open competition.13 

AVOIDANCE OF EXCESSIVE COMPETITION 

In light of the economically catastrophic experience of other transport 
modes, it was believed that regulation might insure that such consequences 
were avoided in the nascent air transport industry. Colonel Edgar Gorrell, 
the president of the Air Transport Association, stated: "Cutthroat compe
tition is nowhere so dangerous as in transportation. And in no form of 
transportation would it be more disastrous . . . [than] in the case of air 
carriers."14 The legislative history is replete with references to destructive 
competition.15 For example, the Senate reports indicate that the air carriers 
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were "engaged in intensive competition with each other and with the rail
roads and other carriers [which] is being carried to an extreme which tends 
to undermine the financial ability of the carriers and jeopardize the main
tenance of transportation facilities and service appropriate to the needs of 
commerce and required in the public interest and the national defense." 
The Senate Committee on Interstate Commerce felt that the proposed leg
islation not only would "promote an orderly development of transporta
tion in the United States" but also would "prevent the growth of bad 
practices and uneconomic capital structures resulting from a period of de
structive competition/'16 The House Committee on Interstate and Foreign 
Commerce, in its 1937 report recommending adoption of the proposed 
legislation, maintained, "The government cannot allow unrestrained com
petition by unregulated air carriers to capitalize on and jeopardize the in
vestment which the government has made during the last 10 years in the 
air transport industry through the mail service."17 

The Federal Aviation Commission, which was established by the Black-
McKellar Act of 1934, submitted 102 recommendations in its report to 
Congress of January 30, 1935. It contended that the orderly development 
of air transportation required two fundamental ingredients. First, in the 
interest of safety, certain minimum standards of equipment, operating 
methods, and personnel qualifications should be maintained. Second, "there 
should be a check in development of any irresponsible, unfair, or excessive 
competition such as has sometimes hampered the progress of other forms 
of transport."18 

Congressman Randolph contended that "unbridled and unregulated 
competition is a public menace," stating that the air transportation indus
try would be subjected to such unfortunate economic conditions as "rate 
war[s], cutthroat devices, and destructive and wasteful practices."19 Other 
members of congress emphasized that the legislation was intended to in
hibit or prohibit monopolization in the industry.20 

COMPETITION VS. MONOPOLIZATION 

The legislative history of the Civil Aeronautics Act of 1938 indicates 
that although Congress was generally concerned with "cutthroat," "waste
ful," "destructive," and "unrestrained" competition, it was nevertheless 
opposed to the monopolization of transportation services and sought to 
insure that such services would be provided in a competitive economic 
environment. Recommendation 9 of the Federal Aviation Commission fo
cused on the element of competition in entry regulation: "It should be the 
general policy to preserve competition in the interest of improved service 
and technological development, while avoiding uneconomic paralleling of 
routes or duplication of facilities.21 
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THE REGULATORY REGIME CONTEMPLATED UNDER THE 
PENDING LEGISLATION 

It was contemplated that additional carriers would be certificated to per
form air transport services in competition with existing carriers where the 
applicant could demonstrate that "the public interest" would be served. 
During the hearings, Senator (later President) Harry S. Truman insisted 
that the proposed legislation was not designed to "throttle" competition 
in the airline industry.22 It was predicted that the inauguration of services 
by a new entrant would not be prohibited, except if the applicant was 
incapable of performing its operations consistent with the public interest 
or if the proposed operations would not satisfy a public need and would 
cause injury to both the existing carriers and the applicant. No carrier 
would have the right to enjoy exclusivity in the markets it served.23 

With respect to parallel route authorizations, it was felt that although 
the practice should be avoided, the governing agency should exercise its 
discretion in the determination of whether duplicative operating authority 
should be granted.24 Moreover, it was anticipated that new authorizations 
that would "meet an unsatisfied public need" or "materially improve upon 
the service previously available" would be issued.25 

It is significant that, in drafting this legislation, Congress explicitly re
quired that competition be considered by the CAB as an element of the 
public interest.26 This statutory provision was subsequently interpreted to 
require that the CAB foster competition as a means of enhancing the de
velopment and improvement of air transport services on those routes gen
erating a sufficient volume of traffic to support competing carriers.27 

PROVIDING ORDER AND STABILITY FOR THE GROWTH OF 
AN INFANT INDUSTRY 

Among the essential purposes of the Civil Aeronautics Act was to shield 
the air transport industry from the hostile economic forces prevalent in an 
unregulated economic environment so that the industry could enjoy the 
stability required for the acquisition of capital and long-term growth.28 A 
concern was also expressed that service provided to small communities 
should be guaranteed.29 

Additionally, the government sought to protect the operations of small 
carriers from the dangerous effects of predatory competition. Congress
man Randolph contended, "Economic power and reckless management 
should not be permitted to injure the smaller lines, the employees of the 
companies, and the public."30 It was also argued that the position of smaller 
carriers vis-a-vis larger carriers should be protected. Colonel Gorrell stated: 
"In spreading out into the regions of light-density traffic and developing 
smaller communities, the small lines have performed an incalculable ser-
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vice to the country. It must be assured, through certificates, that they may 
continue to perform such a service, and they must be given an opportunity 
to protect themselves against even the possibility of oppressive competi
tion."31 
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THE TRADITIONAL REGULATORY 
CRITERIA 

In 1938, President Roosevelt signed into law the predecessor of the Federal 
Aviation Act,1 which established the Civil Aeronautics Board2 as an inde
pendent regulatory agency designed to provide classic "public utility" type 
regulation over the air transportation industry, then deemed to be in its 
infancy. Essentially, the agency was given authority to regulate three broad 
areas of economic activity: 

1. Entry—prescribing which routes shall be flown and which communities receive 
air service and designating the specific carrier(s) which will be permitted to 
serve such markets; the authority to grant or deny certificates of "public con
venience or necessity"3 

2. Rates—the authority to suspend or establish air fares and determine whether 
proposed rates are "just and reasonable"4 

3. Antitrust—the authority to approve or disapprove a host of intercarrier trans
actions, some of which are anticompetitive;5 approval has traditionally con
ferred immunity from the effects of the Sherman and Clayton acts6 

As originally promulgated, the Federal Aviation Act authorized the is
suance of operating authority to any applicant who was "fit, willing, and 
able," under circumstances where the transportation in question was "re
quired by the public convenience and necessity."7 In performing such re
sponsibilities, the CAB was obligated by the act to "foster sound economic 
conditions" in transportation, to promote "adequate, economical, and ef
ficient service by air carriers at reasonable charges,"8 to promote "com
petition to the extent necessary to assure the sound development of an air 
transportation system,"9 and to avoid "destructive competitive prac
tices."10 

In interpreting the statutory concept of public convenience and neces-
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sity, the CAB traditionally weighed and balanced a number of criteria11 

(including the relative service benefits of proposed operations and such 
considerations as historic participation in the involved market, the ease 
with which the involved segment would integrate with the applicant's ex
isting route structure, and the carrier's needs for subsidy reduction and/or 
route strengthening). No single criterion was deemed to be controlling.12 

Most such proceedings involved essentially a two-step process: (1) deter
mining the number of carriers the market in question could reasonably and 
profitably support, and (2) selecting from among the various applicants 
which carrier(s) should be designated to receive certificate(s) of public con
venience and necessity. 

In the years immediately after the act was passed, the CAB was princi
pally concerned with the issuance of "Grandfather" certificates under sec
tion 401(e)(1) of the act,13 which required that a certificate of public con
venience and necessity be issued to any applicant on proof that during the 
grandfather period (May 14, 1938-August 22, 1938), the applicant was 
an air carrier continuously operating over the segment for which operating 
authority was sought (unless the service provided during such period was 
inadequate and inefficient). 

In a 1941 case, the CAB stated that four questions were to be considered 
in any application for new service: 

1. Will the new service serve a useful public service, responsive to a public need? 
2. Can and will this service be served adequately by existing routes or carriers? 
3. Can the new service be served by the applicant without impairing the opera

tions of existing carriers contrary to the public interest? 
4. Will any cost of the proposed service to the government be outweighed by the 

benefit that will accrue to the public from the new service?14 

In later decisions, the CAB emphasized that no criterion was control
ling.15 As the CAB stated in the Service to Tri City Case: 

The Board has never established a hierarchy among the various carrier selection 
criteria, but has rather examined all the relevant criteria in reaching a determina
tion in a given case. The Board's policy has been that the weight afforded a partic
ular decisional factor must be determined in the context of the specific needs of 
the markets and, on occasion, in light of broader public interest considerations.16 

In the Sacramento-Denver Nonstop Case,17 the Board elaborated, saying, 
"Only rarely is there but a single reasonable candidate, and quite often the 
selection of a particular carrier reflects either an applicant's incremental 
advantage or its ability to combine several factors."18 

In the Miami-Los Angeles Competitive Nonstop Case,19 the CAB 
enumerated ten factors it had weighed in determining which, among mul-
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tiple applicants, should or should not receive certificated authority to serve 
a particular market: 

1. Route integration as evidenced by the ability to convenience beyond-segment 
traffic 

2. Frequencies to be operated over the involved segment 

3. The type of equipment to be employed 

4. The fares to be charged 

5. The identity of the involved points 

6. The historic participation in the involved traffic 

7. Efforts to promote and develop the involved market 

8. The need of the applicant for route strengthening 

9. The profitability of the route for the applicants and the existing carriers 

10. The potential of diversion of traffic from existing carriers20 

Traditionally, the CAB sought to improve the competitive posture of 
smaller carriers vis-a-vis the larger incumbents, and reduce industry con
centration, by favoring the issuance of operating authority to the small 
carriers.21 This polity of route strengthening "was intended to combat ex
cessive concentration and to maintain a balance of competitive opportu
nities within the industry by strengthening the smaller carriers who were 
at a disadvantage because of their route system."22 

Enhancing the competitive posture of smaller carriers by issuing seg
ments of potentially lucrative route authority was viewed as being "of great 
importance in perfecting the route structure of the nation."23 Thus, the 
CAB frequently scrutinized the competitive positions of various applicants 
and their relative requirements for route strengthening.24 By strengthening 
the smaller carriers, the CAB could bring about a concomitant reduction 
in their subsidy requirements, which, in itself, became another important 
criterion of carrier selection.25 

In other cases, the CAB concluded that the potential service benefits 
offered by larger carriers outweighed the need of smaller carriers for sub
sidy reduction. For example, in the Fort Myers-Atlanta Case,26 the CAB 
recognized that a carrier "having access to the largest volume of support 
traffic" would be "in the best position to provide the greatest frequency 
and capacity and flow the maximum number of passengers over the . . . 
segment [and thereby] convenience the largest number of beyond-segment 
passengers."27 Similarly, the ease with which a proposed segment inte
grated with a carrier's existing route structure was frequently perceived as 
a factor weighing in favor of the carrier, for such a coherent structure 
might enable it to convenience a larger segment of the traveling public. 

The relative beyond-segment capabilities of the applicants was fre-
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quently perceived as an important criterion of carrier selection.28 For ex
ample, the CAB in the Memphis-Twin Cities/Milwaukee Case29 noted: 

Flow traffic is important in developing a thin market, because it helps support the 
frequencies necessary to permit service levels sufficient to attract and hold new 
customers. In addition, it generates systemwide profits and benefits passengers by 
increasing single-lane and single-carrier alternatives. Because beyond-traffic con
tributes significant benefits to carriers and passengers, it has become an important 
element in selecting a carrier to serve this sort of market.30 

From time to time, the CAB also made efforts to strengthen the financial 
posture of even large carriers facing financial difficulties, through the is
suance of lucrative segments of operating authority.3 1 Concern with the 
financial health of carriers subject to its jurisdiction frequently led the CAB 
to view the potential diversion of traffic from incumbent carriers and con
sequential revenue loss as a factor militating against the issuance of oper
ating authority to a new entrant .3 2 Similarly, the CAB scrutinized route 
proposals to determine whether the inauguration of service might cause 
financial injury to the applicant or, as the CAB stated, "whether the pro
posed operation would result in a revenue deficiency that would weaken 
the carrier and impair its ability to properly serve its r ou t e . " 3 3 
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CAB REGULATION, 1938-1975: 
THE CONGRESSIONAL 

PERSPECTIVE 

Congressional scrutiny of arguments for deregulating the airline industry 
began with a series of hearings in 1975 under a Senate subcommittee chaired 
by Edward Kennedy. Such congressional analysis was subsequently ex
panded by Senator Howard Cannon, chairman of the Senate Commerce 
Committee, who held a parallel series of hearings. 

Whether their conclusions were accurate or inaccurate is an issue open 
to debate. The significance of the instant summarization lies not in the 
accuracy of these allegations; rightly or wrongly, it is the perspective from 
which Congress viewed the airline industry and CAB regulation and the 
foundation on which Congress acted to dismantle the regulatory umbrella. 

ENTRY 

The legislative history of the 1938 act reveals that Congress intended 
that the board implement a cautious yet moderately liberal approach to 
entry, permitting new enterprises to compete as the air transportation mar
ket expanded. But entry into the industry was effectively prohibited by the 
restrictive regulatory policies of the CAB. Between 1950 and 1974, the 
CAB received 79 applications from firms seeking to obtain operating au
thority to provide scheduled domestic service. None were granted.1 More
over, between 1969 and 1974, the CAB imposed a "route moratorium," a 
general policy of refusing to grant or even hear any applications to serve 
new routes.2 As a result of these policies, the "big four" in 1938—United, 
American, Eastern, and TWA—were the "big four" of the mid-1970s. In 
1938, United controlled 22.9 percent of the market; in 1975, it accounted 
for 22.0 percent.3 

Not a single new domestic trunk-line carrier had been authorized. Al
though there were 16 such carriers "grandfathered" in 1938, there were 
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only 10 such carriers some four decades later. The CAB had not permitted 
a single bankruptcy. These 16 domestic trunkline carriers of 1938 had 
merged into the 10 that existed in the mid-1970s; the 19 local-service car
riers licensed shortly after WWII had merged into the 9 that existed in 
1975.4 

Congress was misled on this point. Although only 16 airlines were cer
tificated in 1939, 86 more received authority between 1938 and 1975, and 
hundreds more were granted exemptions. 

RATES 

Traditionally, the board applied classic rate-making methodology. Clas
sic rate making is ordinarily employed to set the rates of a regulated mo
nopolist, such as a public utility, and utilizes the following formula: costs 
+ reasonable return on investment = revenue requirement.5 

Before 1978, the CAB followed this approach, with significant modifi
cations developed in its Domestic Passenger Fare Investigation (DPFI).6 

First, it examined the cost and revenue figures not of the individual air
lines, but of the industry as a whole. Second, it adjusted these figures to 
determine what industry costs and revenues would have been had load 
factors of 55 percent been achieved (i.e., it assumed that planes were flying 
55 percent full). To costs determined on this basis was added a 12 percent 
return on investment. Finally, fares were set at a level adequate to generate 
this "revenue requirement."7 

Every three months, the CAB published a compilation of industry cost 
and revenue figures with these adjustments, simplifying the task of deter
mining what fare level the industry was entitled to set. If a carrier pro
posed a tariff embracing that fare level, it could be reasonably certain that 
the CAB would approve the tariff as "just and reasonable." 

Congress concluded that this system, although administratively efficient, 
tended to keep air fares at an unreasonably high level. The load factor 
level of 55 percent was deemed to be too low. In the California and Texas 
intrastate markets, carriers regularly achieved 60 to 70 percent load fac
tors, which revealed that passengers would accept moderately more crowded 
aircraft if they could enjoy correspondingly lower fares.8 The 55 percent 
assumption was based on an industry average and did not take into ac
count the ability of individual carriers to exceed this standard or their 
inability to achieve it, generally or on particular routes.9 

The board traditionally prohibited selective price reductions by requir
ing that carriers charge equal fares for equal distances. Thus, it became 
difficult for carriers to lower fares in less densely traveled markets in order 
to stimulate demand. The CAB also inhibited across-the-board price cuts 
by generally refusing to approve such reductions unless, assuming all com-
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petitors participated in the reduction, each would achieve the target 12 
percent return on investment.10 

Congress concluded that, by preventing selective price reductions and 
inhibiting general price cuts, the board had encouraged carrier inefficiency, 
for it became difficult for the more efficient firms, by lowering their prices, 
to take business away from the less efficient.11 Congress also concluded 
that the board's policies had little effect in stimulating increased industry 
profits. The level of profitability had fallen well below the board's 12 per
cent target.12 

The absence of carrier profits was probably attributable to the fact that 
the airline industry is structurally competitive. The inability to engage in 
route and rate competition led various firms to engage in service competi
tion. By purchasing larger aircraft in greater numbers and by increasing 
frequencies, they tended to lower their load factors. By offering "lavish" 
in-flight amenities and increasing their advertising budgets and operational 
expenditures, they tended to diminish their profits.13 As their costs in
creased and profits diminished, they tended to seek fare increases, causing 
prices to spiral upward. (Congress was misled here too; real prices fell 
steadily under regulation.) 

The fundamental deficiency of the board's rate policies during this pe
riod was its failure to recognize the elasticity of demand inherent in pas
senger transportation—that by lowering fares, air carriers might well stim
ulate new traffic and thereby fill empty seats.14 The discretionary traveler, 
one who might take a vacation or visit relatives only if the price was right, 
was a largely unexploited source of potential revenue.15 

ANTITRUST 

In the late 1960s, excessively optimistic CAB and industry demand pro
jections led the industry to invest in large numbers of widebodied aircraft. 
But passenger demand failed to live up to these expectations.16 The dimi
nution of disposable income engendered by the recession of the early 1970s, 
coupled with the tendency of air carriers to raise their prices, led load 
factors to drop and carrier profits to turn downward. 

In response, a number of the major carriers (e.g., United, TWA, and 
American) agreed to a collective reduction of service provided on several 
of the major domestic routes.17 The board continually approved these 
agreements between 1971 and 1975, first as an emergency response to 
overinvestment and excessive capacity and, after 1973, as a necessary re
sponse to the fuel shortages and escalating fuel costs that existed after the 
Arab oil embargo.18 

Although capacity limitation agreements can theoretically bring about 
lower carrier costs and correspondingly lower fares, the latter did not ma
terialize. According to Congress, the airline industry was, in fact, the only 



176 Regulation and Deregulation 

major industry that raised its prices during the recession of the early 1970s.19 

(Congress was misled here too. With the Arab oil embargo of 1973, avia
tion fuel costs rose sharply. Fuel accounts for more than 25 percent of 
industry costs and had to be passed through to consumers.) The report of 
the Kennedy subcommittee concluded: "The classic regulatory response to 
defects in regulation is to create more regulation: the Board's response to 
the problem of excess capacity was to introduce capacity restricting agree
ments. Yet, to do so in this highly competitive, complex industry brought 
the consumer the worst of both worlds—high prices and poor service."20 

Congress found that consumers desire lower-fare service and that in
creased route and rate competition was likely to induce carriers to offer 
such lower fares.21 It recognized the inherent difficulty in applying classical 
rate and entry regulation to a competitive, economically volatile indus
try.22 

It was generally concluded that the traditional system of airline regula
tion (1) caused airfares to be considerably higher than they otherwise would 
be, (2) resulted in a serious misallocation of resources, (3) encouraged car
rier inefficiency, (4) denied consumers the range of price and service op
tions they would prefer, and (5) created a chronic tendency toward excess 
capacity in the industry. 

The Kennedy subcommittee concluded: 

The airline industry is potentially highly competitive, but the Board's system of 
regulation discourages the airlines from competing in price and virtually forecloses 
new firms from entering the industry. The result does not mean high profits. In
stead, the airlines—prevented from competing in price—simply channeled their 
competitive energies toward costlier service: more flights, more planes, more 
frills. . . . 

The remedy is for the Board to allow both new and existing firms greater free
dom to lower fares and . . . to obtain new routes. This freedom should lead the 
airlines to offer service in fuller planes at substantially lower prices, a form of 
service that most consumers desire.23 

This, in fact, was precisely the policy adopted by the Civil Aeronautics 
Board under the chairmanship of Alfred E. Kahn. 

NOTES 

1. SENATE SUBCOMM. ON ADMINISTRATIVE PRACTICE AND PROCEDURE OF THE 

JUDICIARY COMMITTEE, 94th Cong., 1st Sess., CIVIL AERONAUTICS BOARD PRAC

TICES AND PROCEDURES, 207-8 (Comm. Print 1976) [hereinafter cited as KEN
NEDY REPORT]. 

2. Id. at 6. During the late 1960s, Chairman Secor Brown led the CAB to 
implement the moratorium on the grounds that there was excessive capacity in the 
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industry. As a result, no entry applications were even set for hearing for several 
years. Id. at 7. 

3. Id. at 79-80. 
4. Id. at 6. 
5. Id. at 10, 109. 
6. See, e.g., CAB Order 74-3-82 (1974). 
7. KENNEDY REPORT, supra note 1, at 10. 
8. Id. at 113-15. 
9. Id. at 10. 

10. /J . at 10-11 , 124-25. 
11. Thus, the subcommittee concluded that the board's policies had caused fares 

to be higher than they would be in a competitive market and had inhibited industry 
efficiency. Id. at 113. 

12. Id. at 11. 
13. Id. at 25, 39. 
14. See id. at 123-24, 128. 
15. Note that this argument is almost wholly inapplicable to the transportation 

of freight, which has relatively little demand elasticity. See Waring, Rate Adjust
ments on Specific Movements, TRANSPORTATION LAW INSTITUTE, RATE REGULA
TION 7 REFORM (1979). 

16. KENNEDY REPORT, supra note 1, at 35. 
17. Id. at 143-44. 
18. Id. at 12-13. 
19. See id. at 23. 
20. Id. at 19. 
21. Id. at 39. 
22. Id. at 3. 
23. Id. 
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THE CAB UNDER ALFRED KAHN: 
THE ORIGINS OF DE FACTO 

DEREGULATION 

This chapter examines the principal efforts of the Civil Aeronautics Board 
in the late 1970s to deregulate the domestic aviation industry. As we shall 
see, the CAB discounted the industry's misgivings and proceeded stead
fastly on a course beyond regulatory reform to deregulation. 

President Gerald Ford became firmly convinced that the air transporta
tion industry should be substantially deregulated. In 1975, he submitted a 
deregulation bill to Congress and appointed John Robson as chairman of 
the CAB. As CAB chairman, Robson reversed many of the anticompetitive 
regulatory features for which the CAB had been soundly criticized. The 
route moratorium and the capacity-limitation agreements were terminated. 
Yet, as a lawyer, he found himself constrained by the provisions of the 
Federal Aviation Act from advancing too radically in the direction of lib
eralizing pricing and entry. 

His successor, Alfred Kahn, a Cornell University economist who was 
appointed CAB chairman by President Jimmy Carter, was not so inhibited. 
By 1978, the CAB had turned sharply. It began to grant operating author
ity by the bushel-basketful, at first to any carrier that proffered a low-fare 
proposal and, subsequently, to virtually any "qualified" applicant under 
an "experimental" policy labeled "multiple permissive entry." The CAB in 
1978 amended its rate policies in the DPFI by essentially providing down
ward pricing flexibility, under certain circumstances of up to 70 percent, 
and upward flexibility of 10 percent. These efforts encouraged carriers to 
offer the lowest fares in history. The lower fares and the general economic 
recovery of the mid-1970s stimulated demand, which increased load fac
tors and enabled carriers to realize the highest profits in the history of 
commercial aviation—at least until 1979, when profits began to plummet, 
a trend exacerbated by economic recession. 
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COMPETITION EMBRACED AS THE OVERRIDING POLICY 
OBJECTIVE 

The CAB under Alfred Kahn enthusiastically embraced the observations 
of the Kennedy subcommittee and those academicians sharing its conclu
sions.1 The CAB admitted that the traditional regulatory structure had cre
ated significant incentives for service and quality competition but had largely 
ignored the potential for innovative pricing proposals and rate competi
tion.2 It acknowledged the public benefits of "increased service frequen
cies, better connecting possibilities, more extensive single-plane service" 
and the other quality improvements engendered under the traditional reg
ulatory regime.3 

Nevertheless, it was felt that this system had left fares to be set at a 
higher level than they might have been in a freely competitive market and 
had thereby deprived travelers of low-fare alternatives.4 To strike a proper 
balance between service and price, the CAB felt compelled to establish a 
regulatory environment in which both price and service competition were 
encouraged.5 The board believed that lower fares would attract the discre
tionary traveler6 and thereby enable carriers to make more efficient use of 
their equipment.7 Thus, the following entry policy was adopted: 

In determining whether it would be to the public's benefit to authorize competitive 
service in a market, we must consider the benefits to be derived from fare compe
tition and fare/service variety as well as traditional factors and that in choosing 
among various applicants for competitive rate authority, carrier proposals to offer 
significantly lower fares, or a greater variety of price/service combinations deserve 
far greater weight than they have been accorded in the past.8 

To create an atmosphere conducive to these objectives, the CAB began 
to certificate a larger number of carriers than it would have under its tra
ditional criteria, stressing the value of liberal entry as a means of sustain
ing price competition.9 And, to accomplish its objective of increasing rate 
competition between carriers, the CAB began a novel approach to evalu
ating the low-fare proposals of particular applicants as an entry criterion 
of significant, even determinative, weight.10 If none of the applicants had 
submitted a low-fare proposal, the CAB returned to its traditional carrier-
selection criteria.11 

The board began to emphasize its belief that "competition is the best 
guaranty that the traveling public will receive service responsive to its 
needs,"12 and it adopted a policy that "competition on the basis of fares 
as well as service is not only permissible, but compelled."13 The board 
believed that because "the freedom to enter markets provides the best as
surance of price and service competition," it was "actively expanding the 
opportunities for airlines to serve new routes."14 
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The issuance of operating authority to a number of carriers on a per
missive (rather than mandatory) basis also was perceived as a means of 
stimulating increased price competition.15 In granting permissive authority, 
the board left to the business judgment of carrier management the extent 
to which competitive service would be offered.16 Mandatory authority was 
not perceived as an effective means of insuring that a responsive level of 
service would be provided, for the board had traditionally been rather lax 
about enforcing such "common carrier" certificate obligations.17 More
over, the board did not want to place itself in a position where it would 
be forced to "compel an airline to provide unsubsidized service" that turned 
out to be "uneconomic."18 

Latent permissive authority (i.e., operating authority that had been is
sued to a carrier but that the carrier was not actively using) was also viewed 
as posing a beneficial competitive stimulus to incumbents. "It represents a 
threat of entry and therefore provides a competitive spur to incumbents, if 
they fail to meet the public's service needs or if the market grows to the 
point that it can support another airline, the dormant carrier is free to 
enter at once without the need for a costly and time-consuming certifica
tion proceeding."19 Furthermore, each operating authority had significant 
value in forcing carriers to adhere to the notion of threshold pricing (i.e., 
the threat of potential competition would encourage carriers to maintain 
prices at a level sufficiently low to forestall entry by new competitors; the 
carrier would, in a market it dominates, set a threshold price—a price 
above cost but low enough to make the market unattractive to potential 
competitors).20 Thus, new entry, or the threat of entry, would be a com
petitive catalyst to pricing and service competition. This was subsequently 
to be christened the "theory of contestable markets." 

The CAB was convinced that multiple awards, combined with down
ward pricing flexibility, would insure that the traveling public enjoyed the 
benefits of carrier innovation and rate competition.21 Carrier management 
would have increased freedom to manage its affairs in response to con
sumer demand. Market forces would enable consumers to enjoy service by 
those carriers best suited to participate in the traffic. Indeed, the market 
was viewed as a superior mechanism (vis-a-vis governmental regulation) 
for selecting both the most efficient and economical participants and the 
most desirable combination of price and service options.22 Consumer choice 
was also perceived as the best means of ascertaining the appropriate num
ber and identity of carriers that should serve any particular market. 

CALLS FOR CAUTION AND MODERATION DISMISSED 

Although determined to inject more competition into air transportation, 
the CAB proceeded with caution at first, refusing to overload markets with 
too many carriers23 (so as to protect the carriers serving the markets from 
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the harmful effects of excessive competition) and issuing operating author
ity to only that number of carriers it believed each market could ade
quately support.24 Subsequently, the board became less concerned with 
certificating only that number of carriers that the market could profitably 
support. In fact, it began (at first implicitly and later explicitly) to autho
rize a number potentially too large to reasonably maintain profitable op
erations, saying: 

It may happen that one (or more) of the carriers will find it unprofitable to con
tinue operating in this market and will withdraw. Should that occur, we would 
interpret that as a sign that the type of service provided by it is not desired by the 
public. The choice is more efficiently made by the marketplace than by the Board.25 

The board quickly began to consider the issuance of permissive author
ity to all "qualified" applicants,26 convinced that "market forces would 
more likely result in optimum service at optimum fares, for the market 
selection process operates continuously and efficiently."27 Reliance on market 
forces is the rule, rather than the exception, in other sectors of the econ
omy. The U.S. Department of Transportation argued that increased com
petition would lead to lower prices and improved service without subject
ing the industry to destructive competition or excessive concentration and 
without subjecting passengers to the dangers of unsafe operations.28 

Several parties argued that the traditional regulatory structure should be 
maintained. They contended that the objectives of increased rate and route 
competition could be adequately accomplished without the indiscriminate 
issuance of permissive authority to all applicants.29 Automatic route awards 
would eliminate the strongest incentive for pricing competition—the exist
ing emphasis on low-fare proposals as a carrier selection criterion.30 In
deed, a preferable approach to the adoption of a policy of multiple per
missive entry might have been to retain carrier selection by stressing policies 
of fostering new entrants, rewarding low-fare innovations, and encourag
ing industry competitive balance by strengthening smaller carriers.31 

But the traditional system of carrier selection was perceived by the board 
as having fostered a less efficient system than a policy of multiple permis
sive entry, a policy that would permit the marketplace to make ultimate 
determinations with respect to price and service. The board asserted that 
establishing opportunities for dormant authority would keep the potential 
of new entry alive and thereby "keep incumbent carriers on their toes."32 

Certain parties urged the board not to apply a policy of multiple per
missive entry on an indiscriminate, universal basis. They generally empha
sized the drastic differences between markets and contended that rational 
regulation must be tailored to serve the spectrum of interests existing within 
the markets. The needs of individual communities, it was contended, would 
continue to vary widely regardless of the regulatory policies ultimately 
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adopted by the board. A flexible formula adaptable to the facts and cir
cumstances of each case would be a far more rational means of regulation 
than would adoption of an inflexible general rule that could not be molded 
to satisfy the peculiar needs of individual markets.33 

Other parties argued that ad hoc entry deregulation would create a de
structive equilibrium through a process of route-by-route freedom of entry 
while the bulk of the regulatory structure would remain structurally un
changed. A policy of multiple permissive entry would, it was argued, cre
ate an irrational economic structure consisting of small enclaves of "free" 
entry within a comparatively closed and restricted environment. To apply 
such a policy would create a gerrymandered national route structure in 
which certain markets would be open to multiple entrants on a permissive 
basis while other markets would be served by certificated carriers holding 
mandatory authority to provide service.34 

Still other groups urged the board to proceed with caution during a 
gradual transitional period from direct, pervasive regulation to greater re
liance on free-market forces.35 For example, Allegheny Airlines (today, 
USAir) insisted that after maintaining a "hot-house of protectionism" for 
40 years, the board should not move too rapidly to throw the industry to 
the wolves of the marketplace, for such hasty action could be highly dis
ruptive for consumers and the industry without any compensatory public 
benefits.36 

The local-service airlines argued that the entry policies of 40 years of 
regulation placed large trunk-line carriers in an inherently superior posi
tion in terms of route system capabilities and equipment. They urged the 
CAB to phase in an open-entry policy gradually in a manner that would 
offer them compensatory route segments and preferential treatment to off
set the clearly one-sided economic posture that regulation had estab
lished.37 In response, the CAB stated: 

[A] general policy of multiple entry . . . should not be limited to a few routes or 
areas; . . . it should be extended to the very core of the system and be broad 
enough (and carried out rapidly enough) to create substantial new competitive 
opportunities for all segments of the industry, including small trunklines and local 
service carriers.38 

A number of small communities expressed the fear that unlimited entry 
might disrupt, inhibit, or effectively impede continuous or nonstop service 
and airport construction or expansion. They were also concerned that the 
"permissive" nature of new authority deprived them of any assurance that 
service, once inaugurated, would be maintained.39 Further, there was no 
assurance that a carrier receiving a permissive authorization would even 
begin the new service, despite the board's finding that the public conve
nience and necessity required new service. 



184 Regulation and Deregulation 

The CAB was implicitly unconcerned with the fate of those communities 
whose market demand was insufficient to attract or retain new service. It 
felt that the market would best distribute carriers and their aircraft accord
ing to the laws of supply and demand and that markets unable to generate 
sufficient traffic to support trunk-line carriers or nonstop service might be 
able to attract local carriers or multiple-stop service. If not, it was in the 
best interests of nationwide industry economies and efficiencies that they 
not be served.40 

As to the question of airport financing, certain carriers and civic parties 
argued that distortions in carrier behavior and systemwide market pervers
ities arising as a result of the artificial hybrid of heightened competition in 
some markets and a close regulatory system in others would impede future 
efforts to finance and construct the airport facilities necessary to accom
modate the type of traffic growth the CAB was seeking to encourage.41 

The board was convinced, saying only that the issuance of permissive au
thority would not relieve carriers of their contractual obligations at those 
airports where space was leased.42 Similarly, although it was pointed out 
to the board that an inherent barrier to new entry might be the absence of 
landing slots at major airports (e.g., Washington National and Chicago 
O'Hare), the board wholly refused to take into account the scarcity of 
such slots in its certification policies.43 

In the Oakland Service Case44 and the Chicago-Midway Low-Fare Route 
Proceeding45 the board abandoned its traditional approach in entry pro
ceedings in favor of a revolutionary policy of granting permissive operat
ing authority to any qualified carrier that applied for it.46 

PROFITABILITY OF PROPOSED OR EXISTING OPERATIONS 
DEEMED IRRELEVANT 

The CAB under Alfred Kahn abandoned any effort to scrutinize whether 
a proposal would be profitable within a reasonable period after its inau
guration, leaving the investment decision solely to the discretion of busi
ness management.47 The agency began to permit carriers to experiment 
freely with their transportation proposals in the marketplace,48 giving little 
consideration to the economic injury suffered by incumbent carriers (which 
might, in fact, have been providing an exemplary level of service at reason
able rates). Potential profitability of proposed operations became an in
creasingly less important factor as the board issued permissive authority, 
leaving "the responsibility for providing good service to the public in a 
way that is profitable to the carrier . . . with the latter's management."49 

By awarding permissive, rather than mandatory, authority to the new en
trant, the board would allow the carrier to withdraw from the market 
should its experimental service prove unprofitable.50 

The board also became explicitly less and less concerned that existing 
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carriers might suffer economic injury as a result of the implementation of 
its novel policies.51 If existing carriers began to suffer financial injury as a 
result of new competition, the board was confident that they would take 
steps to reduce their losses or withdraw from the market.52 Although new 
entry might well divert traffic and revenue from the incumbent and reduce 
its profits, so long as increased competition did not impair the carrier's 
ability to fulfill its certificated obligations, the board was content to permit 
market forces to run their course.53 However, even under circumstances 
where it could be convincingly demonstrated that diversion of traffic and 
revenue might so jeopardize the economic viability of the incumbent's op
eration as to cause it to withdraw from the market (in which the CAB was 
inclined to inject a new entrant) or where its financial condition might be 
so impaired that it would be forced to terminate all of its operations, there 
was some doubt whether the board would exhibit some restraint in the 
application of its new entry approach.54 In fact, under the former alterna
tive, the CAB began to view incumbent withdrawal from a market as "prima 
facie evidence that a more efficient carrier had replaced a less efficient one, 
to the long-run benefit of the traveling public."55 And as to the latter, the 
CAB did not interpret the Federal Aviation Act as requiring that it "try to 
guarantee the continued existence of any particular firm in the industry."56 

Ultimately, the CAB announced that it no longer felt particularly in
clined to protect the financial health of the carriers subject to its jurisdic
tion by moderating its entry policies, saying: "In healthy competition, pro
ducers who are inefficient or made bad decisions may fail, but efficient 
and well-managed producers can operate profitably. . . . The occasional 
failure can serve a useful purpose, not only by eliminating the inefficient 
or imprudent operator, but also by flashing a yellow light to others."57 

Diversion of traffic from existing carriers was perceived as having a useful 
purpose in "signaling consumer preferences to the industry and thereby 
serving as both an inducement and a prod to innovative and efficient op
erations."58 The CAB no longer felt any responsibility to protect the rev
enues or market shares of any particular carrier subject to its jurisdiction 
no matter how efficient or economical its historic performance.59 

POTENTIAL FOR DESTRUCTIVE COMPETITION DISMISSED 

Several carriers60 prophetically contended that the absence of entry con
trols would lead to a destructive situation: "More carriers will enter mar
kets than the market can sustain, capacity will be offered for which there 
is no demand at a price which covers the cost of offering it, and all com
petitors will suffer losses in these markets."61 This, in turn, would depress 
industry profits, discourage investment and the introduction of more tech
nologically sophisticated aircraft, and lead to a deterioration in service. 
The long-term result would be a general oligopolization in the market.62 
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"Destructive" or "cutthroat" competition was defined by the CAB as a 
competitive situation in which (1) a powerful competitor seeks to drive 
rivals out of a market through the utilization of predatory tactics, with the 
hope of securing monopoly profits after they exit, or (2) all competitors 
operate at a price that consistently fails to meet the costs of even the most 
efficient.63 As to the former, the board was convinced that multiple awards 
would not result in the type of destructive competition that the agency 
was compelled, by its governing statute, to prevent.64 The board felt that 
it had ample alternative means to deal with the problem, means such as 
its authority over rates and its powers to deal with unfair competition.65 

The latter type of destructive competition was perceived to exist only 
under those circumstances where capital was "long-lived and immobile" 
and where "through miscalculation competitors irretrievably" committed 
"too much capital to a particular market," a situation thought not to exist 
in the airline industry.66 The airline industry was believed to have rela
tively insignificant economies of scale, low barriers to entry, reasonably 
elastic demand, and highly mobile resources. 

Neither did the CAB believe that the contemporary economic environ
ment was such that the destructive competitive wars that Congress sought 
to preclude by promulgating the act would occur as a result of unlimited 
entry.67 The industry was perceived to be prosperous and stable, with fleet 
size in approximate equilibrium with demand,68 thereby depriving any 
predatory-minded carrier from an opportunity to dump excess aircraft into 
markets already adequately served by existing carriers.69 Additionally, it 
was believed that the capital markets had been disciplined by the traffic 
recession of the early 1970s and by increased fuel costs and therefore would 
probably not support irrational or uneconomic service.70 

The board alleged that its implementation of a policy of multiple entry 
would not cause significantly more carriers to serve a market than would 
have served it had the Board employed traditional entry criteria and en
gaged in carrier selection.71 This prediction was essential to support two 
of its other fundamental assertions: (1) that a multiple entry policy would 
not result in destructive or wasteful competition; and (2) that multiple 
entry would not result in profligate fuel consumption and concomitantly 
increased noise and air pollution. 

POTENTIAL FOR OLIGOPOLISTIC MARKET DISMISSED 

Several carriers were concerned that unlimited entry would lead to a 
long-term oligopolization of the airline industry. The "big five" (United, 
American, TWA, Eastern, and Delta) already enjoyed 75 percent of do
mestic trunk-line operating revenue.72 Thus, the structural problem of the 
industry was not that it lacked potential competition but that it was dom
inated by a relatively small number of large firms, with oligopolistic ten-
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dencies already apparent.73 Such oligopoly power would probably increase 
as a result of multiple permissive authorizations because large carriers could 
selectively use their resources to preempt those relatively few markets open 
for entry and capable of sustaining multiple carrier competition. Concur
rently, the potential value of those few routes open for entry would be 
seriously diluted for newcomers as a result of excessive authorizations. 

These parties argued that given the capital requirements of air transpor
tation and the interrelationship of traffic flows that place a premium on 
the ability of a carrier to marshal traffic support from as many sources as 
possible, any type of open market structure affords the dominant carriers 
inherent advantages, which are exceptionally difficult to overcome. The 
most effective means for an incumbent, particularly a large and financially 
stable incumbent, to deter new entry would be to demonstrate that it would 
respond sharply and swiftly to the inauguration of new service. Because 
potential entry could be deterred by potential response, the elimination of 
competition through the employment of predatory tactics would be eco
nomically rational regardless of the number of entrants certificated by the 
board.74 Although the traditional regulatory scheme permitted competition 
at reasonable costs, avoided destructive route and rate wars, and created 
meaningful opportunities for smaller carriers, the inevitable result of an 
implementation of a policy of multiple permissive entry, the parties ar
gued, would be an increase in systems costs, short-term rate wars materi
ally injurious to both the carriers and the public, and a practical limitation 
on entry opportunities to large, powerful carriers.75 

The CAB insisted that unlimited entry would not lead to excessive con
centration in the industry. It felt that the industry had relatively few econ
omies of scale, beyond those of a relatively low initial threshold.76 Equip
ment was viewed as being exceptionally mobile; it could be shifted from 
market to market or sojd. "Therefore, even if more carriers initially move 
into a market than it can support, there is little irretrievable commitment 
of resources to prevent one or more . . . from withdrawing or reducing 
service and turning their attention to other markets where their capital 
assets can be better used and the public demands better served."77 The 
board asserted that there are numerous markets in which smaller carriers 
compete successfully with larger ones. It added, "We fully expect that the 
industry will continue to have many healthy members, nor do we fear for 
a disappearance of profitable expansion opportunities for small and me
dium-sized carriers."78 

NOTES 

1. The board noted: "Commentators, after studying the cumulative effects of 
both the Board's and the industry's orientation towards service improvements rather 
than fare competition, are virtually unanimous in concluding that today's public 
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THE AIRLINE DEREGULATION ACT 
OF 1978 

In 1978, Congress passed and President Carter signed into law the Airline 
Deregulation Act, which (1) dismantled the regulatory umbrella that had 
traditionally shielded the industry from destructive competition, and (2) 
abolished the Civil Aeronautics Board (as of 1985).x 

The legislation substituted increased reliance on competition for classical 
price, profit, and entry regulation.2 It reflected the economic view that in
creased competition in the airline industry would force prices down and 
eliminate excess capacity; if firms were free to set prices and enter markets 
without regulatory constraints, they would experiment in offering different 
combinations of price and service. Thus, the underlying theory of this leg
islation was that liberalized entry and pricing would force carriers to ad
here to the competitive pressures of the marketplace to provide the range 
of price and service options desired by the public. 

THE NEW POLICY DECLARATION 

The statutory criteria governing all modes of transportation have tradi
tionally been couched in inherently vague, if not vacuous, terminology. 
Congress recognized that it had neither the expertise nor the time to fulfill 
properly its obligations under Article 1, Section 8, of the Constitution: to 
regulate commerce between and among the several states. Therefore, it 
created regulatory bodies to develop the requisite expertise and gave them 
rather wide discretion to regulate the industry as they best perceived the 
fulfillment of the congressional intent. Furthermore, Congress recognized 
that the needs of the public would not remain static but that the optimum 
regulatory structure would evolve to meet the dynamic growth and matu
rity of our nation's commerce. 

Hence, such statutory criteria as "public convenience and necessity," 
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standing alone, have virtually no inherent meaning. Nevertheless, Congress 
set forth its declaration of policy in Section 102 of the act to indicate more 
specifically its interest as to precisely how transportation should be regu
lated, to give the agency some indication of the congressional purpose and 
the ultimate objectives for which the agency should strive, and to thereby 
breathe life into what might otherwise be virtually vague statutory phrase
ology. 

The Airline Deregulation Act amended the Federal Aviation Act to es
tablish a new declaration of policy for interstate and overseas transporta
tion.3 The declaration included 10 subsections that specified the criteria 
deemed by the board to be consistent with the public interest and the 
public convenience and necessity. 

The first two stressed the importance of safety, emphasizing that this 
would be a policy objective of the highest priority4 and that the board 
would prevent any deterioration in established safety procedures.5 There 
can be no doubt that Congress intended that there be no diminution in the 
board's safety evaluation. 

Two of these provisions also dealt with the role accorded to competition 
as a policy objective. Before the 1978 amendments, this section's only ref
erence to competition was that the CAB should promote "competition to 
the extent necessary to assure sound development of the air transportation 
system." Under the Airline Deregulation Act of 1978, competitive market 
forces (including actual and potential competition) were to be employed 
"to provide the needed air transportation system, . . . to encourage effi
cient and well managed carriers to earn adequate profits and to attract 
capital"6 and "to provide efficiency, innovation, and low prices, and to 
determine the variety, quality and price of air transportation services."7 

Low fares were to be encouraged, as was the adequacy, economy, and 
efficiency of service, but "without unjust discriminations, undue prefer
ences or advantages, or unfair or deceptive practices."8 Similarly, the CAB 
was required to guard against "unfair, deceptive, predatory, or anticom
petitive practices" and to avoid "unreasonable industry concentration, ex
cessive market domination" and similar occurrences that might enable 
"carriers unreasonably to increase prices, reduce services, or exclude com
petition."9 

In addition to promoting rate competition as a policy objective, the CAB 
was also directed to encourage new entry and route expansion by existing 
air carriers. The board was obligated to strengthen smaller carriers to in
sure a more competitive and effective industry.10 

Finally, three other subsections promoted the prompt procedural dispo
sition of regulatory proceedings,11 encouraged use of satellite airports in 
urban areas,12 and attempted to insure that reasonably adequate service 
be provided to small communities, with federal subsidies where appro
priate.13 
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PC & N AND THE BURDEN OF PROOF 

Traditionally, entry into air transportation by domestic carriers was 
governed by two statutory criteria: 

1. the proposed service is required by the public convenience and necessity (PC & 
N), and 

2. the applicant is fit, willing, and able.14 

The burden of proof in application proceedings was, under section 556(d) 
of the Administrative Procedure Act,15 on the applicant. 

The 1978 act left these provisions unchanged for carriers seeking to serve 
international routes.16 However, it significantly amended the entry criteria 
for domestic and overseas transportation (between points located within 
the territories and possessions of the United States, albeit over interna
tional waters) by requiring the CAB to issue a certificate when the pro
posed service was consistent with the PC & N.17 The fitness standard re
mained unchanged.18 

However, the burden of proof was shifted to an opponent (typically an 
incumbent carrier, which was required to demonstrate that the proposed 
operations were not consistent with the PC & N).19 In order to deny an 
application for operating authority, the CAB was required to conclude, 
"based upon a preponderance of the evidence," that such transportation 
was "not consistent with the public convenience and necessity."20 The 
burden of proof on the fitness issue remained unchanged.21 

AUTOMATIC MARKET ENTRY 

During the first month of 1979, 1980, and 1981, each certified passen
ger carrier could apply for nonstop route authority between any one pair 
of points (which had not been protected) by filing a notice.22 The carrier 
was not required to demonstrate consistency with the public convenience 
and necessity. It must, however, have satisfied the fitness test.23 

Each carrier could also protect from automatic entry one pair of points 
between which it already held nonstop authority.24 The Airline Deregula
tion Act also included an escape clause enabling the board to modify the 
program if the program caused substantial harm to the national transpor
tation industry or a substantial reduction in service to small and medium-
sized communities.25 

DORMANT AUTHORITY 

A certificate authorizing transportation between two points was con
sidered dormant if the certificated carrier had not provided at least five 
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round-trips a week for 13 weeks during the preceding 26-week period.26 

The board was required to award the dormant route within 60 days to the 
first carrier submitting an application that demonstrated it had satisfied 
FAA regulations and was able to comply with the CAB's regulations,27 

unless the board concluded that the issuance of such a certificate was not 
consistent with the public convenience and necessity.28 However, there was 
a rebuttable presumption that the authority sought was consistent with the 
PC & N.29 If no more than a single carrier served the route, the board 
was required to suspend the dormant incumbent's authority for a 26-week 
period, unless it concluded that such suspension was unnecessary to en
courage continued service by the newly authorized carrier.30 

EXPERIMENTAL CERTIFICATES 

If the CAB concluded that a test period was required to evaluate pro
posed new operations, it could issue a certificate for a temporary period.31 

If such a certificate was issued on the basis that the carrier would provide 
innovative or low-cost transportation, and the carrier failed to provide 
such service, the board could modify, suspend, or revoke the authority.32 

OTHER ENTRY PROVISIONS 

Carriers were allowed to carry domestic fill-up traffic on flights in for
eign transportation. This privilege was limited to one round-trip daily.33 

Carriers operating aircraft seating fewer than 56 passengers, or with 
cargo service of 18,000 pounds or less, were exempted from the certificate 
requirements of section 401.3 4 The board's regulations had previously lim
ited the commuter carrier exemption to aircraft seating 30 or fewer pas
sengers. 

As of December 31, 1981, the Airline Deregulation Act of 1978 termi
nated the CAB's licensing function insofar as it determined consistency 
with the public convenience and necessity.35 The CAB also lost its jurisdic
tion over domestic rates in 1983. The board did, however, continue to 
make fitness determinations until it went out of existence on January 1, 
1985, when these responsibilities were transferred to the U.S. Department 
of Transportation (DOT). 

DOT also acquired jurisdiction over the remaining regulatory responsi
bilities in aviation, including consumer protection, the Essential Air Ser
vices small community subsidies program, international entry and rates, 
and mergers. The last was transferred to the U.S. Department of Justice 
on January 1, 1989. 
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NOTES 

1. Pub. L. 95-504 (Oct. 24, 1978). 
2. The Conference Committee emphasized that the purpose of the act was "to 

encourage, develop, and attain an air transportation system which relies on com
petitive market forces to determine the quality, variety, and price of air services." 
Conference Report, Airline Deregulation Act of 1978, Rep. No. 95-1779, 95th 
Cong., 2nd Sess., 53 (Oct. 12, 1978) [hereinafter cited as Conference Report]. 

3. 49 U.S.C. § 1302(a) (1979). 
4. Id. % 1302(a)(1). 
5. Id. § 1302(a)(2). Indeed, the act further provides, "The Congress intends 

that the implementation of the Airline Deregulation Act of 1978 result in no dim
inution of the high standards of safety in air transportation attained in the United 
States at the time of the enactment of this Act." Id. § 1301. 

6. Id. % 1302(a)(4). 
7. Id. S 1302(a)(9). 
8. Id. § 1302(a)(3). This provision also encourages coordinated air transport 

operations, as well as "fair wages and equitable working conditions." Id. 
9. Id. % 1302(a)(7). 

10. Id. % 1302(a)(10). 
11. Id. § 1302(a)(5). 
12. Id. § 1302(a)(6). 
13. Id. § 1302(a)(8). 
14. Former section 401 of the Federal Aviation Act; former 49 U.S.C. § 1371 

(1977). 
15. 5 U.S.C. § 556(d) (1979). 
16. See 49 U.S.C. §§ 1302(c), 1371(d)(1)(B) (1979). See P. DEMPSEY, LAW & 

FOREIGN POLICY IN INTERNATIONAL AVIATION (1987). 

17. 49 U.S.C. § 1371(d)(1)(A) (1979). 
18. Id. § 1371(d)(1). 
19. Id. S 1371(d)(9)(B). 
20. Id. § 1371(d)(9)(C). 
21. See id. % 1371(d)(9)(A). 
22. Id. % 1371(d)(7)(A). 
23. Id. 
24. Id. § 1371(d)(7)(C). 
25. Id. % 1371(d)(7)(D). 
26. Id. % 1371(d)(5)(A)(0). 
27. Id. § 1371(d)(5)(A)(D). 
28. Id. § 1371(d)(5)(F)(i). 
29. Id. § 1371(d)(5)(F)(ii). 
30. Id. § 1371(d)(J). 
31. Id. § 1371(d)(8). 
32. Id. 
33. Id. § 1371(d)(6). 
34. Id. % 1386(b). 
35. Id. § 1551(a)(1)(A). 
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CAB IMPLEMENTATION OF THE 
AIRLINE DEREGULATION ACT 

INDISCRIMINATE MULTIPLE PERMISSIVE ENTRY EXPLICITLY 
REJECTED 

As the CAB was stripped of much of its regulatory authority, it also lost 
its chairman, Alfred Kahn, who was designated by President Carter to 
assault inflation (becoming the nation's "inflation czar"). There he was to 
preside over the highest inflation in peacetime history. Kahn was replaced 
as CAB chairman by an Arizona attorney, Marvin Cohen. 

The most visible immediate effect of the Airline Deregulation Act was 
the line of carrier representatives that formed on Connecticut Avenue out
side the offices of the CAB. The representatives stood there, exposed to 
the elements, for the several days between the passage of the act by Con
gress and the media signing ceremonies of President Carter. With their 
sleeping bags, folding chairs, and portable radios, scores of airline employ
ees waited patiently in the cold of October for Carter to lay his pen to 
paper. Like the pioneers of the Oklahoma land rush, the air carriers were 
poised to storm the CAB to take advantage of the dormant authority pro
visions of the new act.1 Within a month, the CAB had awarded operating 
authority to serve 238 dormant routes.2 Virtually overnight, carriers such 
as Braniff had expanded their route systems by as much as one-third (and 
collapsed as a consequence). 

Within two months of the promulgation of the Airline Deregulation Act, 
the CAB, in the Improved Authority to Wichita Case,3 directly confronted 
the issue of whether it should adopt a broad policy of issuing multiple 
permissive authority to all "qualified" applicants in markets able to sup
port some service. Its tentative conclusion, rendered before the enactment 
of the deregulation legislation in Las Vegas—Dallas/Ft. Worth Nonstop 
Service Investigation4 had been that the adoption of such a policy would 
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"in most, and possibly in all, instances best meet the transportation goals 
of the Federal Aviation Act for the present and foreseeable future."5 Al
though the CAB had felt confident that the economic and policy issues had 
been adequately addressed, the legal issues posed serious obstacles to the 
adoption of de facto deregulation of entry. Thus, the board had been re
luctant to go forward with such a radical departure from the traditional 
regulatory structure, and from the legislative history and the act itself, un
til it had prepared a comprehensive legal analysis that had at least some 
possibility of surviving judicial scrutiny. The board's legal staff was ac
tively engaged in the preparation of a legally defensible justification for 
such a policy when Congress passed the deregulation bill.6 

Of course, the Airline Deregulation Act laid to rest much of the legal 
opposition to the adoption of a more liberal entry approach. Under the 
new act, the CAB would continue to evaluate the PC & N of proposed 
operating authority applications until 1982. Even during the interim, the 
burden of proof would be reversed; before an application could be denied, 
opponents of new entry would be forced to prove, by a preponderance of 
the evidence, that proposed operating authority was not consistent with 
the PC &C N. This, coupled with the other liberalized entry provisions (e.g., 
dormant authority, automatic market entry), made it clear that Congress 
sanctioned the CAB's general policy of moderately liberalized entry. The 
board interpreted the legislative mandate as confirming and strengthening 
its "earlier conclusion that a general policy of multiple permissive licens
ing" was "the approach likely to produce the greatest transportation ben
efits."7 It further found that these provisions created a rebuttable pre
sumption in favor of issuing operating authority to any "qualified" carrier 
that requested it.8 

In the Improved Authority to Wichita Case9 the CAB directly con
fronted the issue of whether it was prepared to abandon its statutory ob
ligation to weight and balance the PC & N in individual operating au
thority application proceedings. In retrospect, its conclusion appears 
moderate: 

Despite the new Act, however we are not prepared to conclude that a general 
policy of multiple discretionary entry, if adopted, should be applied universally. 
There might still be circumstances in which the public interest may be better served 
by giving only one or less than all qualified applicants immediate authority. (The 
Act obviously contemplates this possibility by retaining for three years a public 
convenience and necessity standard for route awards). 

For example, it is at least arguable that in some small markets, where no service 
is feasible without an initial developmental effort or where demand is just on the 
verge of being able to support service, one airline should be given temporary pro
tection from competition, in the first case, to provide it with the incentive to make 
the developmental investment and, in the second, to make sure the service is not 
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delayed because potential entrants are scared off by multiple authorizations and 
the prospect of immediate competition.10 

INDISCRIMINATE MULTIPLE PERMISSIVE ENTRY IMPLICITLY 
ADOPTED 

The policy purportedly adopted in Wichita was not, however, the ap
proach implemented by the board. In every case arising after the promul
gation of the Airline Deregulation Act, the CAB rejected carriers' and civic 
parties' arguments that fewer than all "qualified" applicants should be cer
tificated. The policy implemented was one of indiscriminate, multiple per
missive entry, notwithstanding the board's assurances in Wichita11 to the 
contrary. 

A number of smaller carriers argued that Congress intended that the 
board utilize the interim, three-year period (between the promulgation of 
the Airline Deregulation Act of 1978 and the elimination of PC & N as 
an entry criterion on January 1, 1982) as an era of gradual transition 
during which the board would protect and strengthen the smaller car
riers.12 To this, the board responded that the objective of strengthening 
was not intended by Congress to be a "justification for noncompetitive 
awards."13 

Small carriers maintained that the board was "moving too fast toward 
deregulation" and that multiple awards would "undermine the goals of 
strengthening small carriers and avoiding unreasonable industry concen
tration, excessive market domination, and monopoly power."14 The board 
was unconvinced, arguing, "The superior traffic flows available to some 
large carriers can be largely offset by the advantages unique to the small 
carriers, such as their ability to develop regional service plans, and, in any 
event, such advantages as the large carriers may enjoy . . . may well be 
eroded as the result of free entry in the overall air transportation sys
tem."15 

Smaller carriers argued that certificating more carriers than the market 
could support would likely encourage large carriers to drive them out, or 
under. Thus, in the Southeast Alaska Service Investigation,16 Alaska Air
lines (ASA) argued that multiple authorizations would endanger its ability 
to satisfy its certificate obligations, thereby causing "a reduction or loss of 
service to the smaller southeast Alaskan communities and bush points served 
by ASA."17 This argument too was flatly rejected by the CAB, which said 
that its approach to strengthening small carriers was one of enabling them 
to take advantage of new route competition rather than shielding them 
from competition.18 The Board continued: "We recognize that the greater 
reliance we now place on competition . . . means that airlines will be 
increasingly less willing and able to cross-subsidize loss operations with 
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monopoly profits on other routes. . . . We no longer consider this a valid 
reason for restricting competition."19 

Even under circumstances where the board recognized that small, re
mote communities would lose air service by a small carrier as a result of 
the application of its unrestrained, liberal entry policies, the CAB still re
fused to modify them, unless it was convincingly established that indis
criminate entry would result in the loss of service that could not be re
placed.20 No party could meet such a standard. 

Actually, the board weighed the scales of decision making so heavily in 
favor of competition that no party was able to convince it that the delete
rious consequences of multiple permissive entry outweighed the derived 
"benefits." For example, small carriers argued (to no avail) that they should 
be protected in certain markets against entry by large, trunk carriers. De
spite the admission in Iowa/Illinois-Atlanta, that the market could support 
only a single carrier, and despite the arguments of the Cedar Rapids, Iowa, 
parties and Ozark Airlines that only Ozark should be certificated, the CAB 
proceeded to award operating authority to Northwest as well, saying, "if 
Ozark were to be driven out of the market by the entry of Northwest. . . 
we would be inclined to interpret such a result as prima facie evidence that 
the carrier offering the more attractive combination of benefits had won 
the competitive battle."21 

Similarly, in the Northwest Points—Puerto Rico/Virgin Islands Service 
Investigation22 in which Eastern argued that the indiscriminate issuance 
of multiple permissive authority would cause it to suffer diversion of rev
enue that "could amount to tens of millions of dollars more than the $34 
million estimated by applicants," the Board responded: 

Diversion from an incumbent is not a significant consideration. . . . Eastern might 
be driven out of one or more of the markets. . . . Were this to occur . . . we 
would assume that the carrier offering the most attractive combination of benefits 
had won the competitive battle, to the ultimate advantage of the traveling public.23 

In the Austin/San Antonio-Atlanta Service Investigation24 civic parties 
argued that multiple licensing would be undesirable because of "the criti
cal shortage of airport terminal space" and that multiple awards "could 
greatly inconvenience the public by congesting present airport facilities."25 

These arguments too were rejected by the CAB in much the same manner 
as it had previously rejected a similar argument that the application of its 
liberal entry policy should be modified to reflect the scarcity of landing 
slots at certain airports.26 Here again, the board refused to temper its "lib
eral certification policy for the sole purpose of trying to avoid possible 
practical problems that new entrants could pose to airport authorities."27 

Further, the board emphasized, "We are not now inclined to deny entry 
to any qualified applicant, simply in order to avoid airport congestion."28 
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The decision of the CAB in Wichita had been unanimous. But by the 
time Austin/San Antonio-Atlanta had been rendered, CAB Member Rich
ard J. O'Melia had begun to realize that the majority had no intention of 
deviating from a strict application of a multiple permissive entry policy 
and had no intention of moderating this policy along the lines suggested 
in Wichita. Member O'Melia vigorously dissented from the majority's de
cision in Austin/San Antonio-Atlanta, saying, "I dissent, because the Board 
. . . is unnecessarily and . . . woodenly imposing a multiple permissive 
award policy designed to bring about deregulation today rather than after 
the transition period prescribed by Congress, and because it appears more 
concerned with the doctrinal concept of competition than with the real-
world demands for air service."29 Member O'Melia proceeded to cite the 
policy adopted in Wichita, that there "might still be some circumstances 
in which the public interest may be better served by giving only one or less 
than all qualified applicants immediate authority." What followed sug
gested that he felt deceived by the majority's assurances in Wichita: 

It is because this recognition of an obvious truth was included in Wichita, because 
the policy of multiple permissive awards was not declared to be an inflexible im
perative, that I supported and approved the Board's conclusions in that case. And 
it certainly is not an unpopular proposition; the civic parties uniformly in this case 
and in [other] cases . . . have begged the Board not to inflict on their respective 
communities the alleged benefits of multiple permissive awards. Indeed, it should 
give the Board pause that its multiple permissive policy . . . is being greeted around 
the country with dismay and outright hostility. If the benefits of multiple permis
sive authority are that evident, why is there such widespread lack of enthusiasm 
for it? 

The fact is that communities and civic parties recognize that multiple permissive 
awards provide no assurance of effective and predictable service. . . . [T]he Board 
is no longer interested in selecting the carrier or carriers that might best serve a 
market . . . in determining when service will commence . . . [or] with whether 
service is to be viable, or reliable, or continuous. We are going to turn over those 
concerns to the marketplace. It is my view that the wholesale abdication of respon
sibilities during the licensing transition period is not what Congress had in mind 
and is not consistent with the Deregulation Act.30 

Without admitting it, the CAB had effectively adopted an indiscriminate 
policy of multiple permissive entry, for it had systematically rejected every 
argument that it should moderate its approach. The burdens it placed on 
opponents of new entry were so onerous that, realistically, they could not 
be overcome. The board was determined to deregulate, no matter what 
arguments were made about the deleterious consequences of the blind ap
plication of an economic philosophy case in concrete. In the CAB's own 
words, the board was "determined to extend competition to the very core 
of the national transportation system."31 
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SHOW-CAUSE PROCEEDINGS: THE FLOODGATES BURST 

In the months immediately preceding promulgation of the Airline Dereg
ulation Act, the CAB began to grant new entry opportunities to air carriers 
through the procedural vehicle of a "show-cause order"—a means of dis
posing of issues without an oral evidentiary hearing. Thus, it granted 
hundreds of applications for certificate amendment,32 route realignment,33 

and even the addition of new segments (when the amendment appeared to 
be in the nature of restriction removal),34 through the show-case vehicle. 
Although the board had begun to issue operating authority more liberally 
and hastily than ever before, it nevertheless intended to restrict such pro
cedures to only those instances in which it could be claimed that there 
existed no material facts or complex economic issues.35 In part, this cau
tion stemmed from the procedural requirement of a "public" hearing set 
forth in Section 401(c) of the Federal Aviation Act,36 which the CAB had 
traditionally interpreted to constitute a requirement for a full "trial-type" 
evidentiary hearing held before an administrative law judge. 

With the promulgation of the Airline Deregulation Act, the obligation 
for a "public" hearing in routes proceedings was eliminated,37 and new 
expeditious procedures were substituted. Within the first month under the 
new provisions, the board had issued a plethora of "boilerplate" orders 
setting applications for show-cause disposition, explicitly adopting a policy 
of multiple permissive entry in these proceedings and thereby creating sig
nificant new segments of entry opportunities for air carrier applicants.38 

Soon, the CAB was issuing instituting orders by the bushel-basketful as 
quickly as its secretaries could type and its copying machines could dupli
cate. The board was not ashamed to issue orders of incredible redundancy, 
all employing virtually identical language.39 The parties and the markets 
might vary from case to case, as might the name of the proceeding, but 
the language, the intent, even the ultimate conclusion were essentially the 
same—authority would be granted to any and all who applied for it.40 

The haste and carelessness with which the board was issuing massive 
quantities of certificated operating authority through the show-cause ve
hicle ultimately led Member O'Melia to register a vigorous dissent in the 
Milwaukee Show-Cause Proceeding. 41 The majority in Milwaukee had 
tentatively decided to grant all applications filed by "qualified" carriers for 
any conceivable domestic route with which Milwaukee could be linked. 
Unlike its predecessor orders, in which specific markets at issue were des
ignated, Milwaukee was, virtually, geographically infinite. Member O'Me
lia was outraged, saying: 

This is the first time that the Board has used the show-cause procedure to mount 
a handout of route awards of undefined geographic magnitude. . . . The door is 
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being thrown open to any application for any market so long as it involves Mil
waukee authority. 

There are two consequences that particularly concern me. The first is that, rather 
than the phased and orderly transition to deregulation that Congress mandated, 
the clear meaning of the Board's action here is instant deregulation. . . . 

The second . . . is that we are unnecessarily, improperly, and in a very shameful 
manner destroying one of the strengths of an administrative agency like the board— 
its quasi-judicial nature and function. The shameful part is that the destruction is 
being carried out not with clean direct surgical strokes, but by draining out the 
reason for being of our judicial process. With no facts to be analyzed, with no law 
to be interpreted and followed, what is the point of having a judicial process? . . . 

Is it worth it to assemble parties, counsel, recorder, and judge in these route 
cases merely to bear witness to an act of ritualistic genuflection? 

Why don't we put an end to this pretense of being a quasi-judicial agency? We 
are making a mockery of the formal adversary proceeding as the traditional way 
of determining factual and legal issues in licensing cases. Why don't we discontinue 
all other pending proceedings on route applications—there must be a couple dozen 
of them actively being processed—and tell the applicants that we will mail them 
their route awards after we show-cause them? We don't need a law judge to recite 
the catechism of multiple permissive authority . . . . 

This gutting of our judicial process, this mockery of evidentiary hearings, com
bined with the telescoping of the transition period, is not, in my opinion, what the 
Airline Deregulation Act contemplates. . . . And I feel ever so strongly that this is 
not in the best interest of the consumers, the carriers, and the communities of our 
country.42 

Member O'Melia consistently argued, with great fervor, that the major
ity's approach violated the congressional intent that there be an orderly 
transition to entry deregulation, that the board was "making a mockery 
of the administrative process by the meaningless, noncognitive licensing 
process used to mass produce certificates, but not service; and, most im
portant of all, [that it was] more interested in 'theoretical goals' and 'doc
trinal conclusions' than . . . in air service."43 Although he recognized that 
many larger markets were receiving additional service as a result of the 
board's liberalized entry policies, many small and medium-sized commu
nities were not. Moreover, many carriers were complaining that they were 
not able to continue providing service at smaller communities because the 
Board's indiscriminate entry policies diluted their strength in larger, lucra
tive markets.44 These, and all other arguments made by carriers and civic 
parties, were consistently rejected by a majority of the board under the 
conviction that indiscriminate entry was a panacea for any problems that 
might be created by the application of its multiple permissive entry policy. 

Member O'Melia objected to the majority's "blatant disregard of the 
congressional mandate to administer a transition period and tailor [its] 
acts to the practical needs of the industry and the public."45 Further, he 
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saw "only a single-minded push to complete deregulation among [his] col
leagues."46 If the majority was content to proceed in this mindless dere-
gulatory frenzy, he had a novel suggestion for the future regulatory mech
anism: 

If the recent voting pattern of the Board is to continue, we might just as well 
reprogram the sausage machine. . . . [T]hen all we have to do is turn the machine 
to "automatic," and it will turn out multiple permissive awards as efficiently and 
quickly as we can. That being the case, I have one final suggestion. Assuming, 
arguendo, that the majority is correct, that there is no transition period, then I see 
no need for any present or future Board members. Our resignations would be a 
savings to the American taxpayers.47 

By granting operating authority to any and every carrier that applied for 
it, despite the possibility of deleterious consequences to carriers and com
munities, and by refusing even the opportunity to be heard orally, the 
board had become, in Member O'Melia's estimation, little more than a 
"sausage machine," grinding out grants of operating authority as fast and 
thoughtlessly as the wheel would crank. 

FITNESS RENDERED IMPOTENT AS AN ENTRY CRITERION 

The Traditional Fitness Criteria 

Pursuant to Section 401(d) of the Federal Aviation Act,48 the CAB was 
directed to issue certificated operating authority where it concluded, inter 
alia, that the applicant was "fit, willing, and able" to perform the pro
posed air transportation services49 and to conform to the provisions of the 
act and the board's rules, regulations, and requirements.50 Today, the DOT 
exercises this authority. Although the act does not define the terms "fit, 
willing, and able," the board traditionally evaluated three primary factors 
in its analysis of the applicant's operations: (1) the existence of a proper 
organizational basis for the conduct of air transportation, (2) the presence 
of a plan for the conduct of the service made by personnel shown to be 
competent in such matters, and (3) the availability of adequate financial 
resources.51 

The financial posture of an applicant seeking authority to perform air 
carrier service was of paramount importance in the evaluation of its fit
ness.52 Congress intended that only those carriers that could convincingly 
demonstrate minimum financial strength and sufficient stability to protect 
the public from abuse or risk should be authorized to perform air trans
port operations.53 Although the CAB recognized that the criteria for mea
suring these requirements could not be determined with mathematical pre
cision, financial posture, experience, operating plans, and compliance 
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disposition have historically proven to be among the most important fac
tors considered. 

Traditionally, as important as the evaluation of an applicant's financial 
posture was the determination of whether an applicant was operationally 
fit. Both the applicant's experience and its operating proposal were deemed 
relevant to this issue.54 Among the multitude of factors evaluated by the 
board in its determination of whether an applicant was operationally fit55 

were whether (1) the applicant's financial position was relatively secure, 
and it appeared able to satisfy its obligations as they matured; (2) it pos
sessed a substantial fleet of insured flight equipment; (3) it had established 
a satisfactory maintenance program; (4) its management held extensive 
experience in airline operations; and (5) it had satisfactorily demonstrated 
a willingness and ability to provide the proposed operations with due re
gard for the protection of the traveling and shipping public (by maintain
ing sufficient liability and property insurance and by expressing a willing
ness to adhere to the board's regulations involving reasonable guarantees 
to the public).56 

If an applicant failed to submit a reasonably defined plan for its pro
posed operations, had not demonstrated that those operations would even
tually be profitable, and had not proven that its financial condition was 
sufficient to sustain those services, then, even assuming that the public 
convenience and necessity required institution, the authority was ordi
narily denied.57 

Fitness in the Post-Airline Deregulation Act Environment: 
Erosion of the Traditional Standards 

As has been indicated, the Airline Deregulation Act did not diminish the 
fitness issue as a potential barrier to entry in any way. The burden of 
proving fitness remained with the applicant; and the CAB was obligated 
to continue its fitness scrutiny of carriers until 1985—long after its PC & 
N obligations had expired—when such jurisdiction was assumed by DOT. 
The first two subsections of the new declaration of policy emphasized the 
overriding importance of safety as a regulatory obligation of the highest 
priority. 

One would have assumed, then, that Congress had intended that the 
board continue, if not make more stringent, its quasi-judicial interpreta
tion of its fitness responsibilities discussed above. The board did precisely 
the opposite. 

The first important regulatory diminution of the fitness standards came 
in the Chicago-Midway Low-Fare Route Proceeding.52, In Chicago-Mid
way, the board acknowledged an interrelationship between fitness and safety. 
Although it argued that operational safety was principally the obligation 
of the Federal Aviation Administration, it admitted that passengers could 
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reasonably assume that the issuance of operating authority by the CAB 
represented a determination by the board that the carrier had the requisite 
personnel, compliance disposition, and financial ability to operate prop
erly.59 Nevertheless, the board felt compelled to relax the traditional fit
ness standards so that they would be compatible with the thrust of multi
ple permissive entry60 and "would not unnecessarily discourage new entry 
into the industry in the name of consumer protection."61 

As a result, the board in Chicago-Midway designed a simplified, stream
lined test whereby a carrier could easily establish its fitness. The CAB re
quired that an applicant adduce evidence that it 

(1) will, before inaugurating its operations, have the managerial skills and tech
nical ability to operate safely; 

(2) if not internally financed, has a plan for financing which, if implemented, 
will generate resources sufficient to commence operations without undue risk to 
consumers; 

(3) has a proposal for operations reasonably satisfactory to meet a part of the 
demand for service in the city-pair markets embraced in its application; and 

(4) will comply with the Act and the rules and regulations promulgated there
under.62 

In the Transcontinental Low-Fare Route Proceeding,63 the board further 
expanded the second criterion of Chicago-Midway. Although the board, 
as recently as 1977, had required a new operator to demonstrate that it 
possessed "resources commensurate with the nature and scope of the un
dertaking" sufficient to enable it to operate safely (i.e., that the firm pos
sessed either sufficient capital to operate the proposed service or commit
ments from investors or lending institutions to provide the requisite capital),64 

the board in Transcontinental believed that this requirement "could im
pose a serious barrier to entry."65 It therefore eliminated the obligation 
that a carrier demonstrate its ability to actually obtain the requisite capital 
to commence reasonably safe operations.66 An applicant for operating au
thority need merely proffer a financial plan that, if implemented, would 
generate sufficient financial resources to commence operations. 

The board claimed that relaxation of the fitness criteria would not im
pair the safe operations of carriers subject to its regulations (and thereby 
endanger the lives of passengers), saying that if a carrier "cannot operate, 
the carrier will exist on paper only."67 True, but would it not be possible 
for shoestring operators to secure the capital necessary to inaugurate some 
de minimis service for a limited period of time while skimping on equip
ment, maintenance, and replacement parts? The board had repeatedly em
phasized that there are relatively few economic barriers to entry or econ
omies of scale in the airline business. In the highly competitive environment 
the board was attempting to create, as prices approached marginal costs, 
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would not a real incentive exist for even established incumbents to cut 
costs and defer maintenance? 

CAB Member O'Melia recognized the potentially deleterious conse
quences that were likely to occur as a result of the deterioration of the 
traditional fitness criteria. He issued a vigorous dissent on the fitness issue: 

My colleagues today have . . . [enshrined] some multiple permissive dogma to 
control the meaning of "fit, willing, and able" and have gone on to impale the 
Board on a dangerous notion of what constitutes fitness. The pronouncement on 
"qualifications is tantamount to a determination that the financial resources of an 
applicant for route authority have practically no relation to its fitness to provide 
air transportation. This key determination of what is a critical, statutorily man
dated prescription—one which is legislated to endure even after the Board's licens
ing authority has terminated—has been reached with a sleight-of-hand maneuver 
that has in terms of its potential impact no parallel in my experience with agency 
action. . . . From this day forward, an aspiring entrepreneur need only show that 
in a set of perfect circumstances the proposed operations could be feasible.68 

For carriers that already provided scheduled certificated operations, the 
board's fitness scrutiny was perfunctory, at best.69 Most were not even 
required to adduce evidence consistent with the Chicago-Midway criteria 
(even as diluted by Transcontinental); instead, their fitness was regularly 
established by "officially noticeable data."70 

After Transcontinental, the board proceeded on a course that further 
eroded the traditional fitness standards. For example, in the Florida Service 
Case,71 Administrative Law Judge Dapper, concerned with the poor finan
cial condition of Southeast Airlines, limited its operating authority to a 
period of one year so that, at the end of this trial period, the board could 
reexamine the carrier's financial health.72 This has been the traditional means 
used by the board to insure that such a poor economic position would not 
endanger the safety of a carrier's operations. And, traditionally, this has 
had a prophylactic effect; carriers recognized that if they allowed their 
financial posture or, more significantly, the safety of their operations to 
deteriorate further, they would jeopardize renewal of their certificates. 

The term-limitation approach was abandoned in Florida in favor of the 
imposition of several conditions intended "to assure that consumers would 
not suffer unduly if the company's financial condition were to deteriorate 
further."73 Such conditions were primarily in the nature of bonding 
requirements74 and obligations to file certain documents.75 Although the 
board was confident that if Southeast was unable to solidify its poor eco
nomic position, it "would terminate the service rather than allow its cor
porate finances to deteriorate further,"76 the board made no mention of 
the possibility that the carrier might instead defer maintenance in order to 
reduce costs. 
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NOTES 

1. The board had interpreted the new provisions to require the issuance of 
dormant authority on a "first come, first served" basis. Thus, conceivably, the first 
individual in line (who, incidentally, represented the nation's largest air carrier, 
United Air Lines) could have applied for and received all of the segments that were 
dormant. There was no sanction for nonperformance, except perhaps loss of the 
route to another applicant under the dormant authority provisions once the statu
tory 26-week period had expired. 

2. Improved Authority to Wichita Case, et al., CAB Order 78-12-106 (1978), 
at 4, n. 1. 

3. CAB Order 78-12-106 (1978) 
4. CAB Order 78-7-116 (1978). 
5. Id. at 2. 
6. Paul Stephen Dempsey was, in fact, among the attorneys in the board's 

Office of General Counsel who were delegated the responsibility of preparing the 
legal justification for application of a general policy of multiple permissive entry. 

7. Improved Authority to Wichita Case, et al., CAB Order 78-12-106 (1978), 
at 6. The board further argued that the new act effectively rendered moot the issue 
of whether it could issue "permissive" operating authority. The CAB felt that un
der the new act, Section 401(j), 49 U.S.C. § 1371(j) (1979), had been amended to 
delete the PC & N requirement of board approval as a condition precedent to 
route abandonment. The new provision merely required prior notice for termina
tion, suspension, or reduction of service, and no more, or so the board argued. 
Hence, the board seemed to believe that virtually all operating authority was now 
to be permissive in nature. See Improved Authority to Wichita Case, et al., CAB 
Order 78-12-106 (1978), at 11-12. 

Actually, this conclusion was not compelled by the language of the Airline De
regulation Act. First, Section 401(j)(l)(B), 49 U.S.C. § 1371(j)(B) (1979), provides, 
"The Board may . . . authorize such temporary suspension of service as may be 
in the public interest." This language would seem to suggest some requirement of 
board approval as a condition precedent to a "temporary suspension of service." 
The new provisions made no mention of what, if anything, was to be done with a 
proposed termination or reduction in service. 

Moreover, the new Act established new procedures under Section 419, 49 U.S.C. 
§ 1389 (1979), to guarantee essential air transportation to small communities. 
Included among these provisions is one requiring an incumbent carrier (notwith
standing its compliance with the Section 401 [j] procedures) to continue to provide 
"essential air transportation" (see Section 419[f], 49 U.S.C. § 1389[f]) to an eli
gible point (see Sections 419[a][l] and 419[b][l], 49 U.S.C. §§ 1389[a][l], 
1389[b][l]) for consecutive periods of 30 days, under circumstances where the 
CAB was unable to find a replacement carrier, even utilizing the inducement of 
subsidy. 49 U.S.C. § 1389(a)(2)(B)(6) (1979). Under such circumstances, the board 
was powerless to permit exit; it must require the incumbent to continue its opera
tions. In this sense, operating authority was clearly mandatory, the board's argu
ments to the contrary notwithstanding. 

8. Improved Authority to Wichita Case, et al., CAB Order 78-12-106 (1978), 
at 10. 
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9. CAB Order 78-12-106 (1978). 
10. Id. at 8-9. 
11. Id. 
12. See St. Louis-Louisville and San Francisco Bar Area Nonstop Case, CAB 

Order 79-4-79 (1979), at 4. 
13. Id. at 8. 
14. Norfolk-Atlanta Subpart M Proceeding, CAB Order 79-10-202 (1979), at 

1. 
15. Id. at 3. The board stated, "Multiple awards . . . is the proper remedy for 

curing high traffic shares." Id. 
16. CAB Order 78-4-168 (1978). 
17. Id. at 7. 
18. Id. 
19. Id. at 8. 
20. See Spokane-Montana Points Service Investigation, CAB Order 79-4-80 

(1979), at 3. 
21. Iowa/Illinois-Atlanta Route Proceeding, CAB Order 78-12-35 (1978), at 5. 
22. Order 78-12-105 (1978). 
23. Id. at 4. 
24. CAB Order 79-3-9 (1979). 
25. Id. at 10 (quoting Austin Briefs, pp. 5-6). 
26. Applications of Colonial Airlines, Inc., CAB Order 78-6-183 (1978). 
27. Austin/San Antonio-Atlanta Service Investigation, CAB Order 79-3-9 (1979), 

at 11. 
28. Id. at 12. 
29. Id., dissent at 1. 
30. Id., dissent at 2. 
31. Boise-Denver Nonstop Proceeding, CAB Order 79-5-74 (1979), at 5, n. 21. 
32. See, e.g., Application of Hughes Airwest, CAB Order 78-10-120 (1978). 
33. See, e.g., In the Matter of United Air Lines, Inc., CAB Order 78-9-59 (1978). 
34. See, e.g., Application of Piedmont Aviation, Inc., et al., CAB Order 78-9-

148 (1978), at 5, n. 10. 
35. See Colonial Airlines, Inc., CAB Order 78-6-184 (1978). 
36. Former 49 U.S.C. § 1371(c) (1977). 
37. 49 U.S.C. § 1371(c) (1977). The board could still set routes application for 

public hearing, id., Section 1371(c)(1)(A), but it was no longer so compelled. 
38. See, e.g., In the Matter of Western Airlines, Inc., CAB Order 78-11-66 

(1978). 
39. Application of Piedmont Aviation, Inc., et al., CAB Order 79-1-104 (1979), 

at 5-6. 
40. See, e.g., Application of Trans World Airlines, Inc., et al., CAB Order 79-3-

48 (1979). 
41. CAB Order 79-3-13 (1979). 
42. Id., dissent at 1-6 [citation omitted]. See also Northern Tier Show-Cause 

Proceeding, CAB Order 79-3-60 (1979), dissent. 
43. Boise-Portland/Seattle/Spokane Show-Cause Proceeding, CAB Order 79-8-

160 (1970), dissent at 1. 
44. Id. 
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45. Application of American Airlines, Inc., CAB Order 79-10-186 (1979), dis
sent at 4. 

46. Id., dissent at 5. The board, he pointed out, was no longer concerned 

about the public's air travel convenience or its necessity for reliable service to all points on 
the national air transportation system. Rather, we are only interested in a grand experiment 
in transportation economics—complete deregulation of air transport. If the experiment fails 
because carriers can no longer afford to serve marginal markets, that fact will merely be a 
footnote in some professor's textbook. 

Id., dissent at 4. This is "some professor's textbook." 
47. Id., dissent at 5. If the voting patterns in favor of indiscriminate entry were 

to continue, Member O'Melia stated, "We have become no more than overpaid 
rubberstamps." Id. 

48. 49 U.S.C. Section 1371(d) (1979). 
49. United Air Lines v. Civil Aeronautics Board 278 F.2d 446, 449 (D.C. Cir. 

1960). 
50. This statutory language is almost identical for both scheduled and supple

mental carriers (compare 49 U.S.C. Sections 1371 [d][l], [d][2], and [d][3] [1979]). 
51. Braniff Airways v. Civil Aeronautics Board, 147 F.2d 152, 153 (D.C. Cir. 

1945). 
52. Western Air Lines, Inc. v. Civil Aeronautics Board, 495 F.2d 145, 154-55 

(D.C. Cir. 1974). 
53. Supplemental Air Service Proceeding, 45 C.A.B. 231, 267 (1966). 
54. See, e.g., id. and Pennsylvania Cent. Air., Youngstown-Erie-Buffalo Op., 1 

C.A.A. 811 (1940). 
55. 37 C.A.B. 96, 97-99 (1962). 
56. See also Johnson Flying Service, Inc., Interim Certificate, 37 C.A.B. 120, 

121-22 (1962). 
57. Airline Transport Carriers, Inc., d/b/a California-Hawaiian Airlines, Supple

mental Air Service Case, 39 C.A.B. 200, 303 (1963). 
58. CAB Order 78-7-40 (1978). 
59. Id. at 49-57. 
60. Id. at 49-50. 
61. Transcontinental Low-Fare Route Proceeding, CAB Order 79-1-75 (1979), 

at 25. 
62. Chicago-Midway Low-Fare Route Proceeding, CAB Order 78-7-40 (1978), 

at 50. 
63. CAB Order 79-1-75 (1979). 
64. Eugene Horbach, Acquisition of Modern Air Transport, CAB Order 77-3-

88 (1977), at 7-9 . 
65. CAB Order 79-1-75 (1979), at 26. 
66. Id. 
67. Id. 
68. Id., dissent at 1. 
69. See, e.g., Phoenix-Las Vegas-Reno Nonstop Service Investigation, CAB Or

der 78-12-38 (1978), at 4. 
70. See Milwaukee Show-Cause Proceeding, CAB Order 79-3-13 (1979), at 6. 
71. CAB Order 79-9-177 (1979). 
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72. Id. 
73. Id. 
74. Id., appendix C, at 1. 
75. Id., appendix C, at 2. 
76. Id., appendix C, at 1. 
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THE DEMISE OF THE CIVIL 
AERONAUTICS BOARD 

The experience of the Civil Aeronautics Board reveals that economic reg
ulation can be like a swinging pendulum. Over a period of time, regulatory 
philosophy can swing in either direction; and, it can swing too far. In one 
direction, the pendulum may swing in favor of protecting the industry from 
the deleterious effects of "excessive," "wasteful," or "destructive" com
petition. This was the regulatory philosophy that characterized the CAB 
between 1938 and 1976, when the board gave excessive protection to tightly 
regulated carriers against route and rate competition. Between 1976 and 
1978 was an interim period for the board, when the pendulum began to 
move away from protectionism in favor of increased reliance on free mar
ket forces. After 1978, the pendulum swung fully in the direction of unlim
ited, unrestrained competition. 

Both extremes violated the congressional intent. That intent has recently 
been described by the U.S. Supreme Court as imposing on transport regu
latory agencies the obligation "to strike a fair balance between the needs 
of the public and the needs of the regulated carriers."1 This "fair balance" 
was lost both in the era of excessive protectionism (1938—75) and the era 
of excessive competition (1979—present). 

In enacting the 1938 legislation, "Congress made it clear that, while it 
was moving to safeguard against the excesses of destructive and unre
strained competition, it was in favor of the competitive principle and op
posed to a principle of monopoly."2 In its determination to protect the 
industry from excessive competition, the CAB refused to permit the entry 
of new trunk-line carriers (although more than 80 local service and other 
airlines had been authorized); it refused to allow the bankruptcy of a sin
gle inefficient carrier; it generally discouraged significant airfare competi
tion; and in the early 1970s, it imposed a moratorium on the issuance of 
new operating authority. As a result, by 1975, there were fewer competi-
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tors; the industry suffered from excessive investment, excessive nonprice 
competition (i.e., "frills"), excessive capacity, and inadequate profits. In 
general, the board failed to allow the industry to enjoy the beneficial ef
fects of regulated competition—the increased economies and efficiencies of 
operation that would have arisen as a result of modestly increased pricing 
and entry competition. 

The interim period (1976—78) proved that carriers, encouraged to com
pete, would offer passengers new, innovative price and service options. 
This would, in turn, stimulate passenger demand (which was inherently 
elastic) and thereby enable carriers to fill empty seats on aircraft. Although 
the board during this period arguably exceeded the congressional intent 
and the perimeters of the Federal Aviation Act, increased load factors and 
decreased "frills" led to the highest industry profit levels in history. Car
riers were encouraged to improve the economy and efficiency of their op
erations; passengers were permitted to enjoy airfares set at a more com
petitive level. It was a win-win situation for both consumers and carriers. 

Yet, the board after 1978 violated the congressional will at least as re-
prehensibly as it did during the worst excesses of the protectionist era. 
Certainly, Congress intended that air transportation be deregulated, and it 
established a specific time table for the elimination of regulatory scrutiny 
of various carrier activities. But clearly too, Congress did not intend for 
the board to deregulate entry until 1982, or pricing until 1985; it implic
itly designated 1978-85 as a transition period during which the board 
would gradually expose the highly regulated common carrier system to the 
rigors of the marketplace and allow communities to adjust to the evolving 
traffic patterns of an air carrier system that was responding to the needs 
and demands of the market. Congress also encouraged the CAB to employ 
the transition period as a vehicle to insure continued and viable service at 
small communities and to enhance the possibility of long-term competition 
by strengthening small carriers. Had Congress intended that there be no 
transition period, it would most certainly have opened the floodgates in 
1978. 

Deregulation should not be viewed as an end in itself; it should instead 
be perceived as a means to an end, a tool with which to secure a much 
more important objective—competition. Viewed from this perspective, reg
ulatory means may frequently accomplish the objective of enhanced com
petition more efficiently than their reckless abandonment. For example, 
long-term competition could have been most effectively enhanced by 
strengthening small carriers during the transitional period (strengthening 
would likely have increased their ability to withstand the aggressive and 
predatory competition of larger carriers). Although unlimited entry may 
have increased short-term competition, it unnecessarily impaired the abil
ity of smaller carriers (many of which owe their modest size to the regu
latory policies of the CAB) to compete on a long-term basis. 
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Many small communities also urged the board to shield a carrier or two 
from unlimited entry in particular markets so that they might be encour
aged to provide service. This the board has refused to do, awarding oper
ating authority to every applicant no matter how small the market. Again, 
the loss of competitive service (or all service) in many of these markets had 
an unfortunate long-term impact on competition. 

As we shall see, however unsatisfactory the profits or concentrated the 
industry became under regulation, they would pale in significance when 
compared to the results of deregulation. Under deregulation, the industry 
would lose all the profits it had earned since the Wright brothers' flight at 
Kitty Hawk. 

NOTES 

1. Trans Alaska Pipeline Rate Cases, 436 U.S. 631, 653 (1977). 
2. Continental Air Lines v. CAB, 519 F.2d 944, 953 (1975). 
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CONCENTRATION 

ALLOCATIVE EFFICIENCY, COMPETITION, AND 
CONTESTABILITY 

Deregulation's proponents believed that, freed from the shackles of gov
ernment, the airline industry would become more competitive, providing 
the range of price and service options dictated by consumer demand, tap
ping the elasticities of demand with lower prices, filling capacity, enhanc
ing efficiency, and improving profitability. They also believed that neither 
safety nor small community access would unduly suffer.1 

Destructive competition, whose purported existence gave birth to the 
regulation of the airline industry in the 1930s, was deemed unlikely to 
occur.2 But this apparent consensus among economists concealed a basic 
difference about what a "healthy competitive environment" required. An 
old joke has the borrower of a jar returning it broken and being asked to 
explain. He responds that he never borrowed it and, moreover, that it was 
broken when he got it. There is a similar conflict between the two views 
on why deregulation would stimulate competition, conflict that appeared 
among its advocates, sometimes in the same person. 

The "traditionalist" view, as it might be called, whose adherents in the 
1970s included many free market economists, held that competitive pric
ing required a sizable number of competitors. Based on some academic 
studies that failed to find significant economies of scale3 in air transpor
tation, the adherents argued that a deregulated industry would have suffi
cient competitors to satisfy the traditional notion of workable competition. 
In the absence of any cost advantages of big firms over small, there would 
be no motive to merge to achieve such nonexistent economies. This line of 
argument, then, denied that the air transport industry was a "natural mo
nopoly" (or oligopoly) due to falling unit costs. If costs do not fall over 
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some dimensions, then the view of the industry as being prone to bouts of 
destructive competition—the view that motivated the early architects of 
airline regulation—was also called into question. The tendency of prices 
to approach marginal cost when there is unrestrained competition would 
not then imply that losses were inevitable with more than a few competi
tors or the corollary that the prolonged presence of a sizable number of 
competitors was unlikely. 

A second argument for deregulation was based on the notion of "con-
testability."4 Some deregulation proponents did not deny that air trans
port had significant economies of scale, scope, or density and other natural 
monopoly characteristics, but they insisted that these characteristics need 
not be a problem because a natural monopolist would be forced to price 
at cost by the threat of potential entry. Thus, markets that were not com
petitive in the traditional sense of having many competitors might yet be 
"contestable" under certain conditions, conditions that the airline industry 
was alleged to fulfill. 

There are three key assumptions to this theory. First, the potential en
trant has access to the same technology as the incumbent (there are no 
absolute cost advantages for the incumbent). Second, entry into and exit 
from a particular market is costless—there are no "sunk" costs involved. 
Third, consumers respond to a price reduction on the entrants' part more 
quickly than incumbents can respond with a matching price cut. If these 
assumptions were satisfied, the mere threat of a postentry price matching 
by the incumbent would not deter entry. Unless prices always remained at 
cost, there would be an incentive for costless entry to grab some of the 
monopoly rent, for however short a period, followed by costless exit when 
the incumbent matched the entrant's lower price. In the airline example, 
the potential entrant could fly in its "capital on wings" to grab the rent 
that could be captured by a slight undercutting of the incumbent and then 
fly out when the incumbent actually matched, thus avoiding a price war 
and the associated losses altogether. This possibility would then force the 
natural monopolist to price at cost at all times. 

Alfred Kahn's writing provides instances of both these arguments, de
spite the logical tension between them. Because he was articulate and pas
sionate about deregulation, we turn to him for instances of each. First, 
traditionalism. A decade ago, Kahn dismissed fears that the industry would 
become highly concentrated—large airlines, he argued, had no advantages 
over small ones. Testifying before a House subcommittee in 1977, Kahn 
was asked the following question by Congressman Roman Hruska: 

You are going to invite into the area of new entry the severest competition between 
airlines who service that particular market and ultimately the big will eat the little, 
and those who are able to withstand the severe competition and the reduced fares— 
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even below operating expenses—will prevail. Then the airlines that cannot prevail, 
of course, will have to go out of business or do something else. 

After that transition period then you are going to see the air fares go back up 
again and the big will control the airline industry.5 

Kahn dismissed these fears as unfounded: 

First, the assumption that you are going to get really intense, severe, cut throat 
competition just seems to me unrealistic when you are talking about a relatively 
small number of carriers who meet one another in one market after another. We 
don't find in American industry generally when you have a few relatively large 
carriers competing with one another that they engage in bitter and extended price 
wars. 

But number two, the fear that the big will eat the little, that is one that I would 
really like to nail. . . . [W]hile the average certificated carriers in the United States 
stock is selling at about two-thirds of book value . . . three of the five biggest 
carriers' . . . stock is selling at 33 to 37 percent of book value. . . . That means 
to me the investors do not believe that prediction.6 

Similarly, in 1977 congressional hearings Kahn said, "I do not honestly 
believe that the big airlines are going to be able to wipe out the smaller 
airlines, if only because every study we have ever made seems to show that 
there are not economies of scale ." 7 

True to his traditionalism, Kahn is not unconcerned about the substan
tial concentration that exists in air t ransport today, contrary to his expec
tations. Today Kahn admits that, in advocating deregulation, he misper-
ceived the advantages of the large firms in the airline industry.8 N o w he 
says, "We underestimated the importance of economies of scale and scope."9 

Elsewhere, Kahn has conceded, "We advocates of deregulation were mis
led by the apparent lack of evidence of economies of scale ." 1 0 In a 1988 
article, he admitted that prices are likely to rise, saying, "I have little doubt 
that . . . the disappearance of most of the price-cutting new entrants and 
the marked reconcentration of the industry—will produce higher fares ." 1 1 

Similarly, in congressional testimony in 1987, Kahn said, "The industry 
has become more concentrated at the national level because of mergers 
and airline failures, and that means in my judgment that price competition 
may well become less severe in the years ahead ." 1 2 

The trouble is that t ransportat ion has simply turned out not to be the 
ideal model of perfect competition that the traditionalist proponents of 
deregulation insisted it was. There appear to be significant economies of 
scale, scope, and density, which will be discussed in detail in the next 
section. 

For an example of the nontraditionalist view (the view that airline trans-
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port , though naturally concentrated, nevertheless exhibits "contestabil-
i ty") , we turn to Alfred Kahn again. In the late 1970s, Kahn proclaimed: 

Almost all of this industry's markets can support only a single carrier or a few: 
their natural structure, therefore, is monopolistic or oligopolistic. This kind of 
structure could still be conducive to highly effective competition if only the govern
ment would get out of the way; the ease of potential entry into those individual 
markets, and the constant threat of its materializing, could well suffice to prevent 
monopolistic exploitation.13 

Entry, or more precisely the threat of potential entry, would keep mo
nopolists from extracting monopoly profits. This was the essence of con-
testability theory. In 1977, Kahn testified before a House subcommittee: 

A realistic threat of entry by new and existing carriers on the initiation of manage
ment alone is the essential element of competition. 

It is only this threat that makes it possible to leave to managements a wider 
measure of discretion in pricing. It is the threat of entry that will hold excessive 
price increases in check.14 

In a recent interview, Alfred Kahn noted, "Certainly one of the assump
tions behind airline deregulation was that entry would be relatively easy."15 

As with the traditionalist prediction of many competitors and few size 
economies, the actual deregulation experience has seemed to mock the 
nontraditionalist scenario of "contestable" airline markets. Testifying be
fore the Senate Judiciary Committee in 1987, Kahn appeared far less en
thusiastic about the potential benefits of contestability: 

I attack the easy assumption of the ideologues of laissez faire that contestability 
takes care of everything; that private parties cannot monopolize airline markets 
because the minute they raise their price two bits, there will be a rush of competi
tors into the market. 

I know of seven studies now of airline pricing since deregulation. They all con
clude that while, yes, airline markets are relatively easy to enter, the potential entry 
of competitors is no substitute for competitors already there. . . . 

Now, the view that contestability of airline markets makes antitrust enforcement 
unnecessary is very close to the position that DOT is taking [in the airline merger 
cases]. 

Contestability is not a sufficient protection, in my opinion, and anybody who 
looks at the airline industry certainly knows that the likelihood and opportunity 
of entry, particularly by new carriers—low-cost, price-cutting carriers—has greatly 
diminished in recent years and is likely to remain much lower than before.16 

We will see that both the traditionalists and the nontraditionalists were 
wrong: after a preliminary bout of classically destructive competition, de
regulation has produced a highly concentrated oligopoly. Such concentra
tion followed a rash of mergers and expansions directed at capturing the 
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scale economies that the traditionalists denied existed. Further, this oligop
oly, contrary to the nontraditional view, fails to act like a competitive firm, 
pricing at cost, but exploits its market power. 

INDUSTRY ECONOMIC ANEMIA 

Although destructive competition in the airline industry during the 1930s 
was a major rationale for economic regulation in this industry, deregula
tion's proponents insisted that deregulation would not create destructive 
competition. Kahn again can set the scene for us. In a speech before the 
New York Society of Security Analysts in 1978, he characterized the op
position to airline deregulation as follows: 

The most general fear about [airline deregulation] is that when the CAB withdraws 
its protective hand from the doorknob, the door will open to destructive competi
tion—to wasteful entry and cut-throat pricing—that will depress profits, render the 
industry unable to raise capital, and so cause a deterioration in the service it pro
vides—on the whole, it must be admitted good service.17 

Kahn saw the fear as unrealistic. Testifying before a congressional com
mittee, he insisted, "I just do not see any reason to believe that an industry 
which is potentially rapidly growing, for which there is an ever-growing 
market, cannot prosper and attract capital."18 Kahn scoffed at deregula
tion's opponents, who believed that "there is something about airlines that 
drives businessmen crazy—that once the CAB removes its body from the 
threshold, they will rush into markets pell-mell, en masse, without regard 
to the size of each, how many sellers it can sustain, and how many others 
may be entering at the same time."19 But in fact, as a decade of empirical 
evidence reveals, deregulation has brought about cutthroat pricing, a mis
erable level of industry profitability, insufficient capital to reequip aging 
fleets, and a deterioration of service. 

Since deregulation began, the airline industry has suffered the worst eco
nomic losses in its history.20 This period of economic anemia began before 
the onset of the economic recession of the early 1980s and ascending fuel 
prices and continued steadfastly afterward.21 The airline industry's average 
annual net profit margin over the first 11 years of deregulation was a mea
ger 0.7 percent, compared with 4.5 percent for other U.S. industries.22 By 
1991, the airline industry had lost all the profit it earned since the Wright 
brothers' inaugural flight at Kitty Hawk, plus $1.5 billion more. 

Ten years after he persuaded Congress to pass the Airline Deregulation 
Act, Alfred Kahn wrote, "There is no denying that the profit record of the 
industry since 1978 has been dismal, that deregulation bears substantial 
responsibility, and that the proponents of deregulation did not anticipate 
such financial distress—either so intense or so long-continued."23 
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As noted above, deregulation was largely premised on the assumption 
that there were no significant economies of scale or barriers to entry in the 
airline industry. New competitors, it was argued, would spring up to chal
lenge the entrenched incumbents, and the industry would become hotly 
competitive. In the short run, more than 120 new airlines appeared, al
though most were small commuter lines.24 This flood of entry caused prices 
to spiral downward. A short-term boon for consumers, the price competi
tion that emerged from deregulation was an unmitigated catastrophe for 
the airline industry and therefore, in the long run, for consumers as well. 
In the long run, more than 200 airlines have gone bankrupt or been ac
quired in mergers,25 and only 74 carriers remain.26 Only 8 are of signifi
cant size, and only about half of those are viable. Among the casualties 
are such darlings of deregulation as Air Florida, Freddie Laker's Skytrain, 
Midway, and Donald Burr's People Express. Kahn once pointed to these 
new upstart airlines as evidence that deregulation was a brilliant success. 
But they have all since dropped from the skies. As this book goes to press, 
America West remains, but languishes in bankruptcy. 

The price wars, the erosion of profitability, and the industry shakeout 
that occurred in the aftermath of deregulation provided a textbook illus
tration of the unique economic characteristics that make transportation 
inherently vulnerable to price wars and excess capacity. Transportation 
firms sell what is, in essence, an instantly perishable commodity. Once an 
aircraft taxis down the runway, any unused capacity is lost forever. Empty 
seats cannot be warehoused and sold another day, as could, say, canned 
beans. This inevitably leads to distress-sale pricing during weak demand 
periods or when excess capacity, created by unlimited entry, abounds. 

The short-term marginal cost of adding another passenger to a sched
uled flight is virtually nil—printing another ticket, adding another meal 
and a few drops of fuel, for example. Any ticket sold makes some contri
bution. Hence, strong incentives exist to sell empty seats for whatever will 
lure a bottom to fill them.27 Carriers competing head to head spiral down
ward in destructive competition. In such circumstances, although carriers 
cover short-term marginal costs, fixed costs are necessarily ignored. 

It was these rather unique and brutal characteristics of air transport that 
led to distress-sale pricing in the early 1980s, following deregulation. To 
survive this darkest financial period in the history of domestic aviation, 
carriers had no choice but to slash wages, trim service and maintenance, 
and defer new aircraft purchases. The insistence on the part of the dere
gulators in seeing air transport as just another industry, an almost willful 
ignorance on their part of the historical experience of destructive compe
tition in transportation—the experience that led to regulation in the first 
place—has had grave but perfectly predictable consequences. 

Airlines needed monopoly opportunities to stem the economic brutality 
of destructive competition, so they merged and developed hub-and-spoke 
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systems, giving them regional and city-pair market power. It is natural for 
firms facing extinction to seek out or create monopoly market opportuni
ties to afford them the market power to raise prices. Thus, the large num
ber of industry bankruptcies and mergers and the growth of national and 
regional (hub) concentration owe their existence to the destructive com
petition unleashed by deregulation. 

CONCENTRATION 

National Concentration 

The intense destructive competition unleashed by deregulation has re
duced the number of major competitors at the national level through waves 
of bankruptcies and mergers, to the point that the airlines have become, 
in the words of Alfred Kahn, an "uncomfortably tight oligopoly."28 

There were 51 airline mergers and acquisitions between 1979 and 1988. 
More than 20 of those were approved by DOT after 1985, when it as
sumed jurisdiction over mergers. Fifteen independent airlines operating at 
the beginning of 1986 had been merged into six megacarriers by the end 
of 1987. The six largest airlines increased their passenger share from 71.3 
percent in 1978 to 80.5 percent in 1990.29 The eight largest airlines ac
counted for 81 percent of the domestic market in 1978 and 95 percent in 
1991.30 

The Department of Transportation approved every airline merger sub
mitted to it after it assumed the Civil Aeronautics Board's jurisdiction over 
mergers, acquisitions, and consolidations on December 31, 1984. The Air
line Deregulation Act of 1978 insisted that the agency guard against "un
fair, deceptive, predatory, or anticompetitive practices" and avoid "unrea
sonable industry concentration, excessive market domination" and similar 
occurrences that might enable "carriers unreasonably to increase prices, 
reduce services, or exclude competition."31 But these admonitions fell on 
deaf ears at DOT, which never met a merger it didn't like. 

For example, DOT approved Texas Air's (i.e., Continental and New 
York Air) acquisition of both People Express (which included Frontier) 
and Eastern Airlines (which included Braniff's Latin American routes),32 

United's acquisition of Pan Am's transpacific routes, American's acquisi
tion of AirCal, Delta's acquisition of Western, Northwest's acquisition of 
Republic (itself a product of the mergers of North Central, Southern, and 
Hughes Airwest), TWA's acquisition of Ozark, and USAir's acquisition of 
PSA and Piedmont.33 

Nor are these likely to be the last of the mergers. By the end of the 
century, there may be as few as nine or ten global megacarriers.34 

We are left with a situation aptly summarized by airline analyst Morton 
Beyer: 
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The 11 major airlines have shrunk to eight; the eight former local service carriers 
are now two and they are trying to merge; the eight original low-cost charter 
airlines have been reduced to one, through bankruptcy and abandonment; 14 for
mer regional airlines have shrunk to only four; over 100 new upstart airlines were 
certificated by the CAB and about 32 got off the ground and most of those crashed, 
leaving only a handful still operating; of the 50 top commuters in existence in 
1978, 29 have disappeared. . . . 

Today, the top 50 commuter carriers who constitute 90 percent of that industry 
are captives of the major carriers, in part or in total owned, controlled, and fi
nanced by the giant airlines and relegated to serving the big airlines at their hubs.35 

Hub Concentration 

Kahn blames the emergence of what he characterizes as an "uncomfort
ably tight oligopoly"36 in domestic air transportation on the Department 
of Transportation's permissive approach to airline mergers. "They have 
been permitted by a totally, and in my view indefensibly, complaisant De
partment of Transportation. It is absurd to blame deregulation for this 
abysmal dereliction."37 But, as becomes particularly clear on examining 
the deregulation-induced growth of "fortress" hubs, mergers and acquisi
tions alone cannot explain the growing concentration of the industry. Even 
without mergers, the trend was to reconfigure routes in such a way as to 
constitute a de facto parceling out of airports among ostensible competi
tors. Lax antitrust policy only aggravated this basic trend. 

All but three hub airports are now dominated by a single airline, with 
more than 60 percent (and sometimes 90 percent) of landings, takeoffs, 
gates, and passengers. Since deregulation, all major airlines have created 
hub-and-spoke systems, funneling their arrivals and departures into and 
out of hub airports, where they dominate the arrivals, departures, and 
infrastructure.38 Whereas entry and exit regulation formerly constricted 
their geographic operations, deregulation has freed airlines to leave com
petitive and smaller markets and consolidate their strength into regional 
hub and city-pair market monopolies and oligopolies. The destructive 
competitive environment of deregulation has led them to seek out monop
oly opportunities to stem the hemorrhaging of dollars. Ironically, a lax 
antitrust policy may have saved the industry from a plethora of bankrupt
cies. But as the dust settles on the bankruptcies and mergers of deregula
tion and on the hub consolidation facilitated by unlimited entry and exit, 
we see a horizon devoid of meaningful competition. 

Clearly, the merger of Northwest and Republic resulted in sharply in
creased levels of concentration at Minneapolis/St. Paul and Detroit; and 
equally clearly, the same happened at St. Louis when DOT approved the 
merger of TWA with Ozark Airlines. But as table 20.1 reveals, massive 
hub concentration has occurred at a large number of cities where no merger 
had a significant impact. 
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Table 20.1 
Single-Carrier Concentration at Major Airports: Pre- and Post-Deregulation 

Airport 

Baltimore/Washington 
Cincinnati 
Detroit Metropolitan 
Houston Intercontinental 
Memphis 
Minneapolis/St. Paul 
Nashville Metropolitan 
Pittsburgh 
St. Louis-Lambert 
Salt Lake City 
AVERAGE 

1977 

24.5% USAir 
35.0% Delta 
21.2% Delta 
20.4% Continental 
40.2% Delta 
45.9% Northwest 
28.2% American 
43.7% USAir 
39.1% TWA 
39.6% Western 
33.8% 

1987 

60.0% USAir* 
67.6% Delta 
64.9% Northwest 
71.5% Continental 
86.7% Northwest 
81.6% Northwest 
60.2% American 
82.8% USAir 
82.3% TWA 
74.5% Delta 
73.2% 

'includes Piedmont 

Source: CONSUMER REPORTS, June 1988, at 362-67. 

To these figures add the excessive levels of concentration that have also 
emerged in the monopoly hubs of Cincinnati (now 88 percent Delta), 
Charlotte (95 percent USAir), Dallas Love (91 percent Southwest), Dayton 
(64 percent USAir), Detroit (73 percent Northwest), Houston (80 percent 
Continental), Newark (53 percent Continental), Philadelphia (53 percent 
USAir), Raleigh (82 percent American), and Washington Dulles (68 per
cent United) as well as the duopoly hubs of Chicago (85 percent American 
and United), Dallas (93 percent American and Delta), and Denver (83 per
cent Continental and United).39 Even Chicago O'Hare, Dallas and Atlanta 
Hartsfield are increasingly dominated by a single carrier. In 1977, United 
had 29 percent of all boardings in Chicago; by 1988, it had 50 percent.40 

American controls 61 percent of Dallas/Ft. Worth. Even before the bank
ruptcy of Eastern, Delta controlled 62 percent of Atlanta (it now has nearly 
90 percent).41 After Frontier was absorbed, first by People Express and 
then by Continental (Texas Air), no hub airport enjoyed the three-carrier 
competition that had existed at Denver.42 

Indeed, the explanation for significant levels of hub concentration at all 
but Detroit, Minneapolis!St. Paul, and St. Louis is not DOT's generous 
approval of airline mergers but simply the entry and exit opportunities 
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unleashed by deregulation. Carriers adopting particular cities as hubs have 
increased frequencies and leased more gates while incumbent airlines have 
quietly exited in favor of market dominance opportunities of their own in 
other hub airports.43 Freedom to enter and exit markets is the very heart 
of deregulation, and it is responsible for concentration at more hub air
ports than is the DOT's "dereliction," "abysmal" though this clearly is.44 

The CAB would almost certainly not have approved the widespread entry 
and abandonments that produced this massive hub concentration. 

A study prepared by Dr. Julius Maldutis confirms the high levels of hub 
concentration resulting from deregulation. Maldutis reviewed concentra
tion levels at 50 of the nation's busiest airports between 1977 and 1987, 
calculating the Herfindahl-Hirschman Index (HHI) for each. The HHI is 
the methodology employed by the U.S. Department of Justice for deter
mining acceptable levels of concentration for antitrust review. It provides 
a measure based on squaring the market shares of individual firms and 
adding them together. For example, a firm with a 100 percent monopoly 
would have an HHI of 10,000. Under the Justice Department's analysis, 
an HHI below 1,000 is presumed unconcentrated; an HHI of between 
1,000 and 1,800 is believed moderately concentrated; and an HHI of above 
1,800 is deemed highly concentrated. By 1987, 40 of these 50 airports had 
an HHI above 1,800; in other words, 80 percent of these airports were 
highly concentrated. Moreover, Maldutis calculated the weighted average 
of concentration for all 50 airports, finding that it rose from an HHI of 
2,215 in 1977 to 3,513 in 1987.45 This corresponds to a decline in the 
number of "effective"46 competitors in the average of the 50 airports from 
4.51 in 1977 to 2.85 in 1987. 

Hub concentration translates into escalating fares. The New York Times 
has observed, "Passengers who live in a hub city and begin their flight 
there end up paying higher fares, in some cases 50 percent more than they 
would had deregulation not occurred."47 The General Accounting Office 
found that, after its merger with Ozark, TWA increased fares 13 to 18 
percent on formerly competitive routes radiating from St. Louis.48 A simi
lar study compared fares in markets radiating from Minneapolis-St. Paul, 
in which Northwest and Republic formerly competed, and found that rates 
rose between 18 and 40 percent.49 

In 15 of the 18 hubs in which a single carrier controls more than 50 
percent of the market, passengers pay significantly more than the industry 
norm.50 A recent study by the U.S. Department of Transportation of 9 
hub airports (see table 20.2) found that fares at all but 2 increased faster 
between 1985 and 1988 than did the airline component of the Consumer 
Price Index (11.1 percent). 

The General Accounting Office compared 1988 fares at 15 concentrated51 

hub airports with fares at 38 unconcentrated airports and found average 
fares 27 percent higher at the hubs.52 The higher fares at concentrated 
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Table 20.2 
Airline Hub Market Shares and Price Increases between 1985 and 1988 

Hub Airport 
Atlanta 
Charlotte 
Cincinnati 
Detroit 
Minneapolis 
Pittsburgh 
Raleigh 
St. Louis 
Salt Lake City 

Dominant Carrier 
Delta (62%) 
Piedmont (89%) 
Delta (81%) 
Northwest (62%) 
Northwest (77%) 
USAir (80%) 
American (67%) 
TWA (83%) 
Delta (77%) 

Fare Increases 
5% 
34% 
25% 
27% 
21% 
-6% 
35% 
22% 
26% 

Source: WASHINGTON POST, February 5, 1989, at H2, col. 5. 

airports do not reflect a premium for nonstop service, since the average 
number of coupons per traveler at concentrated airports was virtually 
identical to that at the comparison unconcentrated airports (2.26 vs. 2.28 
coupons). And the difference persisted when average trip length was con
trolled for by excluding from the comparison group of airports those where 
average trip length was significantly longer than at concentrated airports. 
Thus neither a higher proportion of nonstops nor a higher proportion of 
short-haul (and thus more costly) flights can explain the fare premium at 
concentrated airports, GAO concluded. GAO also found that the increase 
in fares from 1985 to 1988 was generally greater at concentrated airports 
and that the increase in fares was especially dramatic when a carrier estab
lished dominance during the period (providing further confirmation of the 
effect of concentration on the fares that had been documented in GAO's 
earlier study of airfares at St. Louis after the TWA-Ozark merger). Finally, 
the study found that in 13 of 15 of the concentrated airports, the domi
nant carrier had higher fares, in some cases very much higher, than other 
carriers at the same airport. 

A recent study by Severin Borenstein53 found that the relationship be
tween airport dominance and the level of fares stands up to sophisticated 
econometric analysis that controls for cost and quality effects on fares. His 
estimates imply that "a 10 percent increase in the average endpoint en-
planement share for an itinerary would lead to a 4.3 percent increase in 
average fare."54 
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City-Pair Concentration 

Many defenders of deregulation dismiss critics' concerns about the un
precedented levels of national concentration permitted by airline deregu
lation, on the grounds that the relevant markets are not national but are 
"city-pair" markets—the market for air transport between a particular pair 
of cities. Thus a Congressional Budget Office (CBO) study of airline 
deregulation55 contended: 

While there has been a substantial increase in industry concentration since 1983, 
there has not been a corresponding increase in concentration at the market level. 
. . . The effective number of carriers serving [city-pair] markets of more than 200 
miles with 25 or more passengers per day has grown from 2.4 carriers in 1983 to 
2.5 carriers in 1987.56 

The CBO did not provide data on the earlier period (1978-83) but 
characterized the evidence as indicating a significant increase in competi
tion over the period as a whole. Since the latter part of the period saw an 
increase of a scant one-tenth of a competitor, any "significant" increase 
would have to have come in the earlier period, before the consolidation of 
the industry after 1983. In a later section of its report, the CBO claimed 
(without citation) that at the time of passage of the Airline Deregulation 
Act, "the average city-pair with non-stop flights was served by 1.4 car
riers." Using this figure, we can clearly see that for all practical purposes, 
new entry had all but ceased by 1983 and that the "significant" increase 
in competition in question amounts to a change from an effective monop
oly (1.4 competitors), but from a regulated monopoly to an unregulated 
duopoly in the average city-pair market. Given the doubts that have arisen 
on the score of the "contestability" of airline markets, and thus the du
bious role of potential entry in disciplining the actions of incumbent car
riers, it is difficult to take a great deal of solace in the "increased compe
tition" in the average market, for which deregulation is, by this measure, 
responsible. 

Furthermore, there are problems with market definition. The figures pre
sented above, and those used by most of the proponents of deregulation, 
pertain to the provision of single-carrier service between two cities, either 
nonstop or indirectly through connections over the carrier's hub. This is, 
from one perspective, too broad a focus and, from another, too narrow. 

If it is believed that nonstop service has unique attractions making it a 
separate market compared with connecting service, the direction of change 
in concentration in this narrower market is reversed. The effective number 
of carriers providing nonstop service fell in the period from 1983 to 1987 
(the period for which the CBO study gave data)57 for the average city-pair 
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Table 20.3 
Number of City-Pair Markets Receiving Service by One or More Scheduled 
Carriers 

No. of Number of Markets 
Carriers 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10+ 
TOTAL 

Oct. 1978 
4,093 

899 
233 

80 
21 
14 
9 
6 
2 
2 

5,359 

July 1988 
3,481 
1,054 

413 
192 
83 
45 
22 
14 
4 
6 

5,314 

Source: Department of Transportation, analysis of Official Airline Guide Data, printed in 
TRAFFIC WORLD, Dec. 5, 1988, at Supp. B. 

market. On the other hand, a broader definition of the market for air 
transport between two cities would need to include not just single-carrier 
connecting service but also interlining possibilities, which have been drast
ically reduced in the deregulation period due to the rise of hub and spok
ing coupled with the tendency toward hub dominance noted above.58 The 
arbitary definition of the market, which includes single-carrier connecting 
flights but excludes interline connections, thus biases the resulting picture 
of changes in concentration toward a showing of more competition. 

Like the CBO, Alfred Kahn has insisted that the airline industry is more 
competitive after deregulation because there are now fewer monopoly city-
pair markets, despite the increase in industry concentration.59 Table 20.3 
sustains this claim. 

But the same caveats made with regard to the CBO's argument apply 
here. It is true that the overall number of monopoly markets has fallen 
since deregulation. But remember that, under regulation, a monopolist cannot 
extract monopoly rents from buyers because its rates are required by law 
to be "just and reasonable." Neither telephone companies nor electric util-
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ities can charge monopoly rates despite their monopoly position because 
their rate and service levels are regulated by governmental agencies. But 
an unregulated monopoly can charge whatever the market will bear. 

In 1978, single firms, which dominated 76 percent of America's city-
pair markets, were limited by the Civil Aeronautics Board to charging "just 
and reasonable" rates and earning no more than a reasonable return on 
investment. Driven by productivity improvements and by technological 
growth, real airfares fell significantly during the four decades of regulation. 
But today, monopoly carriers in nearly two-thirds of America's city-pair 
markets can charge whatever the market will bear. At the time the Airline 
Deregulation Act was before Congress, Kahn urged, "No automatic [pric
ing] freedom should be allowed in markets dominated by a single car
rier."60 Today, nearly two-thirds of our nation's city-pairs are unregulated 
monopolies. 

Nor are duopolies hotbeds of competition. Two firms may implicitly 
agree to lethargic price and service competition, enjoying in effect a "shared 
monopoly." In 1978, 93 percent of America's markets were regulated mo
nopolies or duopolies; in 1988, 85 percent of America's markets were un
regulated monopolies or duopolies. Statistically, that suggests an improve
ment. But again, remember that today, no government agency protects the 
public against monopoly pricing and the extraction of monopoly profits. 

Thus, whether we look at national, airport, or city-pair measures of 
concentration, the traditionalist argument for deregulation seems to have 
been refuted by the empirical evidence. Economies of size (scale, scope, 
and density), the putative absence of which was at the heart of the tradi
tionalist case for deregulation, seem to be pervasive. Former DOT Assis
tant Secretary Matthew Scocozza confessed, "To be very honest, in 1978 
we envisioned that there would be a hundred airlines flying to every major 
hub."6 1 We turn now to the evidence for the nontraditionalist case, which 
depended on the ease of potential entry to discipline the behavior of even 
a natural monopoly or duopoly. 

CONTESTABILITY MYTHOLOGY DEBUNKED 

For several reasons, it is unlikely that a new entrant will emerge to rival 
the megacarriers. First, the infrastructure of gates, terminal facilities, and— 
at four of America's busiest airports (Chicago O'Hare, Washington Na
tional, and New York's LaGuardia and Kennedy)—landing slots has been 
consumed. Sixty-eight percent of our airports have no gates to lease to a 
new entrant.62 Even if an incumbent would be willing to lease a gate to an 
upstart airline (and at a carrier's hub, few are so willing), the incumbent 
could nevertheless exact monopoly rents for the lease. For example, at 
Detroit, Northwest charges sublessee Southwest Airlines 18 times what 
Northwest itself pays for the space. The decision of DOT to allow carriers 
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to buy and sell landing slots means that the deeper-pocket carriers can 
purchase market share and thereby enjoy market power to reap monopoly 
profits.63 

Second, United and American, the largest airlines, today own the largest 
computer reservations systems.64 Many critics argue that such vertical in
tegration offers the incumbents the potential to enjoy various forms of 
system bias (including screen bias, connecting point bias, and data-base 
bias).65 As the GAO, among others, has concluded, the airline-owned sys
tems are so dominant that they stifle competition in the industry.66 An 
airline that owns a CRS has a 13 to 18 percent greater likelihood of selling 
its tickets through its system.67 United and American own the dominant 
computer reservations systems, which together account for 77 percent of 
passenger bookings. 

Moreover, the advantage of being listed in the computer as an on-line 
connection with one of the major airlines has led 48 of the 50 small car
riers to affiliate themselves with the megacarriers, renaming their compa
nies (to, for example, United Express, Continental Express, or American 
Eagle) and repainting their aircraft in megacarrier colors. Ninety percent 
of the 31.7 million passengers who flew aboard regional airlines in 1987 
were carried aboard code-sharing airlines.68 The small carriers have be
come, in effect, franchisees of the behemoths of the industry and are there
fore an unlikely source from which new competition will spring. They are 
also declining in number. The regional airlines, peaking at 246 in 1981, 
had dwindled to 168 by 1987.69 Sophisticated computers also give airlines 
the ability to adjust, on an hourly basis, the number of seats for which 
discounts are offered, depending on passenger demand.70 

Third, large airlines have more attractive frequent-flyer programs, which 
serve to capture business travelers, the most lucrative segment of the mar
ket. Once addicted to a carrier's frequent-flyer program and having some 
investment in accumulated mileage, business travelers often prefer that car
rier over its rivals even when the rivals' flights are cheaper, especially since 
most business travel is not paid for by the individual flying but by his or 
her firm. 

The brand loyalty created by frequent-flyer programs makes it very dif
ficult for a potential rival to find a niche. Even those potential customers 
without previously accumulated frequent-flyer mileage with the incumbent 
will be less willing to accumulate future mileage with a new carrier offer
ing travel to decidedly less exotic destinations. Let us say that we could 
find a major airport with sufficient capacity to allow us to establish a hub. 
How could, say, an Air Omaha lure passengers away from its rivals' fre
quent-flyer programs with their free trips to Hawaii when ours could offer 
only a free weekend in Cedar Rapids? 

Not only are the frequent-flyer programs creating passenger loyalty, but 
commission overrides—bonuses paid to agents who generate some target 
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revenue level for a carrier—are generating travel agent loyalty.71 Hence, 
both the passenger and the agent often prefer a more expensive, estab
lished airline to a discount carrier. 

Fourth, although new entrants enjoyed significantly lower labor costs in 
the inaugural years of deregulation, the squeeze on carrier profits un
leashed by deregulation has forced management to exact serious conces
sions in terms of labor wages and work rules. Some, such as Continental, 
Eastern, and TWA, effectively crushed their unions. Others, such as United, 
American, and Delta, established two-tier pay scales, with B-grade pay for 
newly hired employees. Thus, the margin of labor cost between a new 
entrant and an established airline has been significantly narrowed. 

Fifth, incumbents have shown that they will not sit idly by while new 
rivals rob them of market share. When the new entrants offer lower fares, 
the incumbents almost always match them. This destroys the new rival for 
a number of reasons. For example, suppose our new carrier, Air Omaha, 
does some calculations and finds that if it offers a $49 fare between Omaha 
and Minneapolis, it will fill about 70 percent of its seats because the in
cumbent, Northwest, offers no fare so low.72 Because of lower labor costs 
and the use of leased, relatively old equipment, let us assume Air Omaha's 
break-even load factor is a modest 55 percent.73 So, Air Omaha begins 
operations and rolls in a healthy profit, right? 

Wrong. Northwest matches the $49 fare, and Air Omaha's load factors 
drop to, say, 35 percent, well below its break-even load factor. Not only 
can Northwest withstand the loss because of its deeper pocket, but the 
discount fare actually costs it little, because the fare is offered only to 
passengers traveling between the two points (origin and destination traffic). 
Remember, Northwest has a major hub in Minneapolis, and most of its 
passengers are traveling from or to points beyond—in industry jargon, they 
constitute "beyond-segment feed." They are not offered the bargain fare. 
Thus, only a portion of Northwest's passengers are given the discount. 
Moreover, many of the business travelers in the city-pair market will be 
willing to pay more than $49 because they are addicted to Northwest's 
frequent-flyer program. Air Omaha must eventually exit the market, for 
ordinarily only a carrier with a hub at the other end point can successfully 
challenge a rival at its hub. 

Finally, with more than 150 airlines having failed since 1978, many hav
ing been pushed into the abyss of bankruptcy by the predatory behavior 
of their larger rivals, investor confidence in new airline ventures has largely 
evaporated.74 

Hence, significant new entry is highly unlikely in the deregulated airline 
industry.75 The incumbent carriers' dominance of gates, terminal space, 
landing and takeoff slots, computer reservations systems, and the most 
attractive frequent-flyer programs makes it unlikely that new entrants will 
emerge to challenge the megacarriers. In fact, no major carrier has emerged 
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since 1985.76 Only two of deregulation's children achieved major carrier 
status and survived into the 1990s. Of them, by 1991, Midway was dead, 
and America West was in bankruptcy. 

More and more observers are concluding that the airline industry post-
deregulation is not "contestable" in the sense required for the theory to 
apply.77 Entry barriers are pervasive, especially at hub airports. As one 
commentator noted: 

Entry into the industry by new carriers seems remote, and entry onto new routes 
is far more difficult than many envisioned it would be with deregulation. Many 
airline observers thought that the 1978 deregulation of pricing and entry would 
make airline markets "contestable." That is, airlines could engage in "hit-and-run" 
entry into each other's markets in response to profit opportunities—simply by shifting 
a plane from one route to another. Instead the evidence compiled in . . . a large 
body of solid research by economic and legal scholars . . . demonstrates that in
cumbent airlines are frequently able to charge higher prices on routes where other 
carriers face barriers to entry.78 

Here again, as with traditionalists and scale economies, deregulation's 
nontraditionalist proponents overestimated the competitive nature of the 
industry. As Charles Rule, assistant attorney general for antitrust, recently 
observed: "Most airline markets do not appear to be contestable, if they 
ever were. . . . [D] if Acuities of entry, particularly on city pairs involving 
hub cities, mean than hit-and-run entry is a theory that does not comport 
with current reality."79 Even Kahn has admitted as much: 

Certainly one of the assumptions behind airline deregulation was that entry would 
be relatively easy. . . . We believed that while entry should be legally free and 
would be relatively easy, we never thought that would provide adequate protection 
in markets that are naturally monopolistic or oligopolistic—that just wont support 
more than one or two carriers. But what happened was that the ideologues began 
simplistically to parrot the word "contestability" as though it were a substitute for 
looking at the realities, even if the realities were manifestly changing, even if sur
vival of the new entrants was becoming more and more questionable, as more and 
more of them were going out of business, and even as it became clear that domi
nation of hubs was increasingly unchallengeable by new entrants.80 

But even if new entry is unlikely, why should we be concerned with the 
high level of concentration that has emerged in the airline industry under 
deregulation? After all, Coke and Pepsi dominate the soft drink industry, 
and don't we still have price competition between them? Although other 
American industries are dominated by huge firms, transportation is differ
ent in the way it influences the economy. As former TWA vice president 
Melvin Brenner put it: 
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Other industries, even when comprised of only a few large firms, do not usually 
end up with a one-supplier monopoly in specific local markets. But this can happen 
in air t ransportat ion. 

Moreover , because of the nature of t ransportat ion, a local monopoly can do 
greater ha rm to a community than could a local monopoly in some other industry. 
This is because t ransportat ion is a basic par t of the economic/social/cultural infra
structure, which affects the efficiency of all other business activities in a community 
and the quality of life of its residents. The ability of a city to retain existing indus
tries, and at tract new ones, is uniquely dependent upon the adequacy, convenience, 
and reasonable pricing of its airline service.81 
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PRICING 

A basic tenet of economics states that in perfectly competitive markets, the 
laws of supply and demand work to insure that prices are automatically 
driven down to the level of marginal costs, thus resulting in the lowest 
equilibrium prices for commodities in that market. A perfectly competitive 
market, though, presumes large numbers of independent buyers and sellers 
interested in exchanging a standardized product.1 In this way, no individ
ual buyers or sellers could influence the market pricing mechanism by their 
own unilateral actions. 

In the debates before deregulation, it was hypothesized that the unreg
ulated airline industry would approximate the behavior of a perfectly com
petitive market (if one also assumed the validity of the theory of contest-
able markets), and prices would be driven downward. The former chairman 
of the CAB, Alfred Kahn, once argued that deregulation would bring about 
cost-based pricing. 

But after a decade of deregulation, pricing seems to reflect only the level 
of competition in any market, rather than costs. There appears to be a 
positive correlation between more competition and lower prices and be
tween fewer competitors and higher prices.2 Indeed, in many hub markets, 
there appears to be an inverse relationship between prices and costs. As 
the industry becomes more highly concentrated, prices ascend.3 

Admittedly, competition has enabled some users (particularly discretion
ary travelers in major long-haul airline markets) to enjoy lower prices.4 

But these benefits have been unevenly distributed because business travel
ers, and passengers flying to small towns or from hubs dominated by a 
single carrier, pay relatively higher prices for poorer service. In addition, 
as noted above, the unprecedented concentration emerging as a result of 
massive bankruptcies and mergers threatens to make the low prices en
joyed in large, competitive markets a short-term phenomenon. Deregula-
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tion inevitably eradicates some of the important benefits derived from the 
traditional scheme of economic regulation, including the prohibition against 
pricing discrimination.5 

Moreover, as will be shown in what follows, the aggregate benefits from 
fare reductions may very well have reached zero in 1988. Holding fuel 
prices constant, the real yield or revenue per passenger mile (a commonly 
used measure of average fares) being paid in 1988 was exactly what a 
projection of the pre-deregulation (downward) trend would have given for 
the same year. This reflects a one-time drop in the years immediately fol
lowing deregulation, coupled with a slower rate of decline of fuel-adjusted 
real revenues per passenger mile after deregulation than before. The rate 
of decline is so much lower that the pre-deregulation downward trend in 
fuel-adjusted fares "caught up" with the actual levels by 1988—despite 
the early decline of approximately 13 percent in real terms. The gains from 
deregulation have proven short-lived indeed; they are already a thing of 
the past. A preliminary estimate for 1989 indicates that consumers are 
paying 2.6 percent more per mile than the projection of the pre-deregula
tion trend. 

Growing consumer irritation with the deregulated airline industry is re
flected in public opinion polls. In 1984, consumers were asked, "Should 
airlines be allowed to raise or lower their fares on their own, or should 
they be required to get government permission?" Only 35 percent re
sponded that airlines should be required to get the government's permis
sion. However, as consumers became more acquainted with deregulation, 
they became less enamored with it. In 1987, when asked the same ques
tion, almost half were willing to opt for more government rate regulation.6 

Even Alfred Kahn has admitted that the time has come to consider price 
ceilings in markets dominated by a single carrier.7 

PRICE SAVINGS 

Most proponents of deregulation point to what they claim are signifi
cant price reductions enjoyed by consumers during the past decade. Kahn, 
for example, claimed that inflation-adjusted fares had dropped 30 percent 
through 1988.8 Kahn's figures run from 1976, before he was appointed 
chairman of the CAB and two years before promulgation of the Airline 
Deregulation Act.9 Lesser savings are cited by the former DOT secretary 
(and deregulation proponent) James Burnley, who said that inflation-ad
justed fares fell 13 percent from 1978 to 1988.10 The same 13 percent 
decline in average inflation-adjusted fares from 1979 to 1988 is cited in a 
recently released DOT study on competition in the airline industry.11 

According to the Air Transport Association, real yields (revenues per 
passenger mile) have fallen 22 percent since 1978 and 28 percent since 
1977, when Kahn took over at the CAB and began to allow more flexible 
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Table 21.1 
Yield and Fuel Price Indices (1978 = 100) 

1967 
1968 
1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
Growth Rotes: 
1967-77 
1978-88 

Real Yield (revenue per 
passenger mile) 

129.2 
123.5 
121.7 
117.3 
117.7 
114.3 
112.3 
116.2 
111.0 
110.1 
109.3 
100.0 
94.2 

104.9 
106.9 
95.9 
91.9 
91.8 
85.4 
77.5 
76.5 
78.4 

- 1 . 7 
- 2 . 4 

Real Fuel 
Pfices 

55.9 
54.1 
50.9 
47.0 
46.2 
46.3 
47.7 
82.1 
90.2 
92.5 
99.3 

100.0 
131.7 
180.1 
189.8 
168.6 
148.0 
135.7 
124.0 
140.7 

81.6 
74.9 

5.9 
- 2 . 8 

Fuel Adjusted 
Real Yields 

143.8 
138.0 
137.1 
133.4 
134.2 
130.3 
127.6 
120.9 
113.3 
111.9 
109.5 
100.0 
88.0 
90.0 
90.3 
84.0 
83.3 
84.9 
80.7 
79.1 
78.4 
81.4 

- 2 . 7 
- 2 . 0 

Source: Air Transport Association and author's calculations—see Appendix 

pricing by the airlines (see column 1 of table 21.1). This seems like an 
impressive achievement indeed, until it is compared with the historical rec
ord before deregulation, on the one hand, and the behavior of the crucially 
important price of jet fuel, on the other. This sobering comparison, which 
clearly shows the emptiness of the attempt to attribute the reduction in 
real fares since 1977-78 to deregulation, is displayed in table 21.1. 

In the first place, it should be noted that real yields fell in the period 
before deregulation as well. From 1967 to 1977, they fell at an annual 
average rate of 1.7 percent a year, compared with the post-deregulation 
(1978-88) rate of decline of 2.4 percent per year. On the surface, it ap
pears as if deregulation may have at best sped up the rate of decline; at
tributing the entire decline to deregulation ignores the preexisting down
ward trend. (Melvin Brenner has made this point for the eight years before 
and after deregulation.12 Another source13 points out that airfares have 
been declining at about the same rate for more than 40 years—a long-term 
trend preceding deregulation by several decades.) 

But even this more moderate claim of an accelerated rate of decline in 
prices after deregulation is put in doubt by the figures presented in column 
2 of table 21.1. Here we see that real yields (prices) fell in the 10-year 
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period before deregulation despite a doubling of the real cost of fuel, whereas 
the somewhat higher rate of decline after deregulation occurred in the con
text of a 25 percent decline in the real price of fuel. During the period as 
a whole, fuel constituted anywhere from 12 percent of costs in the early 
1960s to 30 percent after the second oil shock in 1979 and back down to 
15—16 percent in recent years, according to data from the Air Transport 
Association.14 Thus, between 12 and 30 percent (depending on the year) 
of the percentage change in real airfares that occurs during a given period 
has absolutely nothing to do with whether the industry is regulated or 
deregulated. 

The third column of table 21.1 accounts for fuel prices by taking out of 
the real yield series the changes that were solely attributable to changing 
real fuel prices (calculated for a given year as the product of the fuel share 
of all cash expenses in the previous year and the contemporaneous per
centage change in real fuel costs—see the appendix to this chapter for 
details). This shows that holding fuel prices constant, the real price of air 
travel fell more rapidly (an annual average percentage decline of 2.7 per
cent) in the period before deregulation than after deregulation (2.0 per
cent). Roughly, real yields would have fallen 1 percentage point more a 
year (17 percent of 5.9) had it not been for the average 5.9 percent in
crease in real fuel prices during the period from 1967 to 1977; real yields 
would have fallen 0.4 percent less per year (about 14 percent of 2.8) had 
it not been for a totally gratuitous 2.8 percent annual decline in real fuel 
prices during the 1978-88 period. 

The fuel-adjusted series dramatically shows what the person on the street 
senses about deregulation but what the unadjusted data obscure, namely 
the enormous front-loading of the gains from deregulation. From 1977 to 
1978 and from 1978 to 1979, fuel-adjusted real yields fell 10 and 12 per
cent respectively; it then took from 1979 to 1988 for fuel-adjusted real 
yields to fall another 10 percent—an annual average percentage decline of 
only 0.9 percent! The unadjusted data obscure this by making the first few 
years of deregulation, which coincided with the second oil shock, look 
worse than they were, whereas the latter part of the period, when real fuel 
prices plummeted, looks much better than it actually was. Note too, that 
from 1985 to 1988, fuel-adjusted real fares actually rose—the only three-
year period during 21 years when this was so. 

The apparent difference in the rate of decline of real revenues per pas
senger mile before and after deregulation was tested for statistical signifi
cance using regression techniques (see the appendix for detailed results). 
The unadjusted real yield series falls significantly faster after deregulation 
than before (at a continuously compounded annual rate of 3.1 percent 
from 1978 to 1988, compared with 1.5 percent from 1967 to 1977.)15 

The fuel-adjusted series, on the other hand, falls at a significantly faster 
rate before deregulation—at 2.7 percent from 1967 to 1977 versus 1.9 
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Figure 21.1 
Fuel-Adjusted Real Yields 1967-88 (Actual vs. Pre-deregulation Trend) 

Source: Air Transport Association and author's calculations 

percent from 1978 to 1988.16 Instead of falling twice as quickly after de
regulation—as the unadjusted numbers would suggest—real airline yields 
per passenger mile fell at a 30 percent slower rate after deregulation. 

The regressions also suggest that deregulation was responsible for a one
time reduction in fares on the order of 13 percent; as figure 21.1 shows, 
however, by 1988—due to the slower rate of decline of real fares—all the 
gains of this one-time shift had been dissipated. By 1988, that, is consum
ers were paying "net" prices (net of the effects of fuel) exactly equal to 
what they would have paid had pre-deregulation trends continued. By con
trast, figure 21.2 shows the pre-deregulation trend compared with actual 
when only "gross" prices—unadjusted for fuel cost changes—are exam
ined. Again this is dramatically misleading as an indicator of consumer 
gains—attributing to deregulation what is really a result of lower oil prices. 
The case for a gain for consumers from deregulation, based on the 28 
percent fall in unadjusted real yields since 1977, is entirely vacuous, to put 
it charitably. 

The industry's use of revenue per passenger mile as a measure of con
sumer prices also presents a significant methodological distortion. Con
sumers who in 1988 were paying, in real per passenger mile terms (net of 
fuel), exactly what they paid before deregulation were in general flying 
more miles to make the same trip after deregulation than before. Thus, a 
decline in revenue per passenger mile may represent only an increase in 
miles for making the same trip, with no reduction—or even an increase— 
in the actual price of the trip! 

Hub and spoking has significantly increased circuity in air travel, thereby 
lengthening the distance between origin and destination. Many (if not most) 
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Figure 21.2 
Real Yields, 1967-1988 (Actual vs. Pre-deregulation Trend) 

Source: Air Transport Association and author's calculations 

passengers who do not begin or end their trip in a hub airport have to fly 
more miles to get to their destination than before deregulation, with esti
mates of this effect ranging from 4 percent to 30 percent for the average 
trip.17 For example, the loss of pre-deregulation Boston—San Francisco 
nonstops means that some travelers in the market have no choice but to 
fly through a hub (through, for example, Minneapolis on Northwest, through 
Atlanta on Delta, through St. Louis on TWA, through Dallas on Ameri
can, through Chicago or Denver on United, and so on). As Robert Kuttner 
has noted, the pre-deregulation Boston—San Francisco passenger yield was 
for fewer miles (2,429 to be exact) than the post-deregulation Boston-
Dallas-San Francisco trip (which is 3,024 miles, or 24 percent more, and 
takes about four hours longer).18 In its frequent flyer magazine, American 
Airlines' CEO Robert Crandall used the Wichita-Dallas-LaGuardia ex
ample to show the benefits of hub-and-spoke operations. If it existed, a 
Wichita-LaGuardia nonstop would be 1277 miles. Routed through Dal
las, the trip consumes 1715 miles, or 34 percent more miles. Due to the 
greater circuity, then, consumers paid more in 1988 than they would have 
paid projecting the pre-deregulation trend—the same net price per passen
ger mile amounted to a higher charge to go from point A to point B. 
Quantitatively, this effect would mean that the price of a trip in 1988 
would be higher by some 4 to 30 percent—the range reflecting the wide 
range of estimates of increased circuity noted above. 

We have argued that the purported 28 percent fall in real yields that has 
occurred since deregulation would have occurred as well under regula
tion—given the same fall in real fuel prices as occurred under deregulation 
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and projecting the pre-deregulation trend behavior of real yields net of fuel 
costs. A widely cited study of deregulation by Steven Morrison and Clif
ford Winston of the Brookings Institution19 alleges that deregulation is 
responsible for a 30 percent real fare reduction, a reduction that we have 
argued cannot properly be attributed to deregulation. They claim, how
ever, to be doing a "counter-factual" analysis to come up with their esti
mate—asking what deregulation did to fares, holding all other factors con
stant. If they had in fact done so, their estimate would not be subject to 
the argument we have made here. However, as is argued in the appendix, 
their estimate does not hold all other factors constant. In particular it does 
not hold time constant—a crucial consideration in industries that become 
more efficient over time and in which a time trend proxies the secular gain 
in efficiency. The airline industry is such a progressive sector. 

Thus we claim that both the naive attribution of the actual reduction in 
real fares since 1977 to deregulation and the more sophisticated "counter-
factual" analysis of Morrison and Winston are misleading, that the aver
age real fare per mile was not lower in 1988 (and is estimated to be some 
2.6 percent higher in 1989) as a result of deregulation but that the real 
fare per trip was actually higher (perhaps by as much as 30 percent) due 
to the greater circuity attributable to hub and spoking, and that the vola
tility and associated transactions costs were higher as well. More recently, 
Morrison and Winston have employed the CAB's archaic Standard Indus
try Fare Level (SIFL) methodology to calculate what fares might be today 
if still regulated. The SIFL computes fares based on industry costs. But 
Morrison and Winston fail to account for the fact that with hubbing-and-
spoking, a practice that has proliferated under deregulation, industry costs 
have risen significantly. Moreover, the CAB changed its pricing method
ology periodically, and well might have abandoned SIFL by now. 

In addition, the good we were buying before deregulation is not the 
same good we buy today—it is significantly lower in quality along many 
dimensions, adding insult to injury. We are paying more for less, on aver
age, despite gains for some consumers, particularly pleasure travelers on 
long-haul routes between large cities. 

CROSS-SUBSIDIZATION AND PRICING DISCRIMINATION 

Before deregulation, there was some amount of cross-subsidization within 
the transportation industry. Although carriers were allowed to serve spec
ified lucrative routes, they were also required to serve less lucrative mar
kets in the geographic territory designated by their operating certificates. 
Carriers were expected to cross-subsidize losses or meager profits earned 
from serving small communities with healthier revenues earned from dense, 
lucrative markets and to provide just and reasonable rates to both. Dereg-
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Table 21.2 
Average Unadjusted Fares by FAA Hub Class 

Hub C l a s s 
Average 
1979 

$97.41 
$95.24 
$90.22 
$96.36 

$96.19 

Fare ($) 
1988 

$134.69 
$132.28 
$143.81 
$155.49 

$134.50 

Percent Change 
1979-1988 

+38.3% 
+38.9% 
+59.4% 
+61.4% 

+41.5% 

Large (27 cities) 
Medium (29 cities) 
Small (56 cities) 
Nonhub (362 cities)* 

Total 

•represents the number of cities still receiving service in 1988 

Source: Department of Transportation, Secretary's Task Force on Competition in the U.S. 
Domestic Airline Industry, February 1990, Pricing Section, 1: 53. 

ulation was designed to end this internal cross-subsidy on the grounds that 
such wealth redistribution created allocative inefficiency. 

Actually, cross-subsidization appears merely to have been reversed in 
direction, rather than eliminated. Under deregulation, carriers began to 
impose higher rates in their monopoly and oligopoly markets to cross-
subsidize the losses they incurred as a result of the intensive competitive 
battles they waged for market share in dense traffic lanes.20 For example, 
recently the airline rate from Dubuque to Chicago was $1 per seat mile, 
whereas the fare from New York to Los Angeles was 3.3# per seat mile.21 

In 1987, a round-trip coach ticket between International Falls, Minnesota 
and Minneapolis/St. Paul was 86tf per seat mile; between Washington, D.C, 
and Minneapolis/St. Paul, the fare was 27# per seat mile. The trip from 
Madison, Wisconsin, to St. Louis cost $225 one way, whereas a ticket 
from New York to Los Angeles via St. Louis was only $199.22 

Generally, fares in larger, more competitive markets have been lower 
than fares in smaller, less competitive markets. In a recently published study, 
the DOT analyzed average unadjusted fares over the 1979—88 period for 
each of the four hub-size class categories: large, medium, small, and non-
hub (see table 21.2).23 Average unadjusted fares in the small and nonhub 
categories have increased more than fares in the large and medium hub 
categories over the 1979—88 period. 

Further evidence from small community travelers attests to increased 
price discrimination. Senator Ernest Hollings (D-S.C), chairman of the Senate 
Commerce Committee, said it now costs him $510 to fly from Charleston, 
South Carolina, to Washington, D.C, compared with $120 in 1977.24 

Senator Larry Pressler (R-S.D.) said it costs $269 to fly from Aberdeen, 
South Dakota, to Rapid City, South Dakota, whereas a Washington—to— 
Los Angeles ticket can cost $239.25 Simply put, constituents from many 
smaller communities have not benefited from fare reductions during dereg
ulation.26 
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Table 21.3 
Airfare Changes under Deregulation 

Year Number of Fare Changes Net Price Changes 

1982 4,611,888 - 4 % 
1983 6,532,728 -2% 
1984 6,090,834 H-4% 
1985 10,624,574 -3% 
1986 20,255,405 - 7 % 
1987 49,369,278 + 2 % 
1988 48,241,972* + 7 % " 
'annualized 
"estimate 

Source: FORTUNE, Dec. 19, 1988, at 9. 

The complete disconnection of relative prices from relative costs is ap
parent in cases such as Delta's flights from Oakland to Salt Lake City 
versus Oakland to Phoenix. The latter flight stops in Salt Lake, Delta's 
hub, but costs much less than the former. Obviously, unless the leg from 
Salt Lake to Phoenix has negative costs, the lower unit costs of flying longer 
distances are not the explanation. The level of competition in the Oakland-
to-Phoenix market (comparatively high) versus Oakland to Salt Lake (low) 
is the explanation. (Unfortunately for Delta, they have not figured out a 
way to stop Salt Lake City-bound travelers from buying tickets to Phoe
nix and getting off in Salt Lake, throwing away the unused coupon.) 

Moreover, deregulation appears to have brought us a roller-coaster ride 
of high and low fares—fares that change on an hourly basis. This instabil
ity of the rate structure is reflected in table 21.3. Today, two travelers 
sitting next to one another on the same plane traveling on the same route 
can be paying dramatically different fares. For example, a round-trip coach 
seat between Boston and Dallas on short notice costs $1,020; a nonre-
fundable, 14-day advance purchase, Saturday-night stayover ticket costs 
$318.27 Fares change so often that when you buy your ticket (and how 
flexible your travel plans are) has become more important than where your 
ticket takes you. Thus, in the deregulated air travel market, prices for the 
same service can be unbelievably, and discriminatorily, different. 

The choice among a bewildering array of fares has undoubtedly made 
the acquisition of information for consumers more difficult and more costly. 
Transactions costs for both producers and consumers appear to have grown 
sharply under deregulation. And those (largest) airlines with control of 
computer reservations systems have been in the most advantageous posi
tion regarding these costs. 

THE EMERGING OLIGOPOLY 

The price benefits many consumers enjoyed under deregulation were a 
short-term phenomenon.28 As noted above, the trend of deregulation is an 
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oligopoly of megacarriers. Holding fuel prices constant, airfares fell sharply 
during the first several years of deregulation, a reflection of the downward 
pricing spiral of head-to-head, destructive competition. As carriers became 
adept at seizing monopoly market opportunities by merging (there were a 
rash of mergers in 1985—86) and creating hub dominance, and as weaker 
rivals dropped from the skies into bankruptcy, prices began to rise. 

In 1989, the General Accounting Office compared fares at 15 concen
trated hub airports—those where one or two airlines dominate the traffic— 
with fares at 38 unconcentrated airports and found average fares 27 per
cent higher at the concentrated hubs.29 Furthermore, the rate of fare in
crease at concentrated airports rose much faster from 1985 to 1988 than 
at unconcentrated airports.30 What this means is that monopoly power is 
manifesting itself at "fortress hub" airports in the form of higher fares for 
those passengers departing from or arriving at the hub. Travelers living in 
hub cities, who at one time were basking in the benefits of increased non
stop service, now find themselves at the mercy of a megacarrier and have 
little choice but to pay whatever is charged. 

The GAO study on airline concentration was at least partly corrobo
rated by the recently released DOT study on competition in the airline 
industry.31 This study found that the average fare per mile at the eight 
most concentrated hubs was 18.7 percent higher than at other airports (see 
figure 21.3). Thus, even the DOT has clearly acknowledged the relation
ship between hub concentration and higher fares for those passengers trav
eling from or to such cities. 

Since the beginning of 1988, coach fares in many markets have in
creased by more than 50 percent.32 Between September 1988 and February 
1989, the largest carriers announced four fare increases, with several more 
after Eastern's bankruptcy in March 1989.33 

The data on revenue per passenger mile for 1989 imply an estimated 
rise in inflation-adjusted yields of 2.4 percent for the year. At the same 
time, real fuel prices rose by 4.1 percent, and the fuel share of costs was 
about 14.5 percent. Thus, adjusting for fuel price increases still puts the 
increase in fuel-adjusted real yields at 1.8 percent34—an historical outlier 
(see figure 21.1). Since, as we saw above, real fares net of fuel trended 
downward before deregulation at 2.7 percent a year, and consumers in 
1988 paid the same real yield net-of-fuel that they would have paid had 
the pre-deregulation trend continued, it follows that in 1989 consumers 
are estimated to be paying roughly 2.6 percent more than they would be 
paying under the pre-deregulation trend per mile (and thus anywhere from 
10 to 36 percent more per trip, given the range of estimates for the effect 
of deregulation on circuity). 

Even without the estimated 1989 data, the effect of consolidation in the 
industry shows up in the behavior of the annual percentage change in fuel-
adjusted real yields before and after deregulation, graphed in figure 21.4. 



Figure 21.3 
Average Fare per Mile at Concentrated Hubs (Compared with Domestic Average) 

Source: Department of Transportation, Secretary's Task Force on Competition in the U.S. 
Domestic Airline Industry, February 1990, Executive Summary, p. 8. 
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Figure 21.4 
Percent Change in Real Fuel-Adjusted Fare, 1967-1988 

Source: Air Transport Association and author's calculations 

Before deregulation, real yields were decelerating slightly (but not signifi
cantly). Deregulation—after a one-time drop in the rate of change—has 
imparted a significant upward trend on the series, with the percentage in
crease in yields going up by 0.84 percent after deregulation, instead of 
falling by 0.13 percent, as was true before deregulation.35 

QUALITY DISINTEGRATION: TICKET RESTRICTION 
AND DELAYS 

It is widely recognized that the average fare reductions we have seen 
during deregulation are a reflection not of lower unrestricted first-class or 
coach fares but of the enormous increase in discounting (from 48.2 percent 
of revenue passenger miles in 1979 to 91 percent in 1988).36 But the dis
count fare category differs (lower-quality) in many respects from the un-
discounted version—due to various time restrictions, advance-purchase re
quirements, nonrefundability, etc. If instead of looking at the average fare 
paid regardless of quality, one treated each fare category as a different 
good—which goes too far in the other direction but is instructive nonethe
less—the behavior of fares appears dramatically worse under deregulation. 
Indeed, full fares have risen 156 percent since 1978, more than double the 
rate of growth of the Consumer Price Index. As Melvin Brenner has noted, 
"Getting a 50 percent discount is no bargain, when it's calculated from a 
list price that was first raised 200 percent or more."37 

The Bureau of Labor Statistics (BLS), in the air transport component of 
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Figure 21.5 
Real Airfares, 1967-1988 

Source: Bureau of Labor Statistics. 

the Consumer Price Index (CPI), prices a fixed bundle of fares in different 
fare categories—first-class, discount first-class, coach and discount coach— 
to construct an index of air fares.38 Figures 21.5 and 21.6 show the be
havior of this index over the period 1 9 6 7 - 8 8 after adjusting for inflation 

a nd—f o r figure 21.6 only—changes in real fuel prices. The index rises dra
matically after deregulation in both cases. Before deregulation, this index 
of airfares was either flat or falling, depending on whether the measure is 
adjusted for fuel price changes. In either case, however, real fares rose 
some 50 percent after deregulation. Given that the mix of discounted ver-

Figure 21.6 
Fuel-Adjusted Real Airfares, 1967- 1988 

Source: Bureau of Labor Statistics. 
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sus undiscounted traffic has remained roughly flat (at 90 percent) in recent 
years,39 the post-deregulation behavior of this mix-held-constant measure 
of airfares does not augur well for consumers in the future. 

Thus, the changing mix of air travel toward discounted fare categories 
entails some deterioration in quality. But perhaps more important is the 
increase in delays and schedule uncertainty that pertain to flying—in any 
category—in the brave new world of deregulation. The opportunity cost 
of air travel—the time we lose stranded at airports, imprisoned in aircraft, 
or routed through circuitous hub connections—seems to have increased 
substantially under deregulation. 

The widely acclaimed Brookings Institution study on airline deregula
tion by Steven Morrison and Clifford Winston alleged that consumers save 
$6 billion annually as a result of deregulation, a sum composed of fare 
discounts and opportunity cost savings realized as a result of "improved 
service convenience [to business travelers] attributable to the accelerated 
development of hub-and-spoke operations and to frequency improvements 
in low-density markets."40 Of the $6 billion, approximately $4 billion is 
attributable to opportunity cost savings while the remaining $2 billion comes 
from savings in fares.41 (We have already seen reason to doubt that con
sumers have saved anything, let alone $2 billion, from lower fares.) The 
overall import of the study was that airline service had not declined since 
deregulation began but, because of additional frequencies, had actually im
proved. Ostensibly, business travelers save time because they have more 
frequencies from which to choose. It is fair to say that most business trav
elers, if polled, would find such an assumption implausible. 

By focusing on the number of flights in larger markets as the dominant 
measure of airline service, the Brookings study appears to have missed 
what most real-world flyers see. Whatever the improvements in the rate 
structure since deregulation, the consensus of most of what is written about 
airlines in this environment is that service has declined significantly. Al
though consistently measured data on delays over a long time period are 
not available, the epidemic of delays that pervades the airline industry seems 
actually to have imposed significant opportunity costs, not benefits. 

Other sources maintain that the United States has suffered billions of 
dollars in opportunity costs as a result of air travel delays. Travel delays 
in 1986 alone cost airlines $1.8 billion in extra operating expenses and 
cost consumers $3.2 billion in lost time.42 Travelers at 17 of our nation's 
most congested airports collectively lose more than 20,000 hours per year.43 

Because of the undependability of airline schedules,many business travelers 
find they must arrive in a city the evening before a business meeting in 
order to be sure they will be at the meeting.44 Moreover, the delays expe
rienced at congested airports constitute the other side of the coin of the 
frequency improvements in thin markets noted by Morrison and Winston; 
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both result, arguably, from the same phenomenon—the move to hub and 
spoking. As Brenner notes: 

The very increase in hub-and-spoke frequencies which played so large a part in the 
study's calculation has been an important contributor to the congestion and delays 
which by 1987 had become a matter of widespread concern. While reducing the 
time interval between published departure times, the increased hub-and-spoke fre
quencies have increased the actual delay time at the gate, and in runway queues— 
a form of lost time that is especially costly to business traveler productivity.45 

In 1988, many airlines amended their schedules to incorporate antici
pated delays. Initially, this brought an "improvement" in on-time perfor
mance by airlines, as measured by the FAA (which counts only nonme-
chanical delays of more than 15 minutes). Despite creative-accounting 
methodology, delay figures in late 1988 were significantly higher than the 
year before.46 Moreover, delays for the first nine months of 1989 were 22 
percent higher than in the same period the preceding year.47 

Note too that, even accounting for lost time, for which there is some 
equivalent dollar measure, we do not take into account the other, less 
measurable costs to society of deregulation. The aggravation and anxiety 
many travelers suffer because of delays, congestion, and a narrower mar
gin of safety cannot easily be calculated. The Brookings study in fact ex
plicitly omitted the psychic costs to the actual business traveler; the au
thors' measure encompasses only the monetary "savings" to the businesses 
that employ the increasingly harried travelers48 (see chapter 23 for more 
on the Brookings study). 

In the 1990s, the principal opportunities for low prices will be for dis
cretionary travelers on long-haul (greater than 1000 miles), one-stop flights 
(via hubs) between large cities at off-peak times.49 But the average air pas
senger in 1989 is paying roughly 2.6 percent more per mile than he or she 
would have paid without deregulation, and the differential is growing. We 
are flying more miles than we would have flown before deregulation; we 
are flying in fare categories with more restrictions; and we seem to be 
experiencing more actual delays. In short, we are paying more and enjoy
ing it less. In addition, as the next chapter argues, service has deteriorated 
along many dimensions. 

APPENDIX 

Data, Methods, and a Note on Morrison and Winston's50 

"Counter-factual" Analysis of the Effects of Airline 
Deregulation on Fares 

Annual data on nominal yields (revenue per passenger mile) came from the Air 
Transport Association. The annual average value of the Consumer Price Index (all 
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items) was used as a deflator to construct an index of real yields. Annual average 
fuel costs and the share of fuel in all expenses came from the Air Transport Asso
ciation's Airline Cost Index for the years from 1970 on. For the earlier years in
cluded in the analysis (1967—69), both fuel costs and the fuel share of expenses 
were estimated, as noted below, since these data were generally unavailable. Real 
fuel costs were constructed using the CPI as a deflator. 

The fuel-adjusted real yield was constructed as follows. Starting from an arbi
trary level at the beginning of the period, the percentage change in the index in 
each year is computed as the difference between the percentage change in the un
adjusted real yield, on the one hand, and the product of the percentage change in 
real fuel prices and the fuel share of costs in the previous year (and thus at the 
beginning of the current year), on the other. For example, if for some year real 
yields rose 10 percent, real fuel costs rose 20 percent, and fuel costs in the prior 
year were 20 percent of costs, then the calculation of the percentage change in 
fuel-adjusted real yields would be: 10 —.2(20) = 6 percent. The reported trend dif
ferences before and after deregulation were obtained by regressing the natural log
arithm of unadjusted and fuel-adjusted real yields, in turn, on time (with 1967 = 0), 
a time/deregulation dummy to capture any change in trend after deregulation and 
a deregulation dummy to capture any one-time shift after deregulation. The first 
two columns of table 21.A1 present these results. 

The coefficient on time gives the estimated trend rate of increase in real yields 
before 1978. The sum of the coefficients on time and DTime gives the estimated 
trend rate of increase in real yields after 1978. Thus a statistically significant coef
ficient on DTime indicates a statistically significant difference in the trend before 
and after deregulation. In column 1, with the unadjusted real yield as the depen
dent variable, the trend rate of increase is significantly lower (a bigger rate of 
decay) after as compared with before deregulation. As column 2 shows, however, 
the fuel-adjusted real yield grew significantly faster (a slower decay rate) after de
regulation. The estimated one-time percentage shift in real yields for which dereg
ulation is responsible can be computed as the antilogarithm of the difference be
tween the absolute value of the coefficient on Dint, on the one hand, and the 
product of 11 (the value of Time in 1978) and the coefficient of DTime, on the 
other. For the fuel-adjusted real yield, this computation yields 12.8 percent as the 
one-time decline in yield due to deregulation. 

Fuel costs for the years 1967-69 were predicted by kerosene prices, based on 
the regression of fuel costs on kerosene prices (obtained from the Bureau of Labor 
Statistics, Producer Price Index) in those years (1970 and after) when both vari
ables were available. The estimate of the fuel share of expenses in 1967-69 was 
based on the regression of fuel share on the natural logarithm of real fuel costs for 
1970 and after. Finally, for computing the estimated real yield in 1989, only year-
to-date data on the yield for domestic services were available (from the Air Trans
port Association). The estimate for the yield on all services was made using the 
predicted value based on the regression of the yield for all services on the yield for 
domestic service alone in the years (1978 and after) when both were available. In 
each case, the variables used to make the estimate were highly correlated with the 
variable to be estimated (R2 in the regression of fuel costs on kerosene prices was 
.998; for the regression of fuel share of expenses on real fuel costs, R2 was .960; 
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Table 21.A1 
Regression Results 

Dependent Variable 

(D (2) (3) (4) 

Percentage 
Ln. of Fuel- Change in 

Ln. of Real Adjusted Ln. of Real Fuel-Adj. Real 
Yield Real Yield Yield Yield 

Coefficient on: 

Time 

DTime* 

Dint** 

Ln. Real Fuel 

Ln. Real Labor 

R2 

Time Period 

D.F. 

- . 0 1 4 9 
(.0043) 

- . 0 1 6 5 
(.0060) 

.1772 
(.0740) 

— 

.9300 

1967-88 

18 

- . 0 2 7 5 
(.0029) 

.0085 
(.0040) 

- . 2 2 9 8 
(.0496) 

— 

.9839 

1967-88 

18 

- . 0 3 5 5 
(.0121) 

.0153 
(.0164) 

.24474 
(.1887) 
.1620 

(.0368) 

.1319 
(.3373) 

.9647 

1970-88 

13 

- . 1 3 1 4 
(.3863) 

.9701 
(.5110) 

-14 .0162 
(5.9598) 

— 

.2737 

1968-88 

17 

(Standard errors in parentheses) 

* DTime takes on the value of time in 1978 and after, and 0 for 
prior years. 

** Dint takes on the value of unity in 1978 and after, and 0 for 
prior years. 

and for the regression of the yield on all service on the domestic yield only, R2 

.989). 
The third column of table 21.Al reports the results of a regression that would 

appear to throw some doubt on the methodology employed by Morrison and Win
ston in their study of the effects of airline deregulation, in which they claim that 
deregulation was responsible for "an overall reduction in fares of nearly 30 per
cent."51 This estimate is based on a "counter-factual" methodology in which they 
ask what fares would have been in 1977 if deregulation had been in effect then 
and compare the result to actual fares in 1977. The estimate of what fares would 
have been in 1977 under deregulation is based on the relationship between input 
costs—chiefly fuel and labor—and revenues per passenger in the period 1980-82 
for major carriers. The regression of fares on input costs for this period allows 
them to predict 1977 deregulated fares based on 1977 input costs. 
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This method is highly problematic once the secular downward trend in real yields— 
even holding input costs constant—is appreciated. The third column of table 21.Al 
illustrates this trend. Even holding real labor and fuel costs constant, real yields 
fell by 3.5 percent per year, indicating a secular increase in productivity before 
deregulation, which if anything, has been adversely affected by deregulation (the 
coefficient on DTime is positive but not statistically significant). 

Given such a secular trend, a substantial part of the difference between Morrison 
and Winston's "1977 deregulated yield" and the actual yield simply reflects the 
passage of time and the correlated productivity improvements between 1977 and 
1981-82, when Morrison and Winston estimated their fare-cost relationship. This 
trend has nothing to do with deregulation or whether anything was slowed down 
by deregulation. Half of the effect they find (14 of 28 percent—they round up the 
latter to 30) might well be spurious for this reason. 

Second, if disaggregated data were to confirm the lower rate of productivity 
improvement (lower rate of price decline, holding costs constant) after deregula
tion, which is weakly supported in the aggregate annual data used for the regres
sion reported above, then Morrison and Winston would be telling us only about a 
one-time shift, which would eventually be dissipated. In fact, coincidentally, the 14 
percent shift that their results, properly interpreted, can attribute to deregulation 
is almost identical to the one-time shift (12.8 percent) that our descriptive trend 
analysis finds in the data. Thus, our conclusion that consumers paid in 1988 what 
they would have paid without deregulation—and actually paid 2.6 percent more 
in 1989—is not inconsistent with Morrison and Winston's finding of a 30 percent 
fare reduction, using their faulty methodology. Before their estimates of "gains" to 
consumers in form of lower fares can be taken seriously, it behooves the authors 
to use a method that allows for the trend decline in fares, holding costs constant, 
a trend that the industry, deregulated or not, has historically exhibited. 
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SERVICE 

The concept of service has numerous dimensions. Air service can be mea
sured in a strictly quantitative sense, such as the number and type of flight 
departures per city over a given time period or the number of flight delays 
over time. Service can also be assessed more qualitatively, by focusing on 
its more intangible elements such as convenience, comfort, reliability, and 
consumer satisfaction. 

In this chapter, we will evaluate both the quantitative and qualitative 
aspects of service. We will first examine changes in the frequency and type 
of air service for both large and small communities. Next, we review the 
question of delays and on-time performance in the air transportation sys
tem as a whole. Finally, other, more qualitative aspects of service will be 
addressed. 

SERVICE FREQUENCY 

Under regulation, trunk and local-service air carriers were required to 
possess CAB certificates of "public convenience and necessity" for every 
route they served. The CAB generally awarded routes to carriers so as to 
divide markets into systems.1 Airlines were awarded mixtures of higher-
and lower-density routes to allow for cross-subsidization of the less prof
itable routes with profits earned from more lucrative markets.2 Because of 
the need for beyond-segment passenger flow to increase load factors on 
nonstop flights, what emerged were patterns of predominantly linear route 
structures.3 

With deregulation, the CAB lost the authority to award routes, so that 
now all carriers that are "fit, willing, and able" are allowed to serve any 
domestic route.4 Airlines adapted to the new environment by developing 
hub-and-spoke route structures in order to (1) accommodate larger vol-
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Table 22.1 
Locations of Airline Hub Facilities and Traffic Growth 

Aircraft Departures, 1980-87 
Hub Cities 

Atlanta 
Baltimore 
Charlotte 
Chicago 
Cincinnati 
Dallas 
Dayton 
Denver 
Detroit 
Houston 
Memphis 
Minneapolis 
Nashville 
Newark 
Pittsburgh 
Raleigh-Durham 
St. Louis 
Salt Lake C 
Syracuse 
Washington, 

ity 

D.C. 

Airlines 

Delta, Texas Air 
USAir Group 
USAir Group 
United, American 
Delta 
American, Delta 
USAir Group 
United, Texas Air 
Northwest 
Southwest, Texas 
Northwest 
Northwest 
American 
Texas Air 
USAir Group 
American 
TWA 
Delta 
USAir 
United 

Absolute Chancre 

+15,049 
+28,673 
+61,228 
+87,442 
+32,416 
+67,952 
+18,433 
+43,091 
+47,585 

Air +57,200 
+51,455 
+32,325 
+28,156 
+79,713 
+23,950 
+26,731 
+37,582 
+31,860 
+19,497 
+67,247 

% Change 

+ 5.64 
+ 80.98 
+189.71 
+ 30.32 
+111.82 
+ 34.20 
+ 92.45 
+ 27.25 
+ 53.21 
+ 55.54 
+ 92.15 
+ 41.54 
+ 99.44 
+140.27 
+ 24.97 
+132.05 
+ 37.33 
+ 75.04 
+101.49 
+ 56.41 

Sources: GAO, "Air Fares and Service at Concentrated Airports," June 1989; Brenner, 16 
Transp. L. J. 190 (1988); FAA, "Airport Activity Statistics," 1987, 1980. 

umes of traffic from an increased number of city-pairs, (2) avoid destruc
tive competition, and (3) establish market power opportunities. 

Hub systems have a multiplier effect on the number of origins and des
tinations a carrier serves. Each major airline developed hub facilities at 
strategic points in its air service networks so that passengers from many 
origins could be funneled into a hub and then flown out to their desired 
destinations. Thus, those cities with hub operations became centers of very 
high concentrations of passenger traffic and flight frequencies (see table 
22.1). 

In particular, cities such as Chicago, Newark, Dallas, and Washington, 
D.C, had the largest absolute increases in flight frequencies among all 
cities from 1980 to 1987. The largest percentage increases over the same 
time period were for cities such as Charlotte, Newark, Raleigh, and Cin
cinnati. The increased number of flights arriving at and departing from the 
major hub cities has been a mixed blessing for people who reside in these 
places. On the positive side, the increased number of flight departures has 
meant more frequent nonstop service from hubs to more different desti
nations—a direct improvement in hub accessibility. For travelers living in 
cities such as Atlanta, Chicago, and Dallas, there are now more air travel 
options from which to choose. The cities themselves have benefited from 
increases in business activity attributable to the availability of frequent and 
extensive air service. 

However, the increased traffic coming through the hub airports has con-
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Table 22.2 
Changes in Frequency of Air Service by Size Classification, June 1978-June 1987 

Size 

Class 
Large 
Medium 
Small 
Nonhub 

Total 

Flights/Week 

1978 
63,484 
19,731 
13,256 
29,543 

126,014 

1987 
103,063 
30,712 
18,806 
29,271 

181,852 

Percent 

Change 
+ 62.3% 
+ 55.7% 
+41.9% 
- 0.9% 

+44 .3% 

Seats/Week (000) 
1978 

7,104 
1,953 
1,112 
1,175 

11,344 

1987 

12,132 
3,031 
1,405 

971 

17,539 

Percent 
Change 

+ 70.8% 
+ 55.2% 
+ 26.3% 
- 1 7 . 4 % 

+ 54.6% 

Source: Brenner, 16 Transp. L. J. 211 (1988). 

tributed to severe problems of congestion and delays. Some of the benefits 
of increased frequency of service have been offset by the increases in de
lays. Furthermore, as these hub airports became more firmly dominated by 
one or two airlines, the fares for travelers originating at or destined to a 
hub have increased significantly.5 

Other problems related to the huge increases in traffic to the major hub 
airports include the increased noise pollution around the airports. With 
more flights arriving and departing around the clock, nearby residents have 
been bombarded by noise. Increased pressure for limiting use and/or ex
panding capacity at the most heavily utilized airports has been exerted. 
The nature of hub-and-spoke systems creates a situation of very high peaks 
of demand at certain times at only a few concentrated places across the 
country. The demand for certain "slots" at the most heavily congested 
airports has become intense. At four of the nation's busiest airports (Chi
cago O'Hare, Washington National, and New York's Kennedy and La-
Guardia), the FAA has had to limit use at peak hours of demand by con
straining the number of landing and takeoff slots while turning a partially 
deaf ear to pleas for building more infrastructure capacity. 

Along with the hubs, larger and intermediate-size cities have generally 
experienced higher volumes of service frequency since deregulation began. 
Under the FAA size-classification scheme,6 the large and medium-size hubs 
have had more substantial increases in the number of weekly departures 
and weekly seats than either the small or nonhub classes from 1978 through 
1987 (see table 22.2). 

Also noteworthy is the increase in enplaned passengers during the dere-
gulatory period. Mirroring trends in service frequency, passenger enplane-
ments for the major hub cities have exhibited skyrocketing growth, much 
of it due to the increased number of connecting passengers these airports 
now are handling (see table 22.3). Overall, passenger totals have increased 
substantially, with most of the growth occurring in the large hub category. 
Both the medium and the small hub groups also experienced healthy pas
senger growth, but the nonhubs showed little, if any, increase in passenger 
enplanements (see table 22.4). 

Why has the number of passenger enplanements increased so much? One 
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Table 22.3 
Locations of Airline Hub Facilities and Passenger Growth 

Enplaned Passengers. 1980-87 
Hub Cities 

Atlanta 
Baltimore 
Charlotte 
Chicago 
Cincinnati 
Dallas 
Dayton 
Denver 
Detroit 
Houston 
Memphis 
Minneapolis 
Nashville 
Newark 
Pittsburgh 
Raleigh-Durham 
St. Louis 
Salt Lake City 
Syracuse 
Washington, D.C. 

Airlines 

Delta, Texas 
USAir Group 
USAir Group 

Air 

United, American 
Delta 
American, Delta 
USAir Group 
United, Texas 
Northwest 

Air 

Southwest, Texas . 
Northwest 
Northwest 
American 
Texas Air 
USAir Group 
American 
TWA 
Delta 
USAir 
United 

Absolute Change 

+2,655, 
+2,357, 
+4,540, 
+9,253, 
+1,872, 
+9,564, 
+1,277, 
+5,977, 
+4,203, 

Air +4,052, 
+2,874, 
+3,925, 
+1,865, 
+7,082, 
+2,774, 
+1,450, 
+4,407, 
+2,731, 
+ 705, 
+4,273, 

r320 
r286 
,317 
,425 
r984 
r977 
,512 
,798 
r738 
,166 
,317 
,507 
r149 
,930 
,356 
,204 
,759 
,889 
,315 
,958 

% Change 

+ 13.28 
+142.65 
+306.62 
+ 47.65 
+134.59 
+ 74.87 
+143.70 
+ 62.17 
+ 83.23 
+ 59.53 
+133.77 
+ 89.53 
+166.22 
+168.40 
+ 51.55 
+167.46 
+ 82.86 
+136.82 
+ 88.80 
+ 55.10 

Sources: GAO, "Air Fares and Service at Concentrated Airports," June 1989; Brenner, 16 
Transp. L. J. 190 (1988); FAA, "Airport Activity Statistics," 1987, 1980. 

immediate answer is that the rise in airline passengers is part of a long-

term trend that extends throughout the history of aviation. With or with

out deregulation, the number of passengers flying would have increased 

substantially simply on the basis of these long-term trends. 

Nonetheless, the "fare wars" of the early 1980s undoubtedly con

tributed to increased passenger demand for air travel. But as we have al

ready seen, these intense fare wars were a fleeting phenomenon, as the 

industry has once again become highly concentrated and fares are trending 

sharply upward. Still, the positive public relations image of the early fare 

wars period has contributed to a continuing large air passenger demand. 

Also contributing to that demand is the increasing absence of practical 

Table 22.4 
Changes in Number of Enplaned Passengers by Size Classification, 1980-1987 

Size 
Class 

Large 
Medium 
Small 
Nonhub 

Total 

Enplaned 
1980 

197,679,376 
51,664,627 
23,393,324 
9,339,408 

282,076,735 

Passengers 
1987 

316,041, 
70,646, 
30,300, 
9,806, 

426,794, 

,613 
,403 
,694 
,176 

,886 

Absolute 
Change 

+118,362,237 
+ 18,981,776 
+ 6,907,370 
+ 466,768 

+144,718,151 

Percent 
Change 

+59.88 
+36.74 
+29.53 
+ 5.00 

+51.30 

Source: FAA, "Airport Activity Statistics," 1987, 1980. 
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alternatives. Both passenger rail and bus transportation have continued 
their declines in intercity service and have not been strong competitors for 
the airline industry. The United States is the only G-7 industrialized nation 
without a high-speed rail alternative. Finally, a large segment of the U.S. 
population—the "baby boom" generation—has been entering those afflu
ent age categories where the propensity to travel begins to increase. This 
is true for both business trips and vacation trips as increasing disposable 
incomes generally suggest a greater likelihood of increased air travel. 

Moreover, although the overall number of passenger boardings has grown 
since 1978, it grew every year after 1938 when economic regulation was 
first imposed. In fact, the percentage of growth was slower in the 1978-
87 decade than in any other previous decade.7 

Before deregulation, one of the chief concerns of the proposed legisla
tion was the expected impact on service to small communities. Many ob
servers feared that free exit might result in a total loss of service to many 
small towns. The CAB had protected small-town service in the past by the 
use of subsidies under Section 406 of the Federal Aviation Act and through 
stringent exit requirements.8 

To appease these apprehensions, the Airline Deregulation Act included 
Section 419, providing for 10 years of guaranteed Essential Air Service 
(EAS)9 to all communities on the 1978 certificated route network. The 
ADA's policy statement specifies that it is the purpose of the new legisla
tion to maintain "a comprehensive and convenient system of continuous 
scheduled airline service for small communities and isolated areas . . . 
with direct Federal assistance where appropriate."10 

Before the promulgation of Section 419, many proponents of deregula
tion had discounted the likelihood that it would lead to any significant 
service reductions for small communities. It was predicted that if a large 
trunk carrier pulled out, a smaller commuter or local-service carrier would 
fill the void, in most cases without a subsidy.11 Thus, it was maintained 
that small communities had little to fear from deregulation. 

Constituents from small communities were more skeptical. Even though 
the CAB had the authority to prohibit those service abandonments it deemed 
inconsistent with the public interest, between 1960 and 1975 it had ap
proved the abandonment of 173 communities (or an average of 9.6 per 
year).12 Without CAB oversight, many feared an even greater acceleration 
in abandonments. 

In the first year of deregulation, 70 of the communities that were receiv
ing service lost all of it13 while 260 cities suffered some deterioration in 
air service.14 In the first two years of deregulation, more than 100 com
munities lost all scheduled service.15 So, whereas abandonments averaged 
9.6 per year before deregulation, they soared to more than 50 per year 
during deregulation's first two years. 

More recent statistics express similar trends. Although the rate at which 
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abandonments are occurring appears to have slowed, they continue to re
sult in reductions of more than 10 communities per year, further shrinking 
the air service network. Of the 514 nonhub communities receiving air ser
vice in 1978, by 1987, 312 (60.7%) had experienced declines in flight 
frequency; 143 (27.8%) had lost all service, and only 32 (6.2%) enjoyed 
the initiation of new service.16 In terms of both flight departures and seat
ing capacities, nonhubs have experienced an absolute decline (see table 
22.2). These results tend to suggest that optimistic expectations for contin
ued small-community service under deregulation have not materialized. 

However, Alfred Kahn insists that small communities have not suffered 
under deregulation. He points out that not a single community receiving 
certificated service in 1978 has completely lost all service.17 True, the Es
sential Air Service program has assured subsidies to these points, although 
the Department of Transportation recently announced its intention to drop 
a number of these cities from the EAS program.18 But in fact, the existence 
of the subsidies itself mercifully dulls the impact of deregulation, which 
would likely deprive most of these communities of all service. 

Furthermore, cities not previously certificated were ineligible for the sub
sidies. The program may have hastened abandonment of the small towns 
served only by the noncertificated commuter airlines because as the large 
carriers left the certificated small cities for denser markets, the commuter 
airlines shifted their operations to take advantage of the new subsidies, 
exiting towns not eligible for them. 

Other proponents of deregulation, when assessing its impact on smaller 
communities, tend to emphasize the increased number of departures many 
have enjoyed.19 As a group, nonhub communities had experienced a 9.3 
percent increase in the number of departures per week from June 1978 to 
June 1984.20 Much of that increase resulted from the replacement of larger-
capacity jet aircraft by more frequent, but smaller, commuter aircraft.21 

Since 1984, the number of nonhub departures per week has returned to 
pre-deregulation levels, but the mix now favors commuter aircraft to an 
even larger extent.22 

The shift to commuter aircraft represents a substantial reduction in ser
vice quality. The smaller, unpressurized aircraft flown by commuter and 
local-service carriers are considered to be less comfortable by most passen
gers. They are also less safe.23 Depending on how it is measured, com
muter airlines have a safety record of between 3 and 37 times worse than 
established jet airlines.24 Passengers also appear to be less satisfied with 
the service schedules and flight delays of commuter airlines.25 Service in 
small communities is also highly unstable, as carriers drop into bank
ruptcy, with service suspended until a replacement carrier can be found.26 

Small towns lie remotely scattered under the dark and cloudy skies of 
deregulation, where not enough sunlight falls to give passengers a glimpse 
of the super-saver discounts prevalent in major markets.27 With the airline 
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industry becoming an oligopoly, passengers in small towns find their ser
vice reduced to a single airline, providing circuitous connections out of a 
major hub and charging whatever the market will bear.28 

Even the deregulation proponent Thomas Gale Moore admits that 40 
percent of small communities have suffered both a loss of air service and 
a disproportionate increase in ticket prices since deregulation began.29 

Similarly, Professor Abdussalam Addus has observed, "As a result of air
line deregulation . . . fares for traveling between small points have in
creased rapidly; and commuter air carrier fares are reported to be partic
ularly high in most cases."30 Assessing the quantitative and qualitative 
impacts, observers have noted that "smaller communities are receiving 
markedly worse air service than existed prior to deregulation."31 J. Mol
loy, Jr., has flatly stated, "The average smaller community in the U.S. air 
transport system has generally had the worst of all worlds since airline 
deregulation."32 

The loss of service has an unhealthy ripple effect throughout the econ
omy of each of these communities. As one commentator has noted, "Be
sides increasing transportation costs for companies already doing business 
in many small communities, the impact of deregulation is decreasing the 
attractiveness of locating new businesses in these communities."33 A sur
vey of executives of the 500 largest American corporations reveals that 80 
percent would not locate in an area that did not have reasonably available 
scheduled airline service.34 

A decade has elapsed since the federal government launched its grand 
experiment in transportation deregulation. The outlines of a consistent trend 
are becoming visible in all deregulated transport modes—airlines, rail
roads, trucking, and bus companies. Although deregulation has created a 
class of beneficiaries, consumers in small towns and rural communities are 
not among them. Today, they pay higher prices for poorer service.35 

ON-TIME PERFORMANCE 

Another dimension of air service that is more directly quantifiable is on-
time performance. Before 1978, the Civil Aeronautics Board collected data 
on airline delays. With deregulation, the airlines were exempted from sub
mitting delay data. This situation continued until September 1987, when 
the Department of Transportation, in response to an unprecedented num
ber of consumer complaints about delays, required that airlines once again 
make public their on-time performance records. 

Before regulation, on-time performance was not a major issue, since pas
sengers generally expected and received reasonably punctual air service. 
Under deregulation, the airlines have almost universally adopted hub-and-
spoke route structures, making congestion and delays inevitable, especially 
at the largest hub airports. 
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The very nature of hub-and-spoke systems requires that airlines concen
trate as many incoming and outgoing flights in as narrow a window of 
time and space as possible in order to maximize the total number of city-
pair combinations that can be effectively served through a hub airport. 
Before the DOT required publication of delay statistics, carriers also had 
an incentive to engage in unrealistic scheduling of the shortest possible 
origin and destination times so as to include their flights on the first page 
of the computer reservations system (CRS) screen display, where most flights 
are sold by travel agents. Hence, clustering of arrivals and departures may 
bear no correlation to an airport's or air traffic control system's capacity 
to handle them. 

Because each airline independently schedules these hub-and-spoke flights, 
even the largest airports have been overtaxed. For example, in 1987, at 
Atlanta's Hartsfield Airport, the 9:00 A.M. crunch was illustrated by the 
airlines' scheduling of 32 arrivals in 15 minutes, whereas the optimum 
capacity was 21 arrivals in 15 minutes.36 As a result of such saturation, 
delays occur and ripple throughout the entire national system of air trans
port and are exacerbated by inclement weather. 

Delays have been rising since the beginning of deregulation, but some of 
the most recent years have been the worst. Delays in 1986 increased by 25 
percent over 1985 at the nation's large hub airports and increased another 
13 percent in 1987.37 The traveling public tolerated delays through the 
early years of deregulation, perhaps accepting some degree of trade-off 
between service quality and lower fares. By 1987, however, the situation 
had grown so intolerable that a consumer backlash occurred, exemplified 
by an unprecedented number of complaints.38 

In response to growing public disenchantment with the airlines' on-time 
performance, and an angry Congress poised to promulgate a legislative 
solution, the DOT in late 1987 began requiring airlines to disclose their 
on-time performance records so that consumers could begin to choose among 
airlines on that basis. The DOT stated: 

A flight is counted as "on time" if it is operated less than 15 minutes after the 
scheduled time shown in the carriers' Computerized Reservation Systems. . . . Be
cause of our concern that our rule not penalize carriers for conscientious safety 
practices, a delay is not reported to DOT if it results from a mechanical problem 
that is required to be reported to the Federal Aviation Administration.39 

Despite these stated criteria, confusion and misunderstandings persist 
about how delays actually are recorded and classified. For instance, it is 
unclear whether the clock starts when the airplane leaves the gate or when 
it actually takes off. Likewise, there is ambiguity about when a flight ac
tually arrives. Not all airlines report their delays in exactly the same way, 
so that consumers still have to be wary of footnotes and asterisks.40 
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Table 22.5 
On-Time Arrival Performances of Airlines and Airports, 1987-1988* 

Carriers 
Alaska 
American 
America West 
Continental 
Delta 
Eastern 
Northwest 
Pacific SW 
Pan American 
Piedmont 
Southwest 
TWA 
United 
US Air 
Total 

Airports 
Atlanta 
Boston 
Charlotte 
Wash.-National 
Denver 
Dallas 
Detroit 
Newark 
Hous.-Intercont. 
New York-JFK 
Las Vegas 
Los Angeles 
NY-LaGuardia 
Orlando 
Memphis 
Miami 
Minn./St. Paul 
Chicago-O'Hare 
Philadelphia 
Phoenix 
Pittsburgh 
San Diego 
Seattle 
San Francisco 
Salt Lake City 
St. Louis 
Tampa 

SEF 

% 
79 
84 
73 
81 
72 
80 
69 
70 
74 
80 
82 
78 
79 
67 
77 

82 
69 
85 
74 
81 
84 
69 
76 
80 
68 
76 
70 
75 
74 
78 
74 
74 
80 
68 
72 
67 
71 
76 
65 
81 
82 
76 

8 
5 
4 
1 
3 
4 
0 
5 
3 
3 
4 
4 
2 
4 
1 

4 
5 
1 
1 
9 
5 
3 
2 
6 
8 
7 
4 
1 
0 
4 
1 
8 
9 
5 
2 
3 
7 
5 
3 
5 
0 
7 

87 
Rank 
(6) 
(1) 

(10) 
(3) 

( H ) 
(4) 

(13) 
(12) 
(9) 
(5) 
(2) 
(8) 
(7) 

(14) 

(3) 
(22) 
(1) 

(16) 
(5) 
(2) 

(23) 
(13) 
(8) 

(24) 
(10) 
(21) 
(14) 
(18) 
(9) 

(17) 
(15) 
(7) 

(25) 
(19) 
(26) 
(20) 
(12) 
(27) 
(6) 
(4) 

( H ) 

DEC 87 

% 
59 
73 
76 
60 
61 
69 
63 
57 
77 
67 
74 
63 
62 
71 
66 

70 
71 
71 
73 
52 
67 
68 
69 
56 
74 
68 
53 
74 
72 
68 
74 
61 
66 
72 
65 
71 
57 
51 
41 
60 
64 
71 

2 
1 
4 
5 
8 
5 
3 
6 
3 
2 
2 
5 
6 
9 
4 

1 
2 
9 
7 
4 
4 
8 
2 
3 
3 
2 
1 
7 
4 
2 
0 
1 
5 
0 
6 
4 
1 
5 
8 
0 
8 
7 

Rank 
(13) 
(4) 
(2) 

(12) 
( H ) 
(6) 
(9) 

(14) 
(1) 
(7) 
(3) 
(8) 

(10) 
(5) 

( H ) 
(10) 
(7) 
(4) 

(25) 
(16) 
(13) 
(12) 
(23) 
(2) 

(14) 
(24) 
(1) 
(5) 

(15) 
(3) 

(20) 
(17) 
(6) 

(18) 
(9) 

(22) 
(26) 
(27) 
(21) 
(19) 
(8) 

FEB 88 

% 
76 
80 
88 
67 
73 
70 
61 
90 
80 
75 
88 
69 
73 
74 
74 

75 
70 
80 
75 
66 
79 
64 
72 
68 
74 
82 
76 
76 
62 
66 
71 
66 
68 
74 
82 
77 
77 
69 
75 
74 
69 
67 

9 
8 
7 
7 
6 
6 
7 
6 
1 
0 
5 
4 
2 
8 
7 

3 
9 
7 
7 
6 
1 
0 
1 
9 
9 
.9 
2 
0 
7 
8 
6 
.2 
.7 
.2 
.8 
.2 
.9 
.3 
.6 
.1 
.1 
.8 

Rank 
(6) 
(4) 
(2) 

(13) 
(9) 

(11) 
(14) 
(1) 
(5) 
(7) 
(3) 

(12) 
(10) 
(8) 

( H ) 
(17) 
(3) 
(9) 

(24) 
(4) 

(26) 
(15) 
(20) 
(12) 

d) 
(7) 
(8) 

(27) 
(23) 
(16) 
(25) 
(21) 
(13) 
(2) 
(6.) 
(5) 

(18) 
(10) 
(14) 
(19) 
(22) 

APR 8 8 

% 
77 
85 
9 0 
81 
85 
75 
84 
91 
76 
81 
90. 
81. 
81 
77 
82 

83 
67 
84 
78 
82 
85 
83 
76 
78 
67 
84 
81 
79 
79 
86 
82 
85 
80 
79 
86 
81 
81 
80 
68 
90 
85 
84 

7 
0 
S 
c i 

6 
5 
2 
1 
5 
0 
3 
5 
8 
9 
6 

6 
7 
9 
3 
0 
9 
6 
4 
5 
6 
3 
9 
3 
9 
7 
1 
.7 
.6 
.1 
.7 
6 
8 
9 
4 
.6 
.0 
.2 

Rank 
(12) 
(5) 
(2) 
(8) 
(4) 

(14) 
(6) 
(1) 

(13) 
(10) 
(3) 
(8) 
(7) 

( H ) 

(10) 
(26) 
(7) 

(23) 
(13) 
(4) 

( H ) 
(24) 
(22) 
(27) 
(8) 

(14) 
(20) 
(19) 
(2) 

(12) 
(5) 

(18) 
(21) 
(3) 

(16) 
(15) 
(17) 
(25) 
(1) 
(6) 
(9) 

*The DOT counts only nonmechanical delays greater than 15 mins. 

Source: U.S. Dept. of Transportation, Air Travel Consumer Reports. 1987; 1988. 

Since the records were made public, on-time performances have gener
ally improved (see table 22.5). Most of the recent improvements, however, 
may be attributed to the carriers' practice of adding time to schedules rather 
than shaving actual transit time. More passengers are arriving "on-time" 
even though they are not arriving at their destinations earlier.41 
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The Federal Aviation Administration (FAA) has been tracking delays 
since 1982, although the criteria it uses differ from those used by the DOT. 
The FAA considers a flight late if it takes off more than 15 minutes after 
the plane leaves the gate or the pilot requests takeoff.42 According to this 
definition, the FAA reported a 22 percent increase in delays during the 
first quarter of 1989, the highest number of delays for a first quarter since 
the FAA started keeping track.43 What this seems to suggest is that an 
increasing number of planes are "stacking up" on runways, waiting to 
take off. 

The capacities of our major hub airports are being saturated and often 
overloaded. With more flights being scheduled through a more constrictive 
air traffic control system network, it's no wonder that it now takes more 
time to get from point A to point B. Yet because of the way the airlines 
are recording delays, on-time performances appear to have improved. This 
scenario can only be described as being misleadingly rosy. 

SERVICE QUALITY 

In addition to service frequency and on-time performance, other aspects 
of service quality need to be addressed. Earlier, the issue of small-com
munity service was discussed, along with the fact that service quality has 
generally declined. Much of that discussion could also be applied to the 
national system of air travel as a whole. 

Even though some travelers are enjoying reduced fares, the quality of 
the product that they buy today is inferior to that they could have pur
chased before deregulation.44 To pose an analogy, a decade ago we trav
eled by Carnival Cruise Line. It was luxury service, but at a premium 
price. Today we travel by slave ship. It is crowded and uncomfortable, but 
for some, it's dirt cheap. 

A recent editorial in the Washington Post summed up what many firmly 
believe to be the results of deregulation: "Airline Service Has Gone to 
Hell."45 Why? One authority on services marketing said: "It's one of those 
terrible debt spirals. Without profit, there can be no service and no safety."46 

Flying has become a rather unpleasant experience. The planes are filthy, 
delayed, cancelled, and overbooked; our luggage disappears; the food is 
processed cardboard. Chronic delays, missed connections, near misses, and 
circuitous routing all are products of hub-and-spoking, adopted by every 
major airline. Too often, we find ourselves stranded in airports or impris
oned in aircraft, waiting endlessly to get to our destinations. 

A recent survey of consumers reveals that almost 50 percent believe that 
airline service had declined since deregulation; less than 20 percent said 
service had improved. Among the complaints: late departures, crowded 
seating, long lines at check-in, unappetizing food, overbooked aircraft, and 
an unacceptably long wait for baggage.47 Another survey, this one of 15,000 



Service 275 

frequent flyers, found even more negative attitudes of the impact of dereg
ulation on air service. Approximately 68 percent said that deregulated air 
service was "less convenient and enjoyable," whereas only 19 percent 
thought it more convenient and enjoyable.48 Still another survey, this one 
of 461 members of the Executive Committee (a group of corporate presi
dents and chief executives), revealed that 36 percent had lost job efficiency 
because of air travel delays.49 

These results parallel those of the U.S. Department of Transportation. 
DOT data reveal that consumer complaints about airline delays, conges
tion, overbooking, bumping, missed connections, lost baggage, cancella
tions, and deteriorating food have soared in recent years.50 From a low of 
7,326 in 1983, complaints filed with DOT against U.S. airlines skyrock
eted to a high of 40,985 in 1987.51 Consumer complaints have since re
ceded, reflecting perhaps the public's acclimation to poorer service and 
their lowered expectations. 

Consumer abuses do not stop with miserable service. Under deregula
tion, management philosophy in the airline industry is dominated by the 
philosophy of P. T. Barnum: "There's a sucker born every minute." With
out government oversight, airlines freely engage in imaginative forms of 
consumer fraud, including bait-and-switch advertising, deliberate over
booking, unrealistic scheduling, and demand-based flight cancellations.52 

Admittedly, some consumers are paying less for air service than they did 
before deregulation. Those who have benefited most are vacation (discre
tionary) travelers in densely traveled markets served by several carriers, 
often via alternative hubs. Business travelers flying between small towns 
served by only a single carrier generally have not benefited from fare re
ductions. (However, large corporations, with more than half a million dol
lars in annual travel, can negotiate a rate nearly as low as that offered the 
discretionary traveler, but without the restrictions). And today, both the 
vacation and the business traveler are often routed through a circuitous 
hub connection, causing the traveler to consume more time in both aircraft 
and airports, and a decidely less pleasurable consumption of time, than 
before deregulation. For many, opportunity costs have increased since de
regulation began. And for passengers who begin or end their trip at a 
concentrated hub, air travel is significantly more expensive vis-a-vis those 
who connect at the hub. 

Why has the unregulated market not corrected this deterioration in ser
vice? Some suggest that service deterioration is attributable to the decline 
in firms' profitability caused by the "destructive competition" unleashed 
by deregulation.53 Hence, during deregulation's first decade, carriers did 
not have sufficient resources to staff flights with more flight attendants 
than FAA minimums, to staff ticket counters or baggage areas adequately, 
to provide better food, to avoid deliberate overbooking or unrealistic 
scheduling, to buy new aircraft or even to clean them properly. While 
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some airlines are worse than others, the decline appears to be nearly uni
versal. 

Another explanation of the market's failure may be reflected in the na
ture of the item being sold. When a consumer purchases a manufactured 
product, he can examine it in a retail store before he spends his money— 
pull it off the shelf and turn it over and make some assessment of its 
quality. But when a consumer buys a service, like transportation, its defi
nition beyond a mere description of "the movement of my body from A 
to B" is more amorphous. Air transportation is a "credence good," one 
that cannot be examined before consumption. This enables unscrupulous 
providers to exploit unwary consumers. 

When booking a flight, most consumers do some price shopping. Where 
competitive alternatives exist, there has been some measure of pricing 
competition under deregulation. Those who price shop usually opt for the 
lower fare (although, as noted earlier, frequent-flyer mileage programs and 
travel agent commissions militate against the lowest price). Travelers who 
have been through the ordeal of a hub connection may ask for a nonstop 
if one is available, or, if not, a one-stop. Some may also shop for a con
venient departure, although published schedules are today unreliable. 

But beyond that, how many consumers ask the following questions? What 
kind of aircraft is being flown, how old is it, and when was it last over
hauled and cleaned? How often is this flight late and by how much, on 
average? By what percentage of passengers do you usually overbook the 
flight? What percentage of bags are usually lost on the flight, and if you 
don't lose them, how long will I have to wait at the destination for my 
bags? How many flight attendants are on board, and will I be offered a 
magazine, pillow, cup of coffee, or bag of peanuts? What's for dinner, and 
how tasty is it? What's the average wait in the line at the airport? How 
crowded is the flight and the waiting lounge at the gate? How much knee 
and leg room do you give me between seats? How comfortable is the seat? 
Because most of these questions are not asked by consumers before they 
purchase their ticket (nor would the question probably be answered even 
if asked), the market has not responded to consumer desires for better 
service.54 

ln the next chapter, the issues of service and pricing will be explored in 
greater depth through an analysis and critique of a particular study on the 
economic effects of airline deregulation. 
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THE ECONOMIC EFFECTS 
OF DEREGULATION: THE 

$6-BILLION MYTH 

Of all the studies that have examined the economic effects of airline dereg
ulation, the most widely quoted has been a Brookings Institution study 
published in 1986.x The authors, Steven Morrison and Clifford Winston, 
allege that as a result of airline deregulation, there has been "at least a $6 
billion (in 1977 dollars) annual improvement in the welfare of travelers."2 

This $6 billion (now $10 billion, adjusted for inflation) has been repeat
edly cited by proponents of deregulation in political hearings, in newspa
pers, and on television as evidence of the overwhelmingly positive eco
nomic impact of airline deregulation.3 

During this same time period, there have been only a few studies that 
have seriously questioned the methodology or assumptions on which the 
Morrison and Winston study was based.4 Most reviews of the book have 
been very favorable, although salient questions were raised in those re
views.5 Certainly, the study has been one of the most thorough and aca
demically rigorous of those published since the beginning of deregulation. 
Yet, there are some serious questions about the findings, questions that 
merit exploration. 

This chapter will first focus on the Morrison and Winston study itself, 
describing its assumptions, methodology, and findings. A brief analysis of 
results will follow, and the remainder of the chapter will be a critique of 
the study, showing why the $6-billion benefit figure is misleading and ul
timately inaccurate. 

THE BROOKINGS STUDY 

Morrison and Winston adopted a "counter-factual" approach to com
pare 1977 regulated levels of service with what would have been levels of 
service in 1977 under deregulation. They use 1983 service and fare data 
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Table 23.1 
Estimates for Air Travel Derived from Disaggregate Logit Intercity Demand 
Model 

Pleasure Business 
Value of Travel Time 

(as fraction of hourly wage) 1.49 0.85 

Value of Time Between Departures 
(as fraction of hourly wage) 0.23 1.44 

Source: S. Morrison and C. Winston, THE ECONOMIC EFFECTS OF AIRLINE DEREGULATION 

(1986), p. 17. 

as the basis for their deregulation scenario and use a fare deflator to esti
mate what deregulated fares would have been in 1977. This counter-fac
tual approach was used by Morrison and Winston so as to control for 
macroeconomic changes between the years 1977 and 1983, specifically 
recession-related events of the early 1980s. 

From the standpoint of consumers of air travel, the major objective of 
Morrison and Winston's study was to determine the difference in travelers' 
welfare between regulation and deregulation. The change in travelers' wel
fare is due to changes in fares, in travel time, and in time between depar
tures and is measured by calculating travelers' compensating variations 
(CVs)—that is, how much money travelers would have to be given after a 
price or service quality change to be as well off after the change as they 
were before the change.6 

The welfare calculations are based on results from the calibration of 
disaggregate logit models of mode choice for intercity pleasure and busi
ness travelers, models that were developed in a previous study by the au
thors.7 The parameter estimates of the mode choice models were used to 
calculate estimates of travelers' elasticities, value of travel time, and value 
of time between departures (see table 23.1).8 

The values of travel time and time between departures for both business 
and pleasure travelers were used to calculate CVs based on a sample of 
812 city-pairs of all hub classes that received air service both before and 
after deregulation.9 The 812 city-pairs represent a considerable mixture of 
large, medium, small, and nonhub cities (see table 23.2).10 

A quick scan of the weighted-average percentage changes in fares, travel 
times, and frequencies between 1977 regulation and 1977 counter-factual 
deregulation by hub classification reveals some interesting trends. Coach 
fares for all hub classes have increased during deregulation. Perhaps sur
prisingly, discount fares have also increased for almost all route categories. 
Only the large hub—large hub and medium hub—large hub route categories 
(granted, the most heavily traveled city-pair routes) exhibited decreases in 
discount fares. 

According to Morrison and Winston, travel times generally have not 
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Table 23.2 
City-Pair Sample by Hub Classification: Weighted-Average Percentage Change in 
Fares, Travel Time, and Frequency between Regulation and Counter-factual 
Deregulation (in 1977) 

Number of 
Cateqorv of Route City Pairs 

Nonhub-nonhub 
Nonhub-small hub 
Nonhub-medium hub 
Nonhub-large hub 

Small hub-small hub 
Small hub-medium hub 
Small hub-large hub 

Medium hub-medium hub 
Medium hub-large hub 

Large hub-large hub 

Total 

51 
52 
45 
53 

50 
69 
57 

69 
161 

205 

812 

Coach 
Fare 

21.2 
22.5 
5.4 
16.3 

15.3 
18.7 
25.0 

15.6 
17.4 

8.6 

Discount 
Fare 

22.1 
12.3 
-0.4 
9.1 

11.3 
10.4 
8.1 

2.0 
-6.8 

-17.6 

Travel 
Time 

-4.1 
-0.8 
-5.7 
-1.5 

-5.1 
-4.8 
10.1 

-4.5 
12.7 

4.2 

Freq. 

33.9 
1.4 

24.3 
28.7 

33.9 
20.8 
19.2 

-4.3 
14.4 

-3.5 

Source: S. Morrison and C. Winston, THE ECONOMIC EFFECTS OF AIRLINE DEREGULATION 
(1986), p. 23. 

changed as much as the other measures, although categories involving large 
hubs exhibited significant increases in travel time. This is probably due to 
the reduction in nonstop flights between large hubs and slightly smaller 
hubs and the increase in one-stop hub-and-spoke connections during de
regulation. 

Finally, according to the 1983 schedule data, the weighted-average per
centage change in frequencies has increased dramatically for almost all 
route categories. The only exceptions are for large hub—large hub and me
dium hub—medium hub traffic. 

For each of the 812 city-pairs, CVs were calculated based on air sched
ule and fare data from the June 1977 and June 1983 editions of the Offi
cial Airline Guide.11 Travel time and time between departures were based 
on the published scheduled (not actual) departure and arrival times of all 
feasible flight alternatives (some of which may have involved connec
tions).12 

With regard to fares, Morrison and Winston used the median discount 
fare for all pleasure travelers under both regulation and deregulation. They 
further assumed that business travelers paid only coach fares (the lowest 
Y-class fare) under regulation but that one-half paid the coach fare and 
one-half paid the median discount fare under deregulation. These fare as
sumptions were based on the Air Transport Association's "Monthly Dis
count Reports," which contain aggregate information on the percentage of 
all domestic air travel that occurs at coach fares (based on the Y fare 
classification) and discount fares for business and pleasure travelers.13 

By applying the values of travel time and time between departures to 
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the changes in those measures between the regulation and deregulation 
scenarios, as well as including changes in fares, Morrison and Winston 
calculated the CV, or the mean annual dollar welfare change per person, 
for each of the 812 city-pairs. The dollar welfare changes were then aggre
gated and weighted by hub classification, so that a weighted-average wel
fare change per traveler was calculated at $10.62 per round-trip.14 This 
figure was then multiplied by the estimated number of intercity passenger 
trips during 1977 to yield an estimated total annual benefit to travelers of 
$5.7 billion, or $6 billion after rounding.15 

ANALYSIS OF STUDY RESULTS 

Where exactly does this $6 billion come from and who has benefitted 
from it? According to Morrison and Winston, "The greatest net benefit 
[is] going to business travelers from increased flight frequency".16 Roughly 
$4 billion (or two-thirds of the total) is directly attributable to this.17 The 
authors contend that because business travelers place a very high value on 
greater frequencies of airline service, and because frequencies have in
creased during the first five years of deregulation, there has been an esti
mated annual total benefit to travelers of $4 billion. 

This conclusion assumes, however, that it is possible to place a mone
tary value on increases in frequencies and furthermore that the authors' 
estimation of that monetary value is accurate. Other air transportation 
studies have dealt at length with the concept of the value of time, but 
almost exclusively in the context of travel time.18 

George Douglas and James Miller III19 were the first to ascribe a mon
etary value to the concept of "schedule delay," that is, the average time 
difference between all travelers' preferred departure times and their actual 
departure times.20 According to Douglas and Miller, schedule delay equals 
the sum of frequency delay (the difference between the traveler's desired 
departure time and the closest scheduled departure) and stochastic delay 
(the additional delay encountered if a seat is not available on the best 
scheduled flight).21 In other words, Douglas and Miller felt that the "full 
cost" of travel should include not only direct price or monetary cost and 
trip time but also some measure of schedule convenience. 

Morrison and Winston address the issue of schedule convenience by us
ing the average time between scheduled departures as a surrogate for schedule 
delay. They admit that this approach does not completely capture the full 
effect of schedule delay on traveler behavior, but they maintain that all of 
the effect of frequency delay and a part of the effect of stochastic delay 
are captured. Without information regarding load factors on specific flights, 
it would be difficult to capture the full effect of stochastic delay. The au
thors contend, however, that their findings are insensitive to this remaining 
component of stochastic delay.22 
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The other $2 billion of benefits is attributed primarily to fare savings 
for pleasure travelers in large and medium hub markets. During the first 
five years of deregulation, many low discount fares were available, mainly 
in those highly competitive, high-density city-pair markets. Meanwhile, both 
discount fares in smaller markets and coach fares in all markets have risen 
sharply. Given the post-deregulation assumption that all pleasure travelers 
use a discount fare and that business travelers are split between discount 
and coach fares, it then follows that some business travelers and pleasure 
travelers in large markets have benefited from lower fares, whereas plea
sure travelers in smaller markets and the rest of the business travelers have 
not. 

CRITIQUE 

There are a number of serious problems in the assumptions and meth
odology of the Morrison and Winston study on the economic effects of 
airline deregulation. Each will be discussed in turn. 

Exaggerated Dollar Benefits 

The most disturbing aspect of the study from our point of view is the 
rather large benefit, for business travelers, attributed to greater flight fre
quencies. Roughly two-thirds of the $6-billion total benefit to consumers 
is allegedly derived from this form of savings in time. 

As a result of the calibration of Morrison and Winston's disaggregate 
logit model of intercity travel demand, the value of time between depar
tures for business travelers was estimated to be 1.44 times the value of the 
average business traveler's hourly wage (see table 23.1). For pleasure trav
elers, it was estimated to be only 0.23 times the value of the average plea
sure traveler's hourly wage.23 Morrison and Winston explain this as fol
lows, 

The value of time between departures reflects travelers' value of the inconvenience 
involved in schedule delay, manifested in their valuation of waiting time both at 
their home (or hotel) or business and in the terminal. Because pleasure travelers 
generally plan air trips reasonably far in advance, they are not likely either to 
experience significant schedule delay, or, as found here, to place a particularly high 
value on the wait time, which will be largely incurred at their residence. 

The estimated high value placed on time between departures by business travel
ers reflects the high disutility to them of adjusting departure times to the schedule 
and capacity constraints of the air carriers. It is to be expected that the value of 
time between departures for business travelers is significantly greater than it is for 
pleasure travelers.24 
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This line of reasoning appears correct; business travelers should value de
parture frequencies more highly than pleasure travelers. But is it plausible 
to expect that the value of time between departures for business travelers 
is greater than their value of travel time and that it is greater than their 
average hourly wage rate? 

The value of travel time for business travelers was estimated to be 0.85 
times the hourly wage, which seems reasonable given that business travel
ers could use some of the time for work while in flight.25 But a value of 
time between departures of 1.44 times the wage rate seems incredibly high. 

Douglas and Miller, architects of the concept of schedule delay, took the 
opposite view of the relationship between the value of time in flight and 
on the ground. They had this to say about the value of time attributed to 
schedule delay, 

We should emphasize again at this point the distinction between the traveler's 
value of time en route and his value of timing as represented by schedule delay. 
The former almost certainly exceeds the latter, since the time represented by sched
ule delay has alternative uses; it need not be spent in waiting,* whereas the alter
native uses of time en route are quite limited. Thus, one would expect to assign a 
higher value to time en route than to schedule delay. 

* Exceptions might include emergency travel, where the arrival at or before a 
specific time is of great value.26 

The Douglas and Miller interpretation seems intuitively more appro
priate; businesspeople can get more work done on the ground than in the 
air. Despite the footnote, which explains extreme circumstances where 
schedule delay might possibly be valued more highly, they clearly state that 
it would be unrealistic to expect a higher value of time between departures 
than for travel time. 

Likewise, it seems equally unrealistic that a business traveler would value 
time between departures more highly than his hourly wage. Morrison and 
Winston explain further: "Business travelers generally do not plan their 
travel in advance. They are also likely to experience significant disutility 
from schedule delay, both because their wait is spent inconveniently (for 
example, in a hotel) and because it delays important business at their des
tination."27 

It is true that fewer frequencies should translate into more inconve
nience, in terms of both opportunity costs and schedule delay. But the time 
attributed to schedule delay is not completely lost time. The business trav
eler most certainly would be using the extra time at his destination in some 
productive capacity. In hotels, business travelers can place business tele
phone calls, fax documents, read the documents brought with them, or 
draft memoranda and letters. At the airport, business travelers can open 
their briefcases and pull out documents to read. Even if the business trav-
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eler was not using that time, why should it be valued even higher than his 
or her hourly wage rate? 

Most business travelers do not have the type of business schedule that 
characterizes individuals like Donald Trump or Ted Turner. The oppor
tunity costs of not getting the most desirable departure times might be 
quite costly to these jet-set corporate entreprenuers (in this case, they would 
have private jet service anyway). To the average business traveler, oppor
tunity costs simply are not that high. 

Also, some clarification is necessary about how far in advance business 
travelers plan their travel. If the business traveler is using a coach fare, 
increased frequencies do allow him much more flexibility, and the business 
traveler in need of a short-notice, emergency-type flight would probably 
value more frequencies quite highly. But according to the assumptions of 
Morrison and Winston, fully one-half of all business travelers since dereg
ulation are assumed to be traveling under the median discount fare. 

Given the nature of restrictions on most discount fares, flights must be 
reserved and paid for well in advance, which would obviously mitigate 
against the high savings attributed to the flexibility afforded by more fre
quencies. In other words, business travelers flying on discount fares should 
have a value of time between departures more akin to that of pleasure 
travelers, given that their schedules would be determined well in advance 
of the flight. They would thus be able to plan around their flight schedule 
and use the time attributed to schedule delay much more efficiently. 

The business traveler flying on a discount fare is essentially "locked in" 
to the scheduled flight because of airline limitations on discount fares in 
the form of penalties assessed for changing or cancelling flights after they 
have been reserved and paid for. The penalties for cancellation or change 
of departure have grown very large. Their imposition must of necessity 
dilute or destroy any benefits ascribed to opportunity cost savings. Thus, 
a business traveler flying on a discount fare cannot realistically change 
flights at the last minute. For business travelers, this greatly decreases the 
benefits of greater flexibility attributed to more frequencies. 

Only those business travelers still flying on coach (or higher) fares are 
afforded the luxury of being able to change flights at the last minute with
out any penalties. Given, however, that fewer business travelers have been 
flying on coach (or higher) fares under deregulation, and therefore cannot 
avail themselves of an alternative departure without incurring a significant 
penalty, the benefits attributed to more flexibility from increased flight fre
quencies are overstated. 

Furthermore, in the earlier Morrison and Winston study,28 there seems 
to be an implicit assumption in their interpretation of the value of time 
between departures; they seem to assume that all air travelers have unlim
ited flexibility to change flights at the last minute. They state: "With re
spect to stochastic delay, while flights are often unavailable due to capacity 
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constraints, the high frequency of service indicates that the delay in wait
ing for the next available departure is likely to be relatively small. In ad
dition, it is not expected that a traveler would perceive that waiting in an 
airline terminal is a particularly onerous experience."29 

The scenario just described seems more applicable to stand-by or shuttle 
service rather than scheduled, discount-fare service. The extra flights dur
ing the rest of the day mean very little to the discount-fare traveler once 
that traveler has already booked and paid for the flight. If a traveler has 
scheduled a discount flight, he or she would have done it well in advance 
and would be able to plan approximately when to arrive at the airport in 
order to minimize waiting time, thus substantially mitigating the value of 
time between departures. 

With respect to waiting time in airline terminals, when travelers are in 
control over how much waiting time they endure (i.e., by planning their 
arrival time at the airport), waiting is probably not a "particularly onerous 
experience." But when travelers are not in control over waiting time (i.e., 
because of actual delays caused by overcrowding, overbooking, and un
realistic flight scheduling), the level of "onerousness" probably increases 
exponentially (see the next section for more on actual delays). 

As an example of how the "benefits" of reduced time between depar
tures can add up, consider two different scenarios. Scenario A is four round-
trip flights per day between two cities, whereas scenario B is five round-
trip flights per day between the same two cities. The time between depar
tures for scenario A is calculated at 5 hours (20 hours/day divided by four 
flights/day); for scenario B, it is 4 hours (20 hours/day divided by five 
flights/day). Thus, the difference in the time between departures for the 
two scenarios is 1 hour. At a value of time between departures of 1.44 
times the wage rate, and an average hourly business wage rate of $14.39 
(in 1977 dollars),30 the welfare benefit attributed to one more frequency 
would be $20.72 (in 1977 dollars) per business traveler. Aggregating across 
all business travelers would result in a rather large figure. Hence, this is 
the origin of most of the $6 billion of the purported benefits of airline 
deregulation. 

A further note about the practical validity of the concept of time be
tween departures has been raised by Melvin Brenner: 

If a new schedule is added at mid-day on a route which previously had only morn
ing and evening schedules, there would surely be a potential gain in business trav
eler productivity. But if, on the other hand, a new schedule is added at 3 p.m. on 
a route which already had a 5 p.m. nonstop, it is not clear that this would translate 
into a meaningful gain in a business traveler's productive time. (This new departure 
option, while reducing the business time available at the origin city, would provide 
an arrival too late to add meaningfully to the business day at the arrival city.)31 
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According to the Morrison and Winston methodology, the dollar benefits 
accruing to fewer hours of time between departures would occur even if 
some of the departures were bunched together in time. Although con
tributing to a potential reduction in stochastic delay, extra frequencies 
bunched together do not give the business traveler that much more flexi
bility. More would need to be known about the timing of the extra depar
tures before such a hefty dollar benefit could be proclaimed. 

To summarize this first point, we can levy specific criticisms in one or 
all of the following three areas. First, too much reliance has been placed 
on a quantitative measure (value of time between departures) that has not 
been theoretically or empirically well developed in the transportation lit
erature. Douglas and Miller in 1974 were the first to develop the concept 
of schedule delay in air transportation service, but even they clearly pointed 
out the lesser value that it should attain. Since that time, no other study 
has used the value of timing as represented by schedule delay (or its sur
rogate, value of time between departures) in such a conspicuous manner. 

Second, the conceptual development of the methodology concerning value 
of time between departures is flawed. Even if one assumes the validity of 
the general concept of the value of time between departures, the way in 
which it is used in this study seems exaggerated. It has been given as much 
(if not more) conceptual weight as the seemingly more important values of 
travel time and fares, whereas other service variables (such as actual delay 
time) are not even considered. Also, more practical matters, such as the 
problem associated with the grouping of flights or the problem associated 
with the balance between assumptions of fare levels and values of time, 
have not been adequately accounted for in the methodology. 

And finally, even if the first two arguments are ignored, the authors have 
not satisfactorily explained why the value of time between departures for 
business travelers is so high. In light of the Douglas and Miller statement, 
as well as intuitive observations about business travelers' perceptions of 
the quality of airline service since the beginning of deregulation, the au
thors need to provide a more convincing argument as to why business 
travelers would place such an incredibly high value on time between de
partures. 

Actual Delay Time 

The question of real delay time is an issue that has been raised earlier 
in this book (see chapter 22) as well as by Brenner, as follows: 

There is a more serious drawback to the premise of the Brookings study. The very 
increase in hub-and-spoke frequencies which played so large a part in the study's 
calculations has been an important contributor to the congestion and delays which 
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by 1987 had become a matter of widespread concern. While reducing the time 
interval between published departure times, the increased hub-and-spoke frequen
cies have increased the actual delay time at the gate, and in runway queues—a 
form of lost time that is especially costly to business traveler productivity.32 

In their study, Morrison and Winston used only published departure 
times and did not take into account actual delay time at the gate or on the 
runway. Part of the problem lies in the unavailability of delay data during 
the time period under study. In spite of this limitation, though, Morrison 
and Winston do not even mention the issue of real delays but instead focus 
almost entirely on the value of greater frequency of service. But, as Brenner 
suggests, what good are more frequencies if they in turn cause increased 
delays and thus force travelers to miss scheduled appointments? The ben
efits of increased frequencies become substantially mitigated by the lost 
time in actual delays. 

As was suggested in chapter 21, increased delays have cost both the 
airlines and consumers dearly. It has been estimated that in 1986 alone, 
travel delays cost airlines $1.8 billion in extra operating expenses and cost 
consumers $3.2 billion in lost time.33 The already inflated dollar benefits 
accruing to greater flight frequencies would be more than offset by these 
dollar losses. 

Furthermore, it is more believable that travelers (especially business 
travelers) would place a much higher value on time lost due to actual 
delays than due to schedule delay. Schedule delay is known; actual delays 
are unknown. The level of travelers' anxiety and tension increases as they 
are informed, just before scheduled departure at the gate, of delays that 
they can do nothing about. This kind of time is really lost time, and be
cause of the last-minute, unexpected nature of actual delays, this time would 
probably be valued well beyond that of time between departures, actual 
travel time, or the average hourly wage rate. 

This uncertainty surrounding actual delays makes scheduling a particu
lar flight a risky proposition. With increased frequencies and increased ac
tual delays, there is a higher probability that the preferred flight will cause 
the traveler to miss the scheduled appointment or meeting at the traveler's 
destination. Therefore, the traveler is forced to choose a "safer" flight, that 
is, one that leaves well before the preferred departure time, just because of 
the high probability of incurring actual delays. 

This uncertainty has led many travelers to arrive in their destination city 
the night before an important meeting, whereas before deregulation they 
could rely on the airline to get them to their destination the day of the 
meeting.34 In this way, effective schedule delay is not decreased by addi
tional frequencies. 
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The 1977-1983 Period 

Morrison and Winston's study used data that covered only the first five 
years of airline deregulation. The authors can hardly be criticized for this, 
given that when the study was published in 1986, they were using what 
was, at that time, fairly recent data. Thus, this point is more of an external 
comment than an internal criticism, but it is very important nonetheless. 

During the first decade of airline deregulation, we witnessed a great deal 
of volatility and turbulence in the airline industry.35 As noted in chapter 
20, there have been very important macrostructural changes in the indus
try during these ten years. The first five years of deregulation (1978-83) 
were strikingly different from the last nine years (1983-92). Assessments 
made on the basis of 1983 data most surely do not reflect what has hap
pened in the airline industry in the recent period. Also, the year 1983 was 
the trough of the deepest recession since the Great Depression, a circum
stance that further clouds the data analysis. 

A related point concerns the use of 1977 data to calibrate the disaggre
gate logit model of intercity travel demand that was used to derive the 
values of time in the study. Morrison and Winston used data from the 
1977 U.S. Census of Transportation National Travel Survey to calibrate 
their intercity demand model.36 Those data reflect individual travelers' 
preferences for air, auto, rail, and bus modes as of 1977. This was before 
airlines and bus companies were deregulated and thus before service qual
ity began to decline. The preferences for air travel manifested in the 1977 
data, then, reflect the assumption of the type of service and fares that 
existed before deregulation. 

Passenger assumptions about the nature of air travel in 1977 are much 
different than they are today. For example, travelers in 1977 would prob
ably have assumed air travel to be faster, more comfortable, more conve
nient, more costly, and of higher quality in general than would travelers 
in 1983 or 1992. Many travelers from smaller communities might have 
assumed air travel to be of jet-quality service in 1977, whereas in 1983 or 
1992, more would probably associate air travel with turboprop-quality 
service. These differences could have dramatic effects on individual trav
elers' preferences regarding each of the modes and consequently on trav
elers' value of time for each of the modes. 

Decline in Service Quality 

Another related point involves consideration of aspects of service quality 
other than time and cost. David Graham raised this issue in his review of 
the Morrison and Winston study: 

Net benefits are exaggerated because the assessment omits several aspects of air 
service quality, such as in-flight amenities and schedule reliability, that have de-
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clined under deregulation. . . . a careful analysis of these [quality-of-service] vari
ables would provide a welcome perspective on the current concerns over the qual
ity and reliability of airline service.37 

Admittedly, time and cost variables are the most important, and reliable, 
measures of transportation service. Aspects of service quality, such as com
fort, convenience, and perceived safety, are more amorphous and much 
more difficult to quantify. Yet, certain other quality-of-service variables 
(e.g., type of aircraft, type of service [nonstop vs. one-stop], provision of 
meals) are more easily quantifiable and could have been addressed in some 
manner in the Morrison and Winston study. 

Problematic Fare Data 

One of the areas of greatest change in the deregulated airline environ
ment has been the proliferation of different fare categories and the conse
quent inability to accurately determine how many people are flying on 
which fares. Morrison and Winston assumed that all pleasure travelers use 
median discount fares both before and after deregulation, that business 
travelers use the lowest coach fares before deregulation, and that of busi
ness travelers after deregulation, one-half use the lowest coach fare and 
the other half use the median discount fare.38 These assumptions are based 
on the Air Transport Association's "Monthly Discount Reports," which 
contain aggregate information on the percentage of travelers using coach 
and discount fares.39 

The $2-billion remainder of the $6-billion benefits attributed to airline 
deregulation (after "savings" from reduced time between departures are 
subtracted) is mostly attributed to savings in fares for pleasure travelers. 
According to Morrison and Winston's findings (see table 23.2), only dis
count fares in large hub—large hub and medium hub—large hub route cat
egories exhibited substantial declines between regulation and counter-fac
tual deregulation. 

Once again, the question of the volatility of the airline industry, espe
cially with respect to airfares, becomes germane. Brenner addressed Mor
rison and Winston's fare analysis methodology as follows: 

This approach treated the fares up to 1983 as representing a sustainable level. It 
thus failed to consider the widespread impact of "fare wars" which reflected be
low-cost pricing. . . . In other words, the base which the Brookings study used to 
represent deregulated pricing was abnormally depressed, and therefore the use of 
that base overstated the fare savings that could be counted upon as an ongoing 
benefit.40 

Brenner contended that by using 1983 fare data (deflated to 1977 dollars 
as part of Morrison and Winston's counter-factual approach), the authors 
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used an abnormally low base year for fares as the standard for deregulated 
fares. This criticism has become increasingly more valid as most fares (in 
constant dollars) since 1983 have risen sharply (see chapter 21). Thus, the 
$2-billion savings in fares probably represents an upper bound of accuracy 
applicable only in the early 1980s. 

SUMMARY 

This chapter has critically examined the Morrison and Winston study 
on the economic effects of airline deregulation. The most significant criti
cism of the supposed $6 billion worth of annual savings accruing to trav
elers as a result of deregulation is the exaggerated $4-billion benefit for 
business travelers attributed to increased flight frequencies. Other prob
lems of the study include the lack of consideration of actual delay time, 
the use of 1977—83 data only, the omission of quality-of-service measures 
other than time and cost, and the problematic nature of making inferences 
from deregulated fare data. 

Together, these criticisms cast a rather large shadow on the results of 
the Morr ison and Winston study, and largely invalidate the often-quoted 
" $ 6 billion (now $10 billion) annual economic benefit" of airline deregu
lation. The question of the economic effect of airline deregulation is much 
more problematical than Morrison and Winston have suggested. Despite 
these deficiencies, Morr ison and Winston should nonetheless be credited 
with at least attempting to quantify the effects of deregulation. 
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24 

SAFETY 

A Gallup poll reveals that two-thirds of Americans have less confidence in 
the safety and reliability of airlines than they did in the early years of 
deregulation. A Wall Street Journal poll reveals that Americans have less 
confidence in airlines overall than in any other industry. 

Aside from natural disasters like hurricanes and earthquakes, individual 
airline crashes are the deadliest domestic phenomena. Often, the critical 
findings of the National Transportation Safety Board (NTSB) are not re
leased until many months after a crash. Only after examining the broken 
and twisted metal and the plane's maintenance records, interviewing the 
witnesses and survivors, reviewing the digital flight data recorder, and lis
tening to the cockpit voice recorder (the little black box), can the NTSB 
get a complete picture of what happened. 

The three principal causes of aviation catastrophes appear to be pilot or 
ground control (human) error, faulty aircraft (equipment failure), and acts 
of God (weather). 

Pilot or ground control error may be attributed to inadequate training, 
insufficient rest, or just plain old bad judgment. A NASA psychologist, 
Clay Foushee, said: "The reasons [for a pilot error] are probably as exten
sive as the reason any person makes a mistake—a distraction, fatigue, task 
overload or stress. It can be complacency. It can be inexperience." Fatigue, 
stress, and inexperience all appear to have worsened under deregulation. 

Faulty aircraft may be a product of sloppy maintenance or inadequate 
engineering or construction. As we shall see, the U.S. airline industry now 
flies the oldest fleet of aircraft in the developed world, and maintenance 
also seems to have declined. 

Acts of God include, of course, various forms of inclement weather, 
including ice, snow, and wind shear. Actually, adverse weather and other 
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natural disasters should be blamed on the Devil, not God; they should be 
called acts of Satan. 

In one form or another, fear of flying stalks about one in every six 
Americans. Twenty-five million Americans are afraid to fly, and another 
15 million fly only when they must. 

For some, fear of flying manifests itself in no more serious way than 
compelling them to grip their armrests tightly with sweaty hands on take-
offs and landings. For others, the fear surpasses anxiety to the point of 
phobia—aviaphobia—and many of these tormented souls avoid air travel 
altogether. The former National Football League head coach John Mad
den took a bus or a train rather than fly to Oakland Raiders' games around 
the country. 

Crowding people together and propelling them in a metal cylinder sev
eral hundred miles an hour through the clouds at an altitude of several 
miles above sea level creates discomfort, even fear, among some. Fear of 
flying is fear of falling plus fear of drowning or burning alive plus claus
trophobia and sheer helplessness if anything should go wrong. Not a pretty 
sight. For the record, statistics prove that flying in a commercial aircraft is 
significantly safer than driving an automobile; and safety is not the worst 
problem of deregulation (the other chapters in this book describe those 
problems). 

Because of the destructive competition unleashed by deregulation, over
all industry financial performance during the first decade of deregulation 
declined to the point of inadequacy. Poor or nonexistent profits create a 
natural tendency of management to curtail costs. Among those that can be 
significantly diminished are maintenance costs, including mechanics' wages, 
spare or replacement parts, and idle aircraft time lost during inspections 
and maintenance. A decade of economic anemia has, quite naturally, de
prived carriers of the resources to reequip with new aircraft or maintain 
the wide margin of safety the public previously enjoyed. 

Since deregulation, the average age of our nation's aircraft fleet has in
creased sharply. Expenditures for maintenance and the number of mechan
ics per aircraft have been reduced. The number of near misses has soared. 
The average age of cockpit crew members is the lowest since deregulation 
began; the standards for hiring, and the duration and quality of crew 
training, have declined.1 

The father of airline deregulation, Alfred Kahn, admits that the margin 
of safety has "possibly" narrowed since 1978, although fatality statistics 
do not yet reflect it.2 True, more people died in crashes in 1985 than in 
any other year since 1977; there were more aircraft accidents in 1987 than 
in any other year since 1974; and there were more fatal incidents involving 
U.S. airlines in 1989 than in any other year since 1968.3 But statistics 
prove the fatality rate has fallen under deregulation (they also fell during 
the four decades of regulation, flattening out in the 1970s). Of course, if 
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Table 24.1 
Accidental Deaths, 1985 

45,901 

12,001 

4,938 

4,407 

3,612 

1,663 

1,649 

1,428 

1,288 

903 

802 

305 

85 

49 

15 

11 

Motor vehicle 

Fall 

Fire 

Drowning 

Drug or medication 

Food inhalation or ingestion 

Firearms 

AIR TRAVEL 

Machinery 

Struck by falling object 

Electric current 

Alcohol poisoning 

Lightening 

Venomous bite or sting 

Dog bite 

Fireworks 

Source: TIME, Mar. 27, 1989, at 27. 

the body count were the only measure of victory, we would have won the 
war in Vietnam.4 

As table 24.1 reveals, there are many ways to lose your life other than 
in air travel. Although passenger fatalities have not ascended to the levels 
one would expect in such an environment, every other measure of safety 
paints a different picture. The economic imperatives of market Darwinism 
collided with safety objectives and brought about a comprehensive deteri
oration in the age of aircraft, maintenance, near misses, and the age, train
ing, and qualifications of pilots. 

The average age of cockpit crew members is the lowest since deregula
tion began; the standards for hiring, and the duration and quality of train
ing, have declined.5 For example, in 1983, a prospective pilot needed 2,300 
hours of flight time and uncorrected 20/20 vision to be hired by one of the 
major airlines. Today, one needs only 800 hours of flight time and (for all 
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but one airline) correctable vision to be hired by a major carrier and merely 
300 hours to be hired by a commuter carrier. The number of pilots with 
fewer than 2,000 hours of flight time soared from 2 percent in 1983 to 14 
percent in 1988.6 Among commuter airlines, pilots with less than 2,000 
hours of flight time rose from 20 percent in 1985 to nearly 40 percent in 
1990; some are hired with as little as 300 hours of flight time, just 50 
hours above the FAA minimum. 

The economic anemia unleashed by deregulation has caused manage
ment to push pilots to fly more hours with less rest. Although working 
longer for less pay may increase productivity, it can induce fatigue, which 
has a negative impact on safety. Between 1982 and 1988, fatigue was re
sponsible for two operational errors per week—errors such as pilots falling 
asleep in the cockpit, landing on the wrong runway, or wandering out of 
assigned flight paths.7 

Ninety-seven percent of airline pilots believe that deregulation has had 
an adverse impact on airline safety.8 Among the problems identified are 
"lagging and inadequate maintenance; pressure to avoid delays; lowered 
hiring and experience standards for new pilots; increased use of waivers 
and exemptions from safety rules; increased flying hours for pilots; [and] 
the profusion of new, inexperienced airlines."9 One out of every five pilots 
has been involved in a near miss during a recent two-year period, although 
only 25 percent of those were reported to the FAA.10 

Between 1978 and 1987, departures for major airlines increased by 27 
percent.11 With airlines funneling their flights into hub-and-choke bottle
necks and scheduling takeoffs and landings through a narrow window of 
time and space, near misses are soaring.12 Thus, the flight paths of the 
nation's major airports are heavily congested during peak periods. There 
were 311 near misses during 1982, 475 in 1983, 589 in 1984, 758 in 
1985, 840 in 1986, and 1,058 during 1987 (although they have declined 
since).13 The number of near misses increased under deregulation, both in 
absolute numbers and in rates per 100,000 flight hours.14 

Near misses is an inaccurate term for what really are near hits. At no 
other time in the history of aviation have so many aircraft passed so un
comfortably close, with so little a margin for error. By funneling their 
flights into constipated bottlenecks, and scheduling takeoffs and landings 
through a narrow window of time and space, airlines have sent their fleets 
down arteries of coagulation. 

All of this has placed serious strains on the air traffic control system at 
a time when it is least capable of handling the surge in demand. In 1981, 
President Ronald Reagan fired 11,000 members of the Professional Air 
Traffic Controllers Organization (PATCO) for striking, leaving only a third 
of the work force, and the Federal Aviation Administration has yet to 
replace them all.15 Not only is the system understaffed, but many airports 
and navigational facilities are equipped with obsolete and aging equip-
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Table 24.2 
Average Age of Boeing 727s and 747s (in years) 

U.S. 

Europe 

Asia/Pacific 

Africa 

Middle East 

Canada 

727s 

16.47 

16.17 

13.48 

13.46 

11.93 

11.56 

747s 

14.99 

10.33 

8.17 

10.75 

10.17 

14.90 

Source: CHICAGO TRIBUNE, Mar. 16, 1989. 

ment. Operational errors, or mistakes by controllers, increased by 20 per
cent during the first half of 1987 over the same period one year earlier.16 

Legitimate concerns have also been raised over the problem of the age 
and poor maintenance of jets flown by unhealthy airlines, which lack the 
financial resources to reequip with modern aircraft or properly maintain 
their aging fleets.17 This is particularly a concern in the commuter airline 
industry, seemingly plagued by endless bankruptcies, where used, recycled 
aircraft dominate the fleets of the smaller carriers.18 Professor Frederick 
Thayer reminds us that "safety always has suffered when airlines were 
largely unregulated."19 

The intensive competition unleashed by deregulation has deprived many 
carriers of the resources to replace their aging fleets of aircraft. The aver
age age of the airline industry's domestic fleet grew from 7.5 years in 1975 
to 12.5 years in 1989.20 Today, more than half of the 2,767 jets in service 
are 16 years old or older.21 Table 24.2 shows how the U.S. fleet compares 
with those of other regions of the world. 

Of course, some airlines have older fleets than others. Table 24.3 is an 
airline-by-airline breakdown of the average ages of U.S. carriers' aircraft.22 

By December 1991, when Pan Am ceased operations, the average age of 
its aircraft exceeded 18 years. The "economic design goal" of an aircraft 
is the length of time it can be flown before it becomes too costly to be 
flown safely. Traditionally, the economic life of Boeing 727s, 737s, and 
747s has been about 20 years. Thirty-one percent of U.S. carrier commer
cial aircraft now exceeds the economic design goals established by the 
manufacturers. 

Boeing has produced most of the world's commercial jet aircraft. It 
manufactured about 6,000 of the world's 8,800 jetliners, including ap
proximately 2,000 that are 15 years or older. As of this writing, United 
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Table 24.3 
Average Ages of Carrier Fleets 

Carrier Age 

TWA 14.3 

Northwest 14.1 

Eastern 13.8 

United 13.6 

Pan Am 12.8 

Continental 11.0 

American 9.4 

USAir 9.0 

Delta 8.7 
Source: WALL STREET JOURNAL, Mar. 31, 1989, at Bl. 

Airlines flies the first Boeing 727, a plane nearly 30 years old. As of 1988, 
United flew 10 Boeing 727s that were built in 1963 and 29 DC-8s, which 
are almost 20 years old. 

Before entering bankruptcy Pan Am flew the oldest Boeing 747 in com
mercial operations, the Clipper Juan Trippe—more than 20 years old. The 
plane was named after Juan Trippe, the buccaneer who built Pan Am into 
what was once the world's premiere international airline, which deregula
tion destroyed. 

The Clipper Juan Trippe holds all the records for commercial distance, 
time, and endurance. The plane averaged approximately 50 flights a year 
(about 400 flying hours) for two decades. It flew more than 34 million 
miles, carried more than 3 million passengers, and had nearly 30,000 take-
offs and landings. The aircraft had nearly 2,000 tires and more than 100 
engines replaced and has gulped more than 200 million gallons of aviation 
fuel. Galleys were changed twice, the lavatories and passenger compart
ment four times. 

The Clipper Juan Trippe initially seated some 360 passengers. Deregu
lation caused all airlines to jam the seats closer together to try to squeeze 
out more revenue; it now seats 414. The plane originally cost $22 million; 
today, a new 747 would cost around $130 million. Thus, renovation of 
old aircraft is often cheaper than buying new ones. 

Before the top peeled off the second most heavily flown Boeing 737, 
over Hawaii in 1988, Aloha Airlines flew the two 737s that had seen the 
most service. 
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How old can planes get before they start to fall apart? Traditionally, the 
U.S. airlines shed themselves of old aircraft by selling them off to Third 
World carriers. Fifty-year-old DC-3s are still taking off and landing on dirt 
strips in Latin America. 

There are those who argue that planes can fly forever—that planes never 
need be retired. An Air Transport Association spokesman claimed, "We 
have seen nothing in our service history that implies there is a quantitative 
limit to an aircraft's useful life." 

The notion of aircraft immortality is an interesting, if not remarkable, 
concept. It is said that humans fear only time and that time fears only the 
Great Pyramids at Giza. Now we know. Time also fears the geriatric air
craft, which can fly forever. 

Fortunately, the healthier airlines (there are a few) have ordered new 
planes. The largest carrier, American Airlines, is taking delivery of one 
new plane about every five days. 

The airline industry has $150 billion in new aircraft on order or option. 
To give that figure some perspective, note that the largest debtor nation in 
Latin America, Brazil, carries a debt of only $114 billion. But many of the 
geriatric jets in our U.S. fleet will not be retired until 1999, when Congress 
has mandated retirement of older, Stage 2 aircraft. Only one in four of 
new aircraft will replace retiring jets; the other three are for fleet expan
sion. 

But most of the orders are being placed by the healthier airlines, not the 
anemic ones. Debt-ridden carriers nearing bankruptcy have little alterna
tive but to defer new aircraft purchases, trim maintenance, and coerce flight 
crews to fly more and rest less. Profit drives everything in the deregulated 
airline industry, including the margin of safety. 

As aircraft become older, airlines should spend 2 percent more on main
tenance per year, on average.23 But rather than spending more on aircraft 
maintenance, U.S. airlines are spending less while the fleet has grown steadily 
older. Resources devoted by commercial airlines to aircraft maintenance 
fell 30 percent during deregulation's first six years.24 More recent data 
indicate that airline spending on maintenance fell from nearly 13 percent 
of operating expenses in 1977 to 8 percent in 1982, but partially recovered 
to 11 percent in 1988.25 A survey of commercial airline pilots reveals that 
almost half believe that their companies defer maintenance for an excessive 
period of time.26 Table 24.4 shows what has happened to aircraft main
tenance under deregulation. The number of mechanics per aircraft fell at 
all but three airlines during this period. This occurred at a time when the 
U.S. fleet grew to be the oldest in the world—when you would think the 
industry would devote more resources to maintenance, not less. 

Before deregulation, the FAA minimum safety standards were a floor 
below which airlines would not go. Regulation encouraged a healthy mar
gin of safety above these standards. 
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Table 24.4 
Number of Mechanics per Aircraft 

Pan Am 

TWA 

United 

Eastern 

American 

Delta 

Continental 

Northwest 

USAir 

Source: WALL STREET JOURNAL, July 18, 1988, at 25. 

1 9 8 7 

2 8 . 2 

2 5 . 7 

2 1 . 2 

1 6 . 9 

1 5 . 6 

1 4 . 9 

1 3 . 0 

1 2 . 4 

1 1 . 8 

1 9 8 2 

2 7 . 4 

3 0 . 9 

1 7 . 8 

2 2 . 1 

1 6 . 6 

2 1 . 3 

1 4 . 6 

1 1 . 6 

1 2 . 4 

The unprecedented criminal indictments handed down in 1990 against 
Eastern Airlines suggest that Eastern put the bottom line ahead of the life 
line. Despite massive fines previously levied by the FAA (one totaled $9.5 
million for more than 78,000 safety violations), Eastern allegedly installed 
defective and untested equipment, skipped repairs, and doctored records. 
Stripped of assets and laden with debt by the corporate pirate Frank Lor
enzo, ailing Eastern pinched pennies until it collapsed into bankruptcy. 

It is doubtful that the economic health of airlines can ever be divorced 
from safety. Carriers nearing bankruptcy simply cannot afford to take de
fective aircraft out of service. Every day, indeed every hour, that a plane 
sits on the ground is lost revenue. 

The level of public and media concern over the trimmed margin of safety 
has turned up the heat on the Federal Aviation Administration, causing it 
to become more vigilant in enforcing its safety-regulation mandate—some
thing it was lethargic in doing during the early years of the Reagan admin
istration. Toward the end of the Reagan administration, significant fines 
were levied on the major airlines.27 

The Federal Aviation Administration discovered 63,191 safety violations 
by airlines in 1987, compared with only 28,864 in 1984.28 Nonetheless, 
the FAA recently came under fire in a report prepared by the Office of 
Technology Assessment (OTA).29 The OTA found the FAA understaffed 
in the number of inspectors, controllers, and technicians employed and 
stated that the FAA maintains inadequate programs to improve the perfor
mance of aircraft crews, air-traffic controllers, and mechanics. It urged the 
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FAA to continue surprise inspections and, in particular, to engage in inten
sive and extensive oversight of the commuter airline industry "during the 
shakeout expected over the next few years."30 

The OTA also had a few words of criticism for the airline industry. It 
found that although all airlines profess adherence to high safety standards, 
there are significant variations in corporate cultures and maintenance pro
cedures. According to the OTA, safety means one thing to a financially 
well-off carrier and quite another to a financially strapped airline forced 
to choose between discretionary aircraft maintenance and the purchase of 
needed facilities.31 The OTA concluded, "While airline officials are con
cerned about safety, financial considerations drive many industry decisions 
and will continue to do so as strong competition exists among the air
lines."32 Further, "many airlines have lowered hiring standards, [and] in
creased pilot and mechanic duty time."33 In a more recent study, the U.S. 
General Accounting Office found that some airlines are not complying with 
government orders to correct critical safety defects. 

The economic strains created by the intensive pricing competition un
leashed by deregulation have had a deleterious effect on carrier safety.34 

Why, then, haven't fatality rates been worse? Two reasons. 
First, we can thank the people with the slide rules at Boeing and Mc

Donnell-Douglas. They build very sturdy aircraft, designed to fly even when 
falling apart. Every generation of aircraft is better engineered than the last 
to withstand the elements. The redundancies built into over-engineered jets 
have made it possible for aircraft to stay aloft even when poorly main
tained. If one system fails, a backup will usually do the job. 

The truth is the accident rate is lower despite deregulation, not because 
of it. Many airlines are slashing expenditures on such things as mainte
nance and new aircraft purchases. Nonetheless, no matter how badly air
lines abuse their aging jets, the aircraft usually hold together. They are as 
structurally sound as cutting-edge technology can make them. 

Good pilots made safe landings in Hawaii when an Aloha Airlines 737 
became a convertible and when a United Airlines 747 popped a "Kahn 
door." People died in both accidents, but the carnage could have been far 
worse had the pilots and planes not held together. 

Second, pilots know that maintenance has taken a beating as profit mar
gins have plummeted. This has mandated a keen level of vigilance in the 
cockpit. Few of life's ordeals are as sobering as the fear of death. Pilots 
know to keep a sharp eye out, or else a near miss could become an actual 
hit. 

Add to that the sluggishness of the FAA to restaff the air traffic control 
system to pre-PATCO strike levels, replace obsolete equipment (the agency 
is reputed to be the largest user of vacuum tubes in the world), or impose 
peak-period landing fees or limit general aviation access, and you have a 
prescription for disaster. One investigatory agency found that the FAA 
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"moved at glacial speed, slowed by inadequate system planning, technol
ogy development difficulties and administration and congressional budget 
decisions." 

Many deregulation advocates insist that economic regulation had noth
ing whatever to do with safety. They pretend that the Civil Aeronautics 
Board, which regulated the airline industry for four decades, played no 
role in maintaining airline safety; that was the FAA's job, they say. 

In fact, the CAB insured airline safety in three principal ways. First, the 
CAB employed its licensing powers as a safety filter. The Federal Aviation 
Act requires that, before a carrier be given a license to operate, it prove 
itself "fit, willing and able" to provide the service safely. A grossly under
capitalized applicant could not demonstrate financial fitness and therefore 
was denied permission to fly. 

Second, if several applicants sought authority to enter a lucrative mar
ket, the CAB would often favor those most in need of economic assistance. 
Thus, weaker airlines were bolstered so that they wouldn't be tempted to 
scrimp on safety. 

Third, like the banking regulatory agencies, the CAB would encourage 
a healthy suitor to acquire a company approaching the precipice of bank
ruptcy. This was how Delta Air Lines acquired ailing Northeast Airlines 
in the early 1970s. 

These policies allowed the airline industry to afford a comfortable mar
gin of safety well above FAA minimums. But today, for some carriers, 
those standards have become the ceiling, rather than the floor. 

The Airline Deregulation Act of 1978 gutted much of the CAB's juris
diction and caused the agency's sunset in 1985, when its regulatory re
sponsibilities were transferred to the U.S. Department of Transportation. 
Nonetheless, the act's first two provisions reminded both agencies that the 
promotion of safety should be a policy imperative of the highest priority 
and that deterioration in safety should be prevented. 

Imaginative arguments have been advanced to assuage the fear of flying 
nowadays. One of the most cold-blooded is that the market will ultimately 
solve the safety problem. No airline can afford to have too many crashes, 
or else the public will shy away from it. Remember the collision of that 
Air Florida jet with the 14th Street Bridge in Washington, D.C? The pic
ture of the Air Florida jet's tail sticking out of the icy Potomac dominated 
the week's news, and the carrier was soon submerged in bankruptcy. 

No one can quarrel with the basic economic principle that if an airline 
kills off its passengers, it won't have any. But the men and women who 
lost their lives in the Air Florida disaster would likely have preferred gov
ernment protection before they ascended into heaven. No doubt, their souls 
gain little comfort in knowing that Adam Smith's "invisible hands" vindi
cated their deaths by strangling the economic life out of the unsafe air
line.35 
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AIRLINE SURVIVAL AND MARKET 
DARWINISM: DAWN OF THE 

GLOBAL MEGACARRIERS 

THE DISINTEGRATION OF THE U.S. AIRLINE INDUSTRY 

The airline industry is immersed in an unprecedented crisis, one that was 
not entirely unforeseen but one that was nonetheless unfortunate and 
avoidable. As 1991 dawned, six major airlines found themselves in some 
stage of liquidation, desperately selling off operating assets to raise enough 
cash to stay aloft. Five of them stumbled into bankruptcy, and by the end 
of 1991, three of those died. 

Before deregulation, many industry analysts warned that after a binge 
of destructive competition, only a handful of airlines would survive.1 These 
warnings were dismissed by deregulation proponents who saw nearly text
book levels of competition everywhere they looked.2 Alfred Kahn, the ar
chitect of airline deregulation, recently confessed, "We thought an airplane 
was nothing but a marginal cost with wings."3 

Deregulation was supposed to produce lots of new airlines. Congress 
was told that barriers to entry and economies of scale were insignificant; 
new entrants would emerge to prevent the industry from becoming con
centrated.4 In deregulation's inaugural years, new airlines appeared; but 
most couldn't survive. Many, like People Express, were consumed in merg
ers and acquisitions or, like Air Florida and Midway and 150 other air
lines, fell into the abyss of bankruptcy. Although they sent ticket prices 
spiraling downward, new entrants never accounted for more than about 5 
percent of the passenger market. Only one of the 176 airlines to which 
deregulation gave birth is, as of this writing, still alive and it, America 
West, languishes in bankruptcy. Today, new entry is highly unlikely. 

The magnitude of the crisis with which the airlines are now confronted 
is unparalleled in the history of commercial aviation. In 1991, after pro
longed illnesses, Eastern Airlines, Pan American World Airways, and Mid-
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way Airlines were laid to rest. Eastern's tragedy could be dismissed as an 
aberration were it not for the fact that other major U.S. airlines are also 
liquidating major operating assets to stay aloft. Continental and America 
West have also stumbled into bankruptcy, Continental for the second time 
(some call it Chapter 22 bankruptcy). More will likely follow. Take a closer 
look at the disintegrating airlines. 

A year after closing its Kansas City hub, Eastern entered bankruptcy 
and sold its Washington—New York—Boston shuttle (to Donald Trump for 
$365 million), as well as the Latin American routes it had picked up a few 
years earlier at Braniff's fire sale (to American Airlines for $310 million). 
After running out of cash, it ceased operations in January 1991. Delta and 
United were the highest bidders in the Eastern liquidation of gates, landing 
slots, and routes.5 

Pan Am sold its transatlantic routes to London and beyond to United 
for $400 million.6 Pan Am sold its Washington-New York-Boston shuttle 
and remaining European authority to Delta. The 1980s was a decade of 
dismemberment for anemic Pan Am, a time during which it sold off its 
transpacific routes (again to United, for $750 million), its Intercontinental 
Hotel chain, and the Manhattan skyscraper that still bears its name. It 
ceased operations in December 1991. 

TWA is selling off international routes, gates, and landing slots at Chi
cago and Washington, D.C. American is spending $445 million for TWA's 
Heathrow authority as well as other domestic airport and landing slot 
assets.7 

Midway sold its Philadelphia gates, which it had picked up at Eastern's 
fire sale, to USAir at a $32-million loss, then entered bankruptcy.8 It ceased 
operations in 1991. 

In bankruptcy for the second time in a decade, Continental sold its lu
crative Seattle-Tokyo route to American Airlines for $150 million.9 As of 
this writing, it too is in bankruptcy. 

Other U.S. airlines are having serious problems. USAir lost about half a 
billion dollars during 1990, and was projected to lose as much in 1991. It 
has tightened its belt significantly by reducing flights, withdrawing from 
markets, and furloughing thousands of workers.10 

Of course, a few gargantuan airlines will survive. The healthiest three— 
United, American, and Delta—already control more than half the mar
ket.11 All three are on a buying binge, gobbling up the dismembered parts 
of the disintegrating airlines. 

The airline industry suffered recessions and sharply increased fuel costs 
before deregulation. Fuel prices shot up 300 percent in the 1970s after the 
Arab oil embargo of 1973, and there was a recession in the early 1970s as 
well.12 But never before have major airlines collapsed. 

All the world's airlines are paying the sharply higher fuel prices inspired 
by the Persian Gulf crisis, and all are suffering from the early pangs of 
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global recession. But only America's are in bankruptcy, only America's 
have died, and only America's are selling off operating assets—despite the 
fact that international aviation fuel costs more than domestic fuel. Why? 

FORMER DOT SECRETARY SKINNER'S OBSERVATIONS ON 
THE CONTEMPORARY CRISIS IN THE AIRLINE INDUSTRY 

Former Secretary of Transportation (now White House Chief of Staff) 
Samuel Skinner recently delivered a speech before the National Press Club 
and testimony before two congressional committees, in which he addressed 
the contemporary crisis in the airline industry. Distilled to their essence, 
Skinner made the following points: 

1. The contemporary shakeout will leave air passenger transportation dominated 
by "more than three and less than seven" airlines over the next few years, and 
as a consequence, "some of the lowest fares will disappear."13 

2. The deregulation experiment is not the cause of the industry's problems. Dereg
ulation is instead a profound success, and the deregulation debate is proclaimed 
over. 

3. Although deregulation is not the cause of the industry's problems, labor costs 
are.14 

4. Foreign ownership is the cure for the industry's ills.15 

Only Skinner's first conclusion is correct. The industry will achieve lev
els of concentration even higher than the unprecedented levels it has al
ready reached. Before deregulation, the eight largest airlines controlled 80 
percent of the domestic passenger market. They now control 95 percent. 
The five disintegrating airlines accounted for about 25 percent of the do
mestic market, which, if Skinner is right, will likely be distributed among 
the surviving airlines. The three largest airlines (American, United, and 
Delta) already account for more than half the domestic market. The four 
largest (these three, plus Northwest) control more than two-thirds of the 
market. 

A growing number of industry experts and concerned citizens dispute 
Skinner's second point. Marty Shugrue, formerly Eastern Airlines trustee, 
observed: "Deregulation is simply not working out as anticipated. There 
are far fewer airlines than when deregulation began. Of the remaining car
riers, more than half are struggling and several may well go the way of 
Eastern."16 

Aviation fuel costs soared 300 percent during the 1970s, and the indus
try was plagued by recession then as well; but not a single airline folded, 
entered bankruptcy, or liquidated operating assets. Then, of course, the 
industry was regulated; today it is not. 

Today, aviation fuel is cheaper than before Saddam Hussein invaded 
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Kuwait. Although fuel costs rose significantly during the crisis, they were 
nonetheless lower in actual and real terms than they were a decade ago. 
Between 1981 and 1984, the actual cost per gallon of aviation fuel ranged 
between $0.79 and $1.04 per gallon, ranging in real terms (adjusted for 
inflation) between $1.04 and $1.47. In contrast, aviation fuel sold in 1990 
for only $0.80 per gallon.17 Despite the fact that fuel is cheaper, several 
major U.S. airlines are liquidating operating assets. 

The first decade of deregulation produced a bloodbath of ruinous com
petition. The industry as a whole enjoyed an average profit margin of less 
than 1 percent during the 1980s (compared with an average of between 3 
percent and 6 percent for manufacturers).18 Excessive losses produced 150 
bankruptcies and 50 mergers during deregulation's first decade. DOT never 
met a merger it didn't like, approving all 21 submitted to it.19 Deregula
tion also freed corporate raiders like Carl Icahn and Frank Lorenzo to 
strip airlines of assets. Debt service is now crushing the operating profits 
of the disintegrating airlines. DOT could have stopped the carnage, but 
chose not to intervene. 

The economic anemia unleashed by deregulation forced airlines to defer 
new equipment purchases. Sadly, U.S. airlines today fly the oldest fleet of 
aircraft in the developed world. The geriatric jets burn more fuel.20 They 
are also less safe. 

Deregulation created the fuel-guzzling hub-and-spoke phenomenon, which 
requires passengers to fly more miles, with more takeoffs and landings, 
and creates more airway congestion than before. Flying older jets more 
miles necessarily consumes more fuel. So when fuel costs rise even mod
estly, as they did during the Persian Gulf crisis, the profit margin disap
pears. 

Skinner is therefore wrong. Deregulation must shoulder at least part of 
the blame for the industry's disintegration and unprecedented concentra
tion. The same is true in the savings and loan industry and the trucking 
and bus industries. 

We will address Skinner's other conclusions in greater detail below. First, 
let us examine the principal survival characteristics of airlines in these un
friendly skies. 

SURVIVAL CHARACTERISTICS OF U.S. AIRLINES 

After more than a decade of deregulation, several characteristics appear 
essential for the survival of airlines. Listed below are nine.21 They are nei
ther listed in order of importance, nor are they of equal value. But gener
ally speaking, the more of them an airline possesses, the better its chances 
for survival. 
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Figure 25.1 
Single-Carrier Market Share at Concentrated Airports 

Multiple Hubs, Strategically Located 

Before deregulation, although Atlanta (for Delta) and Pittsburgh (for 
Allegheny, now USAir) were moderately concentrated, no airline domi
nated more than 50 percent of the market (measured by gates, passengers, 
or takeoffs and landings) at any major airport in the nation. Today, dom
inant airlines control more than 60 percent of the market (sometimes more 
than 90 percent) at about 18 major airports. The infrastructure of gates 
and landing slots at the major airports has been consumed by the mega
carriers, leaving little room for new entry.22 Figures 25.1 through 25.3 
reveal the growth in concentration at several of the nation's largest air
ports. 

Strategically located hubs are designated to allow the carriers to blanket 
the nation with service. For example, United has hubs at Chicago, Denver, 
San Francisco, and Washington, D.C. (Dulles). American Airlines has ex
panded its traditional hubs at Chicago and Dallas/Ft. Worth and estab
lished new ones at San Jose, Nashville, Raleigh/Durham, and San Juan. 
Delta has hubs at Atlanta, Dallas/Ft. Worth, Salt Lake City, and Cincin
nati. 

In contrast, TWA has a domestic hub only at St. Louis (and an inter
national hub at New York—Kennedy), and Pan Am dominated no domes
tic airport. Among the troubled airlines, only Continental has multiple 



Figure 25.2 
Single-Carrier Market Share at Concentrated Airports 

Figure 25.3 
Single-Carrier Market Share at Concentrated Airports 
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strategically located hubs—at Houston, Denver, Cleveland, and Newark 
(the latter it acquired from People Express on its deathbed). 

Moreover, consumption of airport infrastructure can translate into higher 
yields. Yields at concentrated airports are 27 percent higher per mile for 
passengers who begin or end their trips there than at unconcentrated air
ports.23 Airlines with more gates, takeoff and landing slots (at capacity-
constrained airports), and/or code-sharing agreements charge significantly 
higher prices than those without, according to the U.S. General Account
ing Office. 

For example, as of 1988, the eight largest airlines owned 96 percent of 
the landing and takeoff slots at the four slot-constrained airports (Chicago 
O'Hare, Washington National, and New York's Kennedy and LaGuardia). 
In 1985, before the Department of Transportation decreed slots could be 
bought and sold in the market, the eight largest airlines controlled only 70 
percent of the slots.24 Fares are 7 percent higher, on average, at slot-con
strained airports.25 Moreover, an airline that doubles the number of its 
gates enjoys a 3.5 percent increase in fares.26 

Frequent-Flyer Programs 

The widespread service permitted by multiple hubs allows airlines to 
enjoy economies of density and to better market their product to the most 
lucrative customer, the business traveler. For example, United Airlines serves 
all 50 states, not because each is profitable but because United can thus 
offer to fill all the geographic needs of business travelers. 

Airlines offer to fill business needs while luring business travelers with 
rewards of free travel to exotic destinations. In essence, they encourage 
business fraud. Suppose, for example, a distributor of copying paper of
fered to sell a business executive paper at a price 25 percent higher than 
his competitors but promised the executive two free first-class airline tick
ets to Hawaii if he bought the distributor's paper all year long. Wouldn't 
the business executive be defrauding his company if he purchased the higher-
priced paper? Yet that is precisely the type of inducement that airlines 
offer business travelers addicted to the frequent-flyer programs. Once ad
dicted, many business travelers select (and bill their companies for) the 
higher-priced flight on the airline, satiating their desire for free travel. In
deed, 75 percent of travel agents report that business customers chose to 
fly a particular airline more than half the time because of their membership 
in a frequent-flyer program.27 

Computer Reservations Systems 

Eighty percent of flights are booked through travel agents, and 95 per
cent of agents use one of the airline-owned computer reservations sys-
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terns.28 According to the GAO, an airline that owns its own computer 
reservations system stands between a 13 to 18 percent better chance of 
selling its product through its system than does a competitor.29 American 
Airlines pioneered such systems, with SABRE. United owns APOLLO. 
Continental owns SYSTEM ONE, which it took from Eastern for a good 
deal less than fair market value. TWA, Northwest, and Delta share the 
combination of PARS and DATAS II (now named WORLDSPAN). 

Computer reservations systems have created a sophisticated and expe
dient means of exchanging pricing proposals and have facilitated implicit 
price-fixing.30 They also produce extraordinary profits for their owners, 
far beyond the rents that could be exacted in a fully competitive market. 

Sophisticated Yield Management 

Airlines have learned that by watching passenger demand carefully, they 
can shrewdly manipulate the number of seats for which restricted dis
counts are offered on an hourly basis and can fill seats with passengers 
paying the maximum price. That explains the phenomenon of tens of 
thousands (40,000 to 100,000) of rate changes each day. 

Consumer groups complain that by offering cut-rate fares for only a 
relatively small number of seats, airlines are engaging in "bait-and-switch" 
advertising.31 The bewildering array of fares has also increased transac
tions costs for consumers. 

Fuel-Efficient Fleet of Standardized Aircraft 

The economic anemia created by the destructive competition unleashed 
by deregulation left airlines with inadequate resources to buy new planes, 
causing the U.S. fleet to degenerate into the oldest in the developed world. 
Thirty-one percent of the U.S. fleet now exceeds the economic design goals 
originally set by the manufacturers.32 Older-generation aircraft gulp more 
fuel. TWA flies the oldest jets in our geriatric U.S. fleet. 

Merged airlines have been forced to deal with the problems of consoli
dating huge fleets of aircraft of inconsistent types and several manufactur
ers, problems that increase the cost of maintenance and require multiple 
inventories of spare parts. Deregulation led to an unprecedented number 
of mergers and acquisitions during its first decade (see table 3.6). 

As a consequence, Continental, which flies the fleets of former carriers 
like Texas International, New York Air, People Express, and Frontier, ex
periences this problem. Northwest flies the fleets of North Central, South
ern, and Hughes Airwest, all of which merged to form Republic, which 
Northwest acquired. In contrast, airlines that grow from within (such as, 
for the most part, American and United) save maintenance cost and air
craft downtime by incrementally growing with relatively standardized fleets. 
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United has placed orders for new aircraft—which will expand its fleet by 
between 40 percent and 90 percent—all with a single manufacturer, Boeing, 
"promoting commonality within the fleet which assures significant long-
term operational efficiencies."33 

Incidentally, the largest airlines now control the order books at the ma
jor aircraft manufacturers. Both American and United are taking delivery 
of new jets every week (and will through the middle of this decade), whereas 
the collapsing airlines are not. As noted above, newer-generation aircraft 
are relatively fuel-efficient. This will matter more as the decade proceeds 
toward the statutory retirement of Stage 2 aircraft on January 2, 1999. As 
of May 1990, the airlines with the highest percentage of aging Stage 2 
aircraft were Eastern (70%), Northwest (65%), Pan Am (58%), USAir 
(55%), TWA (55%), Continental (52%), and Midway (85%).34 In con
trast, only 31 percent of American's fleet consists of Stage 2 aircraft.35 

As noted above, deregulation also produced the fuel-guzzling hub-and-
spoke phenomenon—the dominant megatrend on the deregulation land
scape. Hubbing requires that airlines fly passengers more miles in smaller 
aircraft with more takeoffs and landings. Indeed, hubbing led many air
lines to cancel orders for widebody aircraft in the early 1980s and either 
fly their existing jets or place orders for narrowbodied planes. The average 
seat mile costs for a widebodied aircraft like a Boeing 747 are significantly 
lower than those of a narrowbodied plane like a Boeing 737 or 727. Figure 
25.4 reveals the pre-deregulation trend toward larger-capacity (and lower 
seat mile cost) aircraft, compared with the reversal of the trend in the post-
deregulation period. Funneling passengers through constipated hub-and-
choke bottlenecks not only squanders billions of dollars of business trav
elers' time and productivity but also burns fuel wastefully. Smaller, older 
jets flying more miles with more takeoffs and landings necessarily cause 
their airlines to suffer increased costs during a period of ascending fuel 
prices. That plus the higher per passenger labor costs created by hubbing 
has caused productivity to turn flat under deregulation. 

Low Debt (Conservative Growth) 

The operating losses engendered by deregulation created enormous debt. 
Despite reduced wages, airline operating expenses increased 94 percent 
during deregulation's first six years.36 During deregulation's first decade, 
the industry suffered a 74 percent decline in its profit margin, to a mere .6 
percent—until now, the worst financial period in the industry's history.37 

The industry became an economic basket case, prompting the rash of mergers 
in the mid-1980s. 

Deregulation also freed corporate raiders, like Frank Lorenzo (at Con
tinental and Eastern) and Carl Icahn (at TWA), to loot airlines, leaving 
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Figure 25.4 
Average Seats per Aircraft, Fiscal Years 1969-1989 

Trend shown 1969-1978 

them with suffocating debt. Frank Lorenzo is the only man in history to 
have bankrupted two airlines (one of them twice). 

TWA owes $3.2 billion in long-term debt, lease obligations, and un
funded pension liability.38 Continental suffers from about $2.2 billion in 
debt.39 Eastern's collapse could expose its parent, Continental, to an ad
ditional billion dollars of liability for Eastern's unfunded pension obliga
tions and the transfer of assets into the Texas Air empire at less than fair 
market value. Interest payments recently exceeded 8 percent of operating 
expenses at both TWA and Eastern—the highest in the industry.40 

As a percentage of total capitalization, Pan Am's debt soared from 62 
percent in 1980 to 273 percent in 1989.41 Pan Am has $3 billion in long-
term debt, lease obligations, and unfunded pension liability.42 Eastern's 
debt climbed from 79 percent of total capitalization in 1980 to 473 per
cent in 1988, its last year before bankruptcy.43 TWA's debt soared from 
62 percent in 1980 to 115 percent in 1989.44 Continental's rose from 62 
percent in 1980 to 96 percent in 1989.45 It is no wonder the anemic air
lines are cannibalizing assets to stave off extinction. Figure 25.5 reveals 
this distressing trend. 

Representative Byron Dorgan aptly noted: "I'm not so alarmed if they 
load up a lipstick company with debt and it fails. But if you do that to an 
airline, it's a real blow to the public interest."46 Indeed it is. A collapsing 
infrastructure industry sends shock waves throughout the economy. 
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Figure 25.5 
Debt as a Percentage of Total Capitalization, 1980-1989 

The Department of Transportation has long held jurisdiction to investi
gate the "fitness" of airlines plagued with debt. Here, as with so many of 
its other statutory responsibilities, DOT has shown no enthusiasm for pro
tecting the public interest. 

The enormous debt assumed by Pan Am and Eastern (to shore up de
clining revenues) and Continental and TWA (to pay off exorbitant debt 
accumulated by corporate raiders) appears to be dragging these airlines 
down a black hole. 

Unfortunately, low debt has subjected some airlines to leveraged buy
outs. Low debt suggests there are lots of assets owned that can be sold to 
pay off the debt assumed during the acquisition. For example, Northwest 
had one of the lowest percentage of aircraft leased (4%) in the industry 
before its leveraged buyout.47 To thwart potential LBOs, some airlines have 
sold aircraft and leased them back, a strategy that reduces the inventory 
of aircraft that could finance an LBO but nonetheless increases the long-
term costs of doing business, whether the debt shows up on the books of 
the airline or not. 

Low Wages/Flexible Work Rules 

Some airlines have broken unions and thereby reduced costs. Continen
tal and TWA are prime examples. Although Continental has lower labor 
costs than any other major airline, not even that has kept it out of bank-
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ruptcy. Labor acrimony, perhaps enhanced by the tactics of its former 
chairman, Frank Lorenzo, cost it dearly in the 1980s. 

The airline industry is a service industry. Happy employees can give 
passengers a lovely trip and lure them back for another, and another. An
gry, embittered employees can do the opposite. 

Other airlines have convinced unions to settle for two-tier wage rates, 
with the B scale at entry grade. American, United, and Delta are examples. 
More than half of the present pilots and flight attendants at American, for 
example, are on the B scale. Some of the flight attendants at the two-tier 
airlines, earning between $950 and $1,220 a month,48 qualify for food 
stamps. 

In most service industries, salaries account for a disproportionate share 
of operating costs. But low wages do not guarantee survival. People Ex
press collapsed despite its rock-bottom wages. Continental, America West 
and Midway, also with relatively low wages, have struggled in the contem-

49 porary environment. 
As a percentage of operating expenses, Delta has among the highest la

bor costs and Continental the lowest.50 Yet Delta has thrived under dereg
ulation, and most analysts predict it to be one of the few surviving airlines. 
There seems to be a rather poor correlation between low wages and sur
vival, despite former Secretary Skinner's allegations to the contrary. 

Superior Service 

Airline service has degenerated universally under deregulation, so con
sumers have been taught not to expect much. Consumer polls reveal that 
travelers rate foreign airlines higher than our domestic ones. It is no won
der. When USAir consumed Piedmont, the latter's loyal customers were 
most concerned with whether USAir would continue Piedmont's practice 
of giving passengers the full can of soda, rather than just a cup. That one 
example reflects how far consumer expectations have fallen. 

To pose an analogy, before deregulation we enjoyed chicken-fried steak. 
Now we are relegated to a diet of ground horsemeat. Consumers save 
billions of dollars eating horsemeat, but it just doesn't taste the same. 

The point is that today it doesn't take a lot of service to stand out as 
being better. Consumers can be, and too often are, turned off by late ar
rivals and departures, dirty planes, inedible food, and embittered employ
ees. The three largest airlines—Delta, United, and American—typically are 
rated higher than other domestic airlines in terms of service. 

International Routes 

The global air-transport market is growing, and many international 
markets are quite lucrative. Although traffic was down on the North At-
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lantic in the early 1990s, airlines that serve the North Pacific market enjoy 
the most attractive yields. Both Northwest and United earn a dispropor
tionate share of their total income from international markets. Between 
1987 and 1989, Northwest earned between 68 percent and 91 percent of 
its total operating profit from international markets while United earned 
between 24 percent and 34 percent.51 Many industry analysts predict in
ternational markets will grow faster than domestic markets during this 
decade. 

CONCENTRATION IN THE TRANSPORTATION INDUSTRY 

Collapsing airlines mean more concentration. Already, the eight largest 
airlines account for more than 90 percent of the domestic market (up from 
80 percent before deregulation). Sadly, additional concentration will send 
ticket prices soaring into the ionosphere. 

The Brookings Institution alleges that consumers save $6 billion a year 
because of airline deregulation. Not so. Fuel-adjusted real airfares fell at a 
significantly faster rate during the decade before deregulation than in the 
decade after. Except for a brief spate of sharply lower fares in the 1977— 
79 period, post-deregulation fuel- and inflation-adjusted fares fell at a 30 
percent slower rate per mile than in the pre-deregulation period.52 The 
Brookings studies wholly ignore the pre-deregulation trend of falling ticket 
prices (which for four decades was driven by technological improvements) 
and attribute all price savings since promulgation of the Airline Deregula
tion Act of 1978 to deregulation. 

Paradoxically, whereas deregulation was supposed to produce more 
competition, lower prices, and better service, it has instead produced more 
concentration, higher prices, and miserable service. Every major prediction 
made by the textbook economists has proven wrong. 

The airline story could itself be considered a curious aberration if the 
concentration epidemic was not also plaguing every other mode of trans
port. But under deregulation, the number of major railroads dwindled from 
12 to 7, with no significant new entry. Two-thirds of the general-freight 
trucking companies collapsed, with no significant new entry. And with the 
merger of Greyhound and Trailways, the bus duopoly became a monopoly 
and is now in bankruptcy; here too, there has been no significant new 
entry.53 

FOREIGN OWNERSHIP 

Now that deregulation has failed to produce the near perfect model of 
textbook competition the laissez-faire economists predicted, the deregula-
tionists are proposing to sell our domestic industry off to foreign airlines. 
Already Northwest, Delta, Continental, America West, and Hawaiian Air-
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lines have significant foreign equity. The DOT has suggested that, insofar 
as foreign ownership is concerned, the sky is the limit. 

In 1989, Secretary of Transportation Samuel Skinner expressed legiti
mate concern over the Checchi group's acquisition of Northwest Airlines, 
not only because the LBO would increase Northwest's debt fourfold but 
also because the $400-million equity participation by KLM Royal Dutch 
Airlines would give it about 57 percent of total equity.54 Secretary Skinner 
appeared to interpret Section 101(16) of the Federal Aviation Act to limit 
foreign equity to 25 percent. As Skinner said: 

While KLM's voting share technically fell within the statute's numerical limits [which 
requires that the airline's president and two-thirds of its board and other managing 
officers be U.S. citizens and that not less than 75 percent of voting interest be 
owned and controlled by U.S. citizens], we concluded that KLM's ownership of 57 
percent of NWA Inc.'s total equity, together with the existence of other links be
tween the carriers and KLM's position as a competitor, could create the potential 
for the exercise of influence and control over the carrier's decisions. This would be 
inconsistent with the law.55 

Remarkably, what Secretary Skinner then declared would be, in his words, 
"inconsistent with the law" he now proclaims to be well within the law. 

The statute has not been amended since then-Secretary Skinner found 
that KLM's gargantuan ownership was inconsistent with the law. The U.S. 
Department of Transportation continues to hold jurisdiction, under Sec
tion 401 of the Federal Aviation Act, to scrutinize the fitness of airlines 
(which includes safety and compliance fitness) and, under Section 101(16), 
to review foreign ownership. Under present law, foreign ownership is lim
ited to 25 percent of the voting stock of U.S. airlines, and no foreign air
line can ply the domestic trade. 

In a radical departure from precedent and a tortuous interpretation of 
law, in 1991 the DOT announced that it will allow foreign equity owner
ship of up to 50 percent. Former Secretary Skinner also proposed that 
statutory limits on voting ownership be increased to 49 percent.56 The 
DOT has even proposed to put the exchange of cabotage rights (the op
portunity for foreign airlines to serve domestic routes) on the table in ne
gotiations with the government of Canada, despite the legislative prohibi
tion. Actually, foreign airlines don't need cabotage rights if they can buy 
access to the U.S. market. 

Foreign alliances with U.S. airlines began in the 1980s with shared fre
quent-flyer programs, then entered computer reservations systems, and now 
have turned to outright equity ownership. Table 25.1 reveals the alliances 
of the two dominant European computer reservations systems. 

International airline alliances have been stimulated by the prospect of 
liberalizing European transport in 1992.57 Having witnessed the intense 
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Table 25.1 
European Computer Reservations Systems Partners 

Covia 

United 

British Airways 

KLM 

Swissair 

Alitalia 

USAir 

shakeout produced by deregulation in America, foreign management be
lieves that the liberalization of competition rules will result in extreme 
concentration. The conventional wisdom is that when the dust settles from 
U.S. deregulation and international aviation liberalization, only a handful 
of global megacarriers will dominate air transport. Several industry experts 
predict that the world's air-transport system will eventually be dominated 
by just eight to ten global megacarriers. 

Wanting to be among the survivors motivated the contemporary surge 
in international combinations and alliances. Moreover, with Europe's avia
tion infrastructure even more saturated than America's, opportunities for 
growth are largely limited to acquiring or affiliating with existing airlines. 

Foreign airlines are deeply interested in penetrating the U.S. passenger 
market—a market larger than that of the rest of the world combined. In 
the last few years, KLM bought a huge piece of Northwest, SAS purchased 
a chunk of Continental, Singapore Airlines and Swissair each acquired a 
slice of Delta, and British Airways (which gobbled up British Caledonian) 
sought a share of United Airlines. Table 25.2 depicts the substantial for
eign airline ownership in U.S. flag carriers. 

The equity interests by Scandinavian Airline System (SAS) in Continen
tal Airline Holdings was inspired by the American carriers' need for a 
substantial infusion of new capital. From SAS's perspective, the Texas Air 
alliance gave it new feed into its transatlantic routes; SAS moved its inter
national hub from New York Kennedy Airport to Newark, where Texas 
Air's Continental and Eastern could provide domestic feed.58 (However, 
SAS may have overextended itself; it is now retrenching.) Swissair's and 
Singapore Airlines' interest in Delta appears to have been inspired by a 
different reason—the desire of Delta to have friendly partners poised to 
fend off LBOs. 

But most are motivated by foreign airlines' interests in creating operat-

Amadeus 

Texas Air 

Air France 

Lufthansa 

Iberia 

SAS 
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Table 25.2 
Foreign Airline Ownership of U.S. Airlines 

Foreicm Airline 

SAS 

Swissair 

Singapore Airlines 

Ansett Airlines 

Japan Air Lines 

KLM 

British Air 

Percentaae 

18.4% 

5% 

5% 

17% 

20% 

49% 

15%* 

Ownership U.S. Airline 

Continental 

Delta 

Delta 

America West 

Hawaiian Airlines 

Northwest 

United 

* proposed; later withdrawn 

ing and market alliances. Thus, foreign airlines invest "dumb equity," ac
cepting suboptimal returns because they anticipate synergistic revenue on 
the passenger feed that U.S. airlines promise them and the diminution of 
competition thereby created. 

Not only U.S.—foreign but also other international aviation alliances are 
emerging, including British Airway's acquisition of British Caledonian and 
Air France's purchase of UTA. Table 25.3 reveals the major ownership 
interests of foreign airlines. Here's a college board exam question: if Delta 
owns 5 percent of Swissair, and Swissair owns 5 percent of SAS, and SAS 
owns 18.4 percent of Continental, how much of Continental does Delta 
control ? 

Foreign ownership raises serious anticompetition concerns. Many inter
national markets are already among the highest priced, fastest growing, 
most lucrative and least competitive. As noted above, United and North
west both earn a disproportionate share of their profits from the transpa
cific market. How vigorous a competitor would they be if Japan Air Lines 
(or, for that matter, Korean Air Lines or Cathay Pacific) owned a signifi
cant chunk of either? 

KLM now owns 49 percent of Northwest. Both airlines serve Amster
dam and Minneapolis (their respective hubs), as well as interior European 
and U.S. cities. How can we expect vigorous competition between an air
line (Northwest) and its owner (KLM)? We didn't see it between Conti
nental and Eastern once Frank Lorenzo's Texas Air subdued both. 

Further, most foreign airlines are owned, in whole or part, by their gov
ernments. Monopoly is not the antithesis of competition; socialism is. A 
government-owned or -subsidized airline need not make a profit to stay 
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Table 25.3 
Cross-Ownership Agreements between Foreign Airlines59 

Purchaser 

Air France 

ANA 

Cathay Pacific 

Iberia 

SAS 

SAS 

SAS 

SAS 

Swissair 

Swissair 

Percentage Ownership 

1.5% 

5% 

35% 

85% 

5% 

35% 

25% 

16% 

10% 

5% 

Target 

Austrian Airlines 

Austrian Airlines 

Dragonair 

AerolineasArgentinas 

Swissair 

Lan Chile 

Airlines of Britain 

CTA 

Austrian Airlines 

SAS 

alive and therefore lacks a proper competitive discipline. Its presence in a 
free market creates an unlevel playing field. Government treasuries have 
financial resources beyond the wildest dreams of privately owned compa
nies. Foreign governments can subsidize losses or underwrite the capital 
requirements necessary to develop monopoly positions. 

At the outset of deregulation, some predicted that ultimately only a 
handful of airlines would survive and that these would be nationalized as 
wards of the state. Never could they have imagined that the few surviving 
airlines would be wards of foreign governments. 

Today, about 8 percent of Northwest is owned by the government of 
the Netherlands. About 8 percent of Continental and Eastern are owned 
by the Scandanavian governments. We have now embarked on a regime 
of partial nationalization, not by our government but by foreign govern
ments. 

Foreign ownership restrictions have long existed for many of our essen
tial infrastructure industries—airlines, intercoastal and inland shipping, 
telecommunications, broadcasting, electric power production, and nuclear 
energy. These restrictions were added to our law not because of blind xe
nophobia but because of legitimate national security considerations. 

Aviation is essential to national security. As Operation Desert Storm 
confirmed, the nation depends on the aircraft of our domestic airlines com
mitted to the Civil Reserve Aviation Fleet (CRAF) as the essential logistical 
means to ferry troops and supplies to distant battlefields. We need the 
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CRAF fleet for airlift capacity in time of war. Foreign ownership may jeop
ardize access to CRAF aircraft. The air force simply doesn't have enough 
C-5As to do the job. 

On August 2, 1990, Iraq invaded Kuwait. Two weeks later, the CRAF 
fleet was activated—the first time since its creation in 1951. Calling up the 
CRAF fleet was essential to meet the demands of the most massive airlift 
since the Berlin Airlift in 1948. During the first two months of activation, 
CRAF planes flew more than 500 missions and carried 66,000 passengers 
(mostly soldiers) and 22,000 tons of cargo. In the recent Persian Gulf cri
sis, we relied on our domestic Civil Reserve Aviation Fleet to ferry 60 
percent of the soldiers and 23 percent of the supplies to the battlefield. Yet 
Skinner would have foreign governments sit on the boards of directors of 
U.S. airlines. 

Similarly, we maintain a federally subsidized U.S.-flag fleet of ocean car
riers because of the lesson we learned in World War I—when we looked 
around for essential ships to ferry troops and supplies across the Atlantic, 
there were nearly none. Not that long ago, the federal government bailed 
out a collapsing Conrail and Lockheed in part because of their importance 
to national security. Transportation is essential to our national defense. 

Of course, we could commandeer the aircraft of foreign airlines if we 
needed them—seize the property of foreign companies as other nations 
have done to American firms. But acquisition of capacity is not the only 
problem. 

Those who argue for foreign ownership of domestic airlines forget that 
most of the technological breakthroughs of aviation were inspired by mil
itary applications—delivering troops and bombs. Imagine a world where 
we had never prohibited foreign ownership or foreign airline competition. 
How many Pearl Harbors would we have suffered if the dominant domes
tic airlines in 1940 had been Lufthansa and Japan Air Lines? 

Although we fought wars with Britain in two centuries, British Airways 
doesn't look like much of a national security threat these days. But our 
alliances are constantly shifting, so that an Aeroflot looks more or less 
threatening depending on the point in history at which you ask the ques
tion. We embraced Stalin to fight Hitler, and Syria's Assad to destroy Sad
dam Hussein. Today, would we want Donald Trump to sell the Trump 
Shuttle to Iraqi Airways? 

In 1974, the Shah of Iran proposed to buy Pan American World Air
ways. Had former Secretary of Transportation Skinner been calling the 
shots then, he might well have allowed it. After all, Iran was then our 
closest ally in that part of the world. 

We all know the tragic events that transpired in Iran after the fall of the 
Shah. If the foreign ownership rules adopted by DOT in 1991 had been in 
effect in 1974, would Iranian President Rafsanjani today be chairman of 
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Pan Am's Board, and would Pan Am's CRAF 747s be parked on Iranian 
military airfields next to Iraqi jet fighters? 

We need to keep our essential infrastructure industries out of foreign 
hands so that we don't wake up one day in the midst of a global crisis 
wondering why we were so shortsighted as to allow our industries to be 
crippled by our adversaries. We don't want foreign owners sabotaging, 
disrupting, or delaying the free movement of commerce, or communica
tions, or electric power or, indeed, putting their grubby hands on nuclear 
fuel rods. We need a healthy domestic infrastructure capable of loyally 
serving the nation in times of crisis. 

Moreover, foreign ownership jeopardizes the integrity of bilateral air
transport negotiations between the United States and foreign governments. 
International routes are traded by nations on a bilateral basis, usually with 
candid input from their carriers.60 Multiple allegiances may well jeopard
ize the integrity of that process. 

CONCLUSIONS 

Foreign ownership restrictions didn't cause the disintegration of our do
mestic airline industry. Neither did the fuel crisis of 1991—92. 

Look around the world. No foreign airline is in as sorry shape as ours— 
none are liquidating operating assets, none are in bankruptcy, and none 
have died—despite the fact that international aviation fuel costs more than 
domestic fuel and the entire world is feeling the pangs of recession. 

Surely, we need to alleviate the economic crisis plaguing the airline in
dustry and threatening healthy competition. To do that, we had best start 
tackling the true cause rather than hastily grasping for radical alternatives 
that might endanger our national security. 

There are more than two temperatures at which to cook a pot of stew. 
In the 1970s, the competitive dial was set on LOW. The stew wasn't warm 
enough so Congress turned the dial up to HIGH with the Airline Deregu
lation Act of 1978. The competitive bubbles began to boil, causing stew 
to splatter over the side of the pot. The aroma was sweet for a short while, 
until it turned foul with smoke. Before the stew burns a charcoal black, 
Congress should turn the dial down to MEDIUM so that we can have stew 
the public can eat. 

The public owns the trillion-dollar airport and airway infrastructure. 
Common sense suggests that the public ought to have some say in how 
the airlines use that system. Consider that all the stock of all the airlines 
could be purchased on Wall Street for less than $15 billion, or a mere 1.5 
percent of the value of the public investment. 

Unlike the highways, where people have direct access in their privately 
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owned automobiles, the airport and airway system can be accessed by the 
great majority of citizens only via the commercial airlines. Yet the desti
nations, the terms, the conditions, and the prices of services are all dictated 
by private monopolists and oligopolists, with no input from the public, 
which owns 98.5 percent of the system. 

Deregulation gave away the public system to private monopolists. It re
placed the U.S. Civil Aeronautics Board, which protected the public inter
est, with the chief executive officers of a handful of airlines, who treat the 
public system as their private Monopoly board, buying and selling prop
erties while charging the public exorbitant rents. They are allowed to turn 
a profit by selling assets owned by the nation—landing slots and interna
tional routes. Deregulation transformed the air transport system from a 
public utility into segmented and shared regional and city-pair monopolies 
and a national oligopoly. The equivalent would be deregulating the truck
ing industry and giving the interstate highways to the trucking compa
nies—letting them set the rates and service conditions of public access and 
allowing the trucking companies to sell these monopoly rights to the Dutch 
government. 

The tyranny of monopoly gave birth to economic and antitrust regula
tion in the nineteenth century. (Congress regulated the monopoly railroads 
in 1887 and passed the Sherman Antitrust Act just three years later.) A 
nation that fails to learn from history is doomed to repeat it. 

The Wall Street Journal recently asked Americans to identify the indus
tries in which they have the most, or the least, confidence. The largest 
number by far, 43 percent, said they had no confidence in the airline in
dustry. The disapproval ratings for the industries that followed—insurance 
(27%), banking (23%), oil and gas (22%), and stockbrokers (22%)—were 
not nearly as high.61 

Note the common denominator of these five industries. Insurance has 
never been regulated by the federal government, and airlines, banks, oil 
and gas companies, and securities have all undergone significant deregula
tion during the last decade. 

Before deregulation, our transportation system was universally ac
claimed to be the world's finest. Since then, the deterioration in our trans
portation infrastructure, public and private, would embarrass a Third World 
nation. The potholes we dodge on the highways and the aging jets in which 
we fly are symptoms of a malignant illness. 

The failure of deregulation disproves the implicit thesis of the theology 
of laissez-faire—that unconstrained human greed will produce a better so
ciety. It is time for a spoonful of regulatory medicine, while there is still 
some modicum of competition to preserve. It is time to roll back deregu
lation, not to the strict regime of the early 1970s but to an enlightened 
regime of responsible government oversight. It is time for regulatory re
form. 
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REREGULATION: DARE WE 
SPEAK IT? 

Before deregulation, the United States enjoyed what was universally ac
claimed to be the "world's finest system of transportation." Our service 
was excellent, our fleet was young and technologically efficient, labor en
joyed stability of working conditions and decent wages, and inflation-ad
justed airfares had been falling for four decades. But Alfred Kahn thought 
he could do it better. 

For a short while, he did. In the late 1970s, as chairman of the Civil 
Aeronautics Board, Kahn proved that regulatory reform was a good idea. 
He proved that airlines could, by lowering fares, tap the elasticities of 
demand and thereby fill seats that otherwise would have flown empty. It 
was a win-win situation. Consumers enjoyed lower fares, and airlines en
joyed unprecedented profitability. 

Intoxicated with success, Kahn thought that if a little regulatory reform 
was good, then wholesale deregulation would be better. As a textbook 
economist, Kahn made three critical assumptions: (1) there were no econ
omies of scale of significance in the airline industry (he described airlines 
as "marginal costs with wings"); (2) there were no significant barriers to 
entry, except licensing requirements imposed by regulators; and (3) even if 
some airlines enjoyed market power here and there, they could not reap 
monopoly profits because the industry was essentially "contestable"—su-
pracompetitive profits would attract new1 entrants like sharks to the smell 
of blood. Thus, Kahn predicted, the airline industry would not become 
highly concentrated, as many critics of deregulation feared, and the public 
would enjoy near perfect levels of competition. 

After a decade of deregulation, two things are clear. First, many of the 
essential assumptions advanced by free market economists regarding the 
inherently competitive nature of the transportation industry (e.g., the like
lihood that new competitive entry would emerge because of perceived low 
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barriers to entry and few economies of scale, as well as "contestability" of 
markets) were, simply, specious. The excessive optimism of how competi
tive the market would be stemmed from hostility to government regulation 
and euphoria over textbook economics.1 Because the essential foundations 
of this theory were specious, the predictions have proven wrong. 

Second, and as a consequence of this erroneous reasoning, the predic
tions that rested on these assumptions have not been sustained by the em
pirical evidence. Textbook economics produces one result under deregula
tion—near perfect competition. But the world in which we live has produced 
quite another—an anemic industry of megacarriers providing poor service 
and highly discriminatory pricing. Where airlines compete head to head, 
they have a tendency to engage in below-cost pricing, leading to debt, 
bankruptcies, and mergers—concentration by any path. In markets where 
they share monopolies, they charge radically higher prices to make up for 
their losses in competitive markets—rampant discrimination. Of course, 
the anemic nature of the industry is being supplanted by emerging oligop
olies and monopolies, which enable carriers to exert market power. Rais
ing prices and cutting service will improve the health of the industry while 
consumers forgo those deep discounts of which deregulation's proponents 
have been so proud. 

But rather than acknowledge that the theory of deregulation is a failure, 
deregulation proponents tenaciously insist that the product of deregulation 
is a profound success—lower fares and more people flying than ever before 
(although they dodge the pre-deregulation trends on both, which were su
perior). 

If there are problems in the airline industry, deregulation proponents 
blame everything but deregulation—the failure of the government to en
force the antitrust laws or its failure to build additional infrastructure. And 
any problems with deregulation can be cured by still more deregulation— 
repeal the cabotage laws, and let the foreign airlines in, some demand. 

To his credit, Kahn has reluctantly admitted that many of the funda
mental assumptions on which deregulation was based (including the exis
tence of economies of scale and scope, as well as the theory of contesta
bility) were either overstated or erroneous.2 He has also admitted that many 
of the predictions of how deregulation would affect the transportation in
dustry, labor, and the public were overly optimistic.3 Nonetheless, he still 
clings to the position that, on balance, airline deregulation has been a suc
cess.4 

But Kahn's dogged insistence that deregulation is a success produces a 
tragic result. Many in Congress and most in the White House believe he is 
right. So long as they do, despite the crisis of disintegrating airlines (East
ern, Pan Am, Midway, TWA, Continental, America West, and possibly 
USAir), we will have nothing more from Congress than a few rather inef
fective Band-Aids at most. 
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If we want to preserve the level of competition that now exists, a more 
comprehensive solution to the problems of deregulation must be enacted— 
not reregulation of the kind we had in the early 1970s but something 
between that and the current environment of laissez-faire—something per
haps akin to the regulatory reform we enjoyed in the late 1970s. Yet as 
long as policymakers inside the Washington, D.C, beltway praise the Em
peror Kahn's new clothes, a meaningful legislative solution is unlikely. 

Therefore, Kahn facilitates three unfortunate results: (1) several more 
major airlines will disintegrate; (2) where the surviving airlines enjoy mar
ket power, they will behave as rational wealth maximizers and gouge con
sumers (as they already do at concentrated hubs); and (3) this situation 
will become so intolerable that Congress will eventually be compelled to 
reregulate. Unfortunately, reregulation of monopolies is a much more 
comprehensive endeavor than regulation of competition. 

By insisting deregulation is a success, Kahn inadvertently prevents the 
development of a more moderate solution that could preserve the level of 
competition that now exists, leading inevitably to increased and intolerable 
concentration and "public utility" reregulation. 

What will we have gone through all this for? Service is poor; we fly the 
oldest fleet of aircraft in the developed world; the industry is more concen
trated; labor has been crushed; declines in pricing have been no better than 
pre-deregulation trends; and with still more concentration (which is quite 
likely, if not inevitable), pricing will grow worse. 

Pricing deserves a few more words. We will have a highly discriminatory 
pricing structure, one in which (1) Fortune 500 companies (indeed, any 
firm that does more than half a million dollars in travel business) will 
receive low, unrestricted fares, (2) vacation travelers, by virtue of yield 
management, will receive highly restricted but low-excursion fares, but (3) 
everybody in between (particularly small business travelers and profession
als) will pay through the nose. 

One day, a historian will be able to write the following words. Because 
of recession and fuel crisis in the early 1970s, the government (Civil Aero
nautics Board) imposed stringent regulation in order to preserve the num
ber of firms that then existed—a healthy dose of short-term regulation to 
preserve long-term competition. Not one airline went bankrupt, but tight 
regulation was politically intolerable and led to a legislative response of 
deregulation. For every action, it seems, there is an equal and opposite 
reaction. 

Despite recession and a fuel crisis in the early 1990s, our government 
took no action to preserve the number of firms that then existed. Its hands 
were tied with deregulation. Its failure to regulate in the short-term pro
duced many airline failures and ultimately long-term concentration. The 
resultant national oligopoly and regional monopolies, and their highly dis
criminatory pricing and service offerings, were politically intolerable in an 
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infrastructure industry as important to commerce, communications, and 
national defense as airlines and served as a catalyst for legislative reregu
lation. 

Kahn has, on occasion, admitted that government needs to do more, 
saying that the problems that have emerged "urgently cry out for at least 
some government remedies."5 He has called for more stringent antitrust 
and safety regulation. He has acknowledged a need for more consumer 
protection. He has even conceded that some sort of pricing regulation may 
be appropriate to deal with predatory behavior by large firms and that it 
may be time to consider price ceilings.6 

There are essentially four alternatives for the protection of economic 
and social values in an important, privately owned infrastructure industry, 
like transportation. They are 

1. heavy-handed regulation; 

2. regulatory reform ("light-handed" economic regulation); 

3. economic deregulation and antitrust regulation; or 

4. laissez-faire. 

The first alternative can be as debilitating to the infrastructure and the 
public it serves as the last.7 Neither rigid governmental control (like that 
which existed at the CAB in the early 1970s) nor anarchy (like that which 
exists today) is a desirable alternative. The responsible choice is between 
alternatives two and three. It is our belief that alternative two, enlightened 
regulation, is the better approach.8 Kahn prefers alternative three.9 

Kahn has suggested, in a number of forums, that antitrust laws are an 
adequate substitute for economic regulation in protecting the public inter
est. They are not. As we have seen, under deregulation, the railroads, air
lines, and bus and motor carriers have become more highly concentrated 
than at any other time in their history. The imperative to merge stems 
from the destructive competitive environment of deregulation and from the 
economic anemia created by traffic dilution. Carriers hemorrhaging dollars 
and facing the alternative of a merger or eventual bankruptcy quite logi
cally choose the former. 

Antitrust laws have not effectively been used to deter such consolida
tions. Take airlines. Although not a single merger has been given antitrust 
immunity under Section 414 of the Federal Aviation Act, no one has filed 
a private antitrust action in opposition. Neither have civil or criminal an
titrust opportunities been employed, more than incidentally, to challenge 
predatory behavior by larger transportation firms. Contemporary case law 
on predation generally does not favor the plaintiff.10 

In addition to the lack of political will exhibited by the U.S. Department 
of Justice during the last decade to pursue antitrust violations other than 
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price-fixing, the disincentive for private parties to use antitrust as a civil 
means of correcting market failure has a number of reasons, including the 
high cost and consumption of time in pursuing an antitrust action, the 
significant evidentiary hurdles, and the fact that contemporary case law is 
not particularly sympathetic to plaintiffs alleging predation. An aggrieved 
party stands a better chance of prevailing if he or she follows on the coat-
tails of a successful government civil or criminal action, in part because 
the complex evidentiary record has been assembled. But the lack of con
temporary Justice Department enthusiasm for areas of antitrust, other than 
price-fixing, makes that less feasible. Building such a record from scratch 
can be extremely expensive. 

Kahn blames the "complaisant" DOT antitrust policy in approving every 
merger submitted to it for the high level of concentration that now exists 
in the industry. True, national levels of concentration have been advanced 
by the huge mergers permitted by an irresponsible DOT. But as we saw in 
Chapter 20 only three hubs (Detroit, Minneapolis/St. Paul, and St. Louis) 
owe their single-carrier dominance to mergers. The overwhelming majority 
of hub monopolies owe their existence to the entry and exit opportunities, 
which are the very heart of deregulation. Today, 85 percent of America's 
city-pairs are monopolies or duopolies. Moreover, whether our govern
ment pursues a lax antitrust approach and approves all mergers, as it did 
in the 1980s, or pursues a get-tough strategy and insists on liquidations, 
as it appears to be doing in the 1990s, the inevitable result under either 
scenario is the same—increased concentration. 

Neither do the antitrust laws provide any protection against pricing or 
service discrimination. The Robinson-Patman Act prohibits discrimination 
in the sale of goods, not services. 

Hence, antitrust is an inadequate substitute for responsible economic 
regulation in protecting public-interest values of assuring a healthy com
petitive environment and advancing social objectives that do not find a 
high priority in a regime of laissez-faire. Kahn has been critical of what he 
has referred to as the "ideologues of laissez faire."11 But because the alter
native he proposes is, quite simply, not pragmatically available at this point 
in our legal history, stripping away economic regulation inevitably subjects 
the industry and the public it serves to alternative four, laissez-faire. 

The net result of deregulation is that the five-member Civil Aeronautics 
Board has, in effect, been replaced by the chief executive officers of the 
largest five or six airlines. If we learned nothing else from the era of the 
railroad robber barons, we should have learned that the transportation 
industry has too many social and economic externalities to allow it to be 
manipulated by a handful of unconstrained monopolists. The quasi-public 
utility nature of the transportation industry suggests the need for en
lightened regulation in the public interest. 

Much of the blame for such undesirable social and economic conse-
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quences must, of course, be placed on the shoulders of the governmental 
officials who implemented deregulation. Both Presidents Carter and Rea
gan appointed free market economists and deregulation ideologues to the 
transportation agencies—the Civil Aeronautics Board, the Interstate Com
merce Commission (ICC), and the Department of Transportation. As a 
consequence, these agencies became highly political institutions, taking their 
marching orders from a decidedly ideological White House. It was the 
political winds blowing down Pennsylvania Avenue that created the tur
bulence in the airline industry. 

In true free market zealotry, those who led the CAB, the ICC, and the 
DOT during the past decade embraced deregulation as an end in itself. 
Deregulation should have been the means, not the end; entry and pricing— 
if gradually, carefully, and responsibly liberalized—could have produced a 
more competitive environment than what has emerged.12 Had a more re
sponsible and practical approach been employed, the turmoil would have 
been much less onerous. The inherent tendency of the industry to engage 
in destructive competition could have been ameliorated by responsible 
governmental oversight. 

But zealotry demands immediacy, and there was little evidence of the 
gradual transition that was mandated by the deregulation legislation. As 
we saw in Part II of this book, precious little attention was paid to the 
statutes that Congress passed to implement deregulation. Economists and 
zealots tend to see truth clearly and view legislation as a nuisance when it 
conflicts with their vision of nirvana. Unfortunately, Congress has been 
incapable or unwilling to exert its Constitutional power to regulate inter
state and foreign commerce and to reign the agencies in. 

The time has come to contemplate rolling back deregulation, reestablish
ing the appropriate role of government in leveling the playing field, cor
recting market failure, and protecting those economic and social interests 
that do not find a high priority in a regime of laissez-faire. 

A rising chorus of experts is calling for more regulation. The Washing
ton attorney Robert Reed Gray noted, "There has to be some reregulation 
to make the industry more tolerable for the people of this country."13 The 
Washington Post columnist Hobart Rowen put it this way: 

The public is entitled to more attention to air safety; to the vigorous use of anti
trust laws to break up airline monopolies; to an improvement in the quality of 
service; to the creation of an air travelers' lobby; and (as Kahn now suggests) to 
assurance that the roster of experienced air traffic controllers will be brought up 
to snuff. 

If Congress does these things, it doesn't have to use the name "reregulation." A 
rose by any other name . . .14 

His colleague Carl Rowan said it even more strongly: 
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Deregulation has forced all the once-great airlines to become service cheapos, union 
busters, fare slashers and con artists. . . . We have air travel bedlam. 

Re-regulation is what America needs. It would bring back to the air travel busi
ness companies who know costs and responsibilities, and the tragedy of economic 
shortcuts. It would enable passengers to know that you get what you pay for— 
thorough inspections, first-rate pilots, decent food, [and] competent mechanics.15 

Regulation is by no means a new concept. It has traditionally been em
ployed to facilitate a number of public-policy objectives that either might 
not find a high priority in the free market or are necessary to avoid the 
problems surrounding the existence of imperfect competition. As was said 
by Vermont Royster, editor emeritus of the Wall Street Journal: 

Regulation to protect consumers is almost as old as civilization itself. Tourists to 
the ruins of Pompeii see an early version of the bureau of weights and measures, a 
place where the townsfolk could go to be sure they weren't cheated by the local 
tradesmen. Unfortunately a little larceny is too common in the human species. 

So regulation in some form or other is one of the prices we pay for our complex 
civilization. And the more complicated society becomes, the more need for some 
watching over its many parts. We shouldn't forget that a great deal of regulation 
we encounter today in business or in our personal lives arose from a recognized 
need in the past.16 

In the United States, private ownership of the means of production has 
been deemed to provide the opt imum incentives for efficiency in our econ
omy. Nonetheless, the need for government to facilitate the market 's abil
ity to accomplish desirable social and economic objectives has long been 
recognized.17 

For us to achieve societal ends other than those resulting from human
kind's pursuit of wealth, the regulatory mechanism provides broad perim
eters for production and pricing of privately owned firms. Regulation pro
vides an equitable balance of public-interest objectives and market 

1 8 

imperatives. 
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profitable for businesses to limit the supply of a product, thereby raising its price, than to 
produce a large enough supply to satisfy demand for the product. Limiting supply, however, 
may reduce the number of jobs in the industry, cause inflation, and negatively impact the 
standard of living. . . . [T]o prevent this from occurring, government regulation may be used 
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Government regulation is also used to achieve political and social goals when the economic 
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PUTTING THE AIRLINES BACK ON 
COURSE: A MODEST 

LEGISLATIVE AGENDA 

To suggest a need for reform of deregulation is not to say that we need to 
return to the tight-fisted regulatory regime of the early 1970s.1 Nor could 
we, even if we wanted to. The structural changes have been so profound 
that we cannot restore what was lost when Pandora's box was opened. 
CAB Chairman Kahn was true to his promise: "We will so scramble the 
eggs that no one will be able to put them back into their shells again."2 

But we do need enlightened governmental oversight to correct for market 
failure and to achieve desirable social benefits. 

Among the issues that should be considered are entry, pricing, antitrust, 
small community access, consumer protection, safety, and regulatory re
organization. 

ENTRY 

Let us address the most difficult question first—whether entry should be 
regulated. A good argument could be made that thin air-transport markets 
capable of supporting only a single carrier are in the nature of natural 
monopolies and should, like local electric, telephone, and gas distribution 
markets, be limited to but a single regulated firm. Since only one firm can 
survive, it would be wasteful of society's resources to have two fight it out 
to the death. 

If entry regulation is imposed, monopoly pricing must, of course, be 
constrained. Hence, rate regulation is essential. But limiting entry can in
duce lethargy over the long term. To prevent this, the regulatory agency 
might issue a certificate for a specific term of years and be willing to re
place the incumbent with a more vigorous firm at the end of the term if 
the incumbent appears not to be as efficient and economical as it might. 

For reasons discussed above, spokes between rival carrier hubs may be, 
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oddly enough, natural duopolies. Since only carriers with beyond-segment 
feed into the city-pair market can ordinarily survive, those without a hub 
in one of the end points will likely fail. 

The more difficult question is whether entry should be limited in other 
markets, and here it is difficult to say. Enhanced competition is undoubt
edly good for consumers, at least in the short run as carriers enter into a 
competitive war of price discounting. But as we saw in earlier chapters, 
because carriers competing vigorously tend to price below cost and engage 
in destructive competition, they hemorrhage dollars unduly, slash service, 
defer maintenance and replacement of aged equipment, and spiral down
ward into bankruptcy or, as an alternative, merge into larger and larger 
firms. 

Alfred Kahn has suggested that the cabotage laws be repealed so that 
foreign airlines can compete in domestic markets. That not only would 
reintroduce the problems of destructive competition from which the indus
try is only now escaping but also would create national security concerns. 

In the same way that local distribution electric power, gas, and tele
phone companies are efficient monopolies, airline hubs provide some sys
tem distribution efficiencies and economies of scale. But megacarrier dom
ination of multiple hubs reduces the likelihood of new entry and pricing 
and service innovations. 

One means of enhancing national and city-pair competition might be to 
impose a limit on the number of hubs a carrier may dominate. Assume, 
for example, that Congress passed a law prohibiting an airline from dom
inating more than 60 percent of the gates, landings, takeoffs, and passen
gers at more than a single airport. In other words, an airline could main
tain a monopoly at only one airport. Let us further assume that an airline 
with a hub monopoly would be prohibited from having more than 25 
percent of the gates, landings, takeoffs, and passengers at any other air
port. 

Several beneficial results would be realized. Carriers would be forced to 
divest themselves of all hubs but one. Thus, for example, Northwest Air
lines (which today dominates the hubs of Minneapolis/St. Paul, Detroit, 
and Memphis) might be split into three carriers: Northwest, hubbed in 
Minneapolis; Air Michigan, hubbed in Detroit; and Air Memphis, hubbed 
in Memphis. Similarly, the other megacarriers would likely split or spin 
off lesser hubs. No longer would the national system be dominated by a 
handful of gargantuan airlines. City-pair competition would improve. 

Moreover, our Air Memphis might eventually saturate its growth op
portunities on spokes radiating from Memphis. This might encourage ex
pansion into other nonhub markets, thereby restoring some of the nonstop 
service that deregulation eradicated. 

Hubbing-and-spoking, the dominant megatrend on the deregulation 
landscape, is choking the air transport system. New nonstop service over-
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flying hubs might be inaugurated if airlines could receive a protected fran
chise for a term of years. A franchise to serve any city-pair not receiving 
nonstop service ought to be available to an airline promising to provide at 
least one round-trip a day. The airline would receive an exclusive franchise 
to serve the market for, say, 3 to 5 years. If necessary, designated carriers 
would receive access to congested airport gates and slots, perhaps through 
the use of federal eminent domain power, to condemn the necessary prop
erty at fair market value and sell it to the franchisee. Preference would be 
given to weak airlines and new entrants. 

Of course, for the same reasons that price ceilings are imposed on elec
tric, gas, and telephone monopolies, price ceilings would have to be im
posed on airline monopolies as well—to prohibit the extraction of monop
oly rents. To protect consumers, the government could set average yields 
in the market no higher than industry-average yields for similar stage lengths. 

Although in earlier periods of American history, direct subsidies were 
given to bail out transportation firms such as Conrail, Chrysler, and Lock
heed (even Amtrak), direct subsidies are today beyond the power of the 
U.S. Treasury, with its $3-trillion deficit. Nonetheless, weaker carriers, new 
entrants, and carriers that can best enhance the competitive environment 
ought to be favored in distributing postal subsidies, international routes, 
and landing slots. However, these franchises ought not be allowed to be 
sold for profit. (They generally end up in the hands of the megacarriers 
when sold.) They should be issued on a limited-term basis and issued, at 
expiration or on surrender, to whatever carrier best fulfills public needs. 
The piecemeal sale of carriers (as is being done at TWA and Pan Am) only 
makes these carriers less attractive for acquisition as a whole property and 
makes them less viable in the long term. 

PRICING 

Free market economists predicted that pricing under deregulation would 
reflect carrier costs. But rates instead tend to reflect the level of competi
tion in a given market. Many markets are so thin that they can support 
only a single carrier. As we have seen, under deregulation nearly two-
thirds of America's city-pair markets are served by but a single airline. 
Many are in the nature of natural monopolies, for which economic regu
lation has long been recognized as a legitimate remedy. 

Government regulation should be imposed to prohibit the extraction of 
monopoly or oligopoly rents. An industry-wide mileage-based formula could 
be devised as a benchmark by which to assess reasonableness of rates, 
bringing down those that cannot be sustained by a cost justification. Of 
course, shorter trips have higher per-mile costs than longer ones, so the 
formula would have to reflect that. 

Regulation of rates should be imposed only where the airline has a mar-
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ket share enabling it to exert market power. Thus, rate review might be 
imposed only on complaint of consumers or in city-pair markets in which 
the offending airline has more than, say, 40 percent of the market (or, if 
you prefer a. more scientific measure, an appropriate threshold of the Her
findahl-Hirschman Index) and where the rate in question exceeds industry-
average fares plus, say, 10 percent—unless the airline can show good cause 
why the rates should be higher, cause usually in the form of extraordinary 
costs attributable to serving the market in question. The burden of proof 
should be placed on the airline charging the allegedly excessive rate. Tight 
time deadlines should be placed on the agency reviewing the rate, and the 
agency should be given the power to order refunds of excess fares collected 
and to order the rate lowered. 

The range of rates ought to include not only a ceiling but also a floor, 
to prohibit predatory pricing and pricing below fully compensatory levels. 
Even Kahn seems to have acknowledged the propensity of airlines to en
gage in predatory behavior, saying, "The airline industry clearly demon
strates the dangers of permitting unrestricted responses by incumbents to 
counter competitive entry, particularly with selective, pinpointed, or tar
geted price reductions."3 Pricing below costs to drive a competitor out 
should be circumscribed. 

Regulation can protect smaller competitors from the predatory practices 
of larger rivals trying to drive them out of business. Judicial antitrust rem
edies ordinarily award economic compensation only to those injured by 
such anticompetitive conduct and do not restore the lost competitor to the 
market. For example, Sir Freddie Laker, victorious in an out-of-court set
tlement with predatory, competing airlines did not reenter the transatlantic 
market in which he had pioneered bargain-basement "no frills" service.4 

Thus, the consumer interest in a competitive environment often remains 
unvindicated by antitrust remedies. In contrast, economic regulation can 
keep the market flush with small and medium-size competitors engaged in 
a healthy battle, competitors that will thus discipline the costs and prices 
of their larger rivals. 

The inherent tendency of airlines to engage in destructive competition 
(because of the instantly perishable nature of the product sold and the 
extremely low short-term marginal costs of production) also provides a 
legitimate rationale for economic regulation. Within this "zone of reason
ableness" between the aforementioned price ceiling and floor, market forces 
should establish the rate charged. Carriers with lower costs or lesser ser
vice offerings ought to be able to offer their product to consumers at a 
relatively lower price. 

Price discrimination ought also to be reined in a bit, at least between 
markets. The Robinson-Patman Act prohibits price discrimination in the 
sale of goods. When the legislation was enacted, there was little perceived 
need for a prohibition against price discrimination in the sale of services, 
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for the service sector was then a relatively small segment of the American 
economy, and price discrimination in the infrastructure industries was cir
cumscribed by the regulatory agencies. 

But things today are quite different. The regulatory agencies that were 
established to prohibit discrimination no longer do. And today we have an 
economy dominated by the service sector. It is time to consider either 
amending the Robinson-Patman Act to prohibit discrimination in the sale 
of services or reestablishing the regulatory mechanism for its prohibition. 

Although carriers should be free to manage yield to fill seats that oth
erwise might fly empty and to offer a range of fares to lure customers who 
might not otherwise fly, discrimination between markets based on the ex
istence of competitive alternatives, rather than costs, should be circum
scribed. Recently, a passenger flying from Washington to Cleveland via 
Detroit paid less than a passenger seated beside him flying from Washing
ton to Detroit.5 The first rate-regulation provisions ever promulgated by 
Congress in 1887 included prohibiting a railroad from charging a cus
tomer more for a shorter haul than a longer haul on the same line in the 
same direction. Such a provision would do much to cure the inverse rela
tion between price and costs in the airline industry. 

ANTITRUST 

Related to Robinson-Patman and other pricing questions are the myriad 
of antitrust issues that have arisen under deregulation. As noted earlier, in 
the decade following the Airline Deregulation Act of 1978, there were 51 
airline mergers.6 Until Congress stripped it of its jurisdiction, the Depart
ment of Transportation approved each and every one of the 21 mergers 
submitted to it. 

The legislation governing airline mergers and acquisitions should be 
amended to make them more difficult for competing carriers to consum
mate. Statutory criteria for mergers should be tightened to emphasize an
titrust concerns. Of course, prohibitions against monopoly pricing would 
do much to ameliorate the problems created by concentration. 

The dominance of incumbents is facilitated not only by their strangle
hold over the "fortress hubs" but also by the consumer loyalty generated 
by the free mileage awarded under frequent-flyer programs. Congress should 
consider a tax on such benefits to discourage their use. As Severin Boren-
stein has noted, the tax-free nature of the frequent-flyer benefit tends to 
discourage monitoring by the principal (employer) of the agent (the em
ployee who receives benefits). In effect, businesses pay higher fares than 
they otherwise would and are reimbursed by the taxpayers.7 Divestiture of 
the computer reservations systems owned by the airlines should also be 
considered, since opportunities for anticompetitive conduct abound. 
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SMALL COMMUNITY ACCESS 

Even if perfect competition existed in transportation (and it does not), 
society frequently views the achievement of social goals as warranting some 
sacrifice of allocative efficiency. One public-policy objective that may be 
enhanced by economic regulation is an equitable geographical distribution 
of the opportunity to participate in economic growth. Traditionally, pro
hibitions against rate discrimination required carriers to price their services 
to small communities at or below cost, facilitating economic growth in all 
geographic regions. Small towns and rural communities are served by fewer 
competitors than urban centers and in the absence of regulation are more 
prone to monopolistic exploitation. 

Adam Smith recognized that the width and breadth of the market—the 
crucial engine for extending the division of labor in his vision—is deter
mined in part by the price and availability of transportation services.8 The 
transportation infrastructure is the foundation on which the rest of com
merce is built. Without adequate and reasonably priced transportation ser
vices, small towns and rural communities cannot sustain economic growth. 
To have a healthy economy, all communities, large and small, must have 
nondiscriminatory access to the transportation infrastructure. If a small 
town does not enjoy adequate transportation service at a fair price, it will 
be isolated from the mainstream of commerce and will wither on the vine. 

Transportation firms are the veins and arteries through which commerce 
flows. This gives them the leverage to facilitate or impede commerce and 
makes their rate and service offerings critically important to all who re
quire access to the market for the sale of their products. 

If we are to abandon any notion of entry regulation and cross-subsidi
zation at the federal level (and perhaps we should not), then government 
subsidies for small community access should be not only continued but 
expanded to provide improved airline service. If the pragmatic political 
realities of budget deficits preclude sufficient subsidies for air service, then 
entry and exit regulation should be reconsidered. Establishing a service 
territory for which a carrier is responsible can be an effective mechanism 
for insuring adequate service to small towns and rural communities. 

CONSUMER PROTECTION 

Something has to be done about such practices as bait-and-switch ad
vertising, false and misleading advertising, unrealistic scheduling, demand-
based flight cancellations, and the like. Before 1985, the Civil Aeronautics 
Board provided comprehensive oversight of consumer-related airline poli
cies.9 Today, government regulations address only two areas of potential 
abuse: overbooking and lost or damaged baggage. In all other areas of 
consumer liability, the rules have unilaterally been dictated by the airlines 
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themselves. The judiciary has been less than enthusiastic about picking up 
the pieces of the shattered regulatory regime of consumer protection.10 

Deliberate overbooking is a practice that has received the federal gov
ernment's seal of approval. Carriers routinely book reservations for more 
passengers than they have seats, assuming some will be "no shows." When 
there are more passengers than seats, airlines are obliged to ask for vol
unteers, sometimes bribing them with free flight coupons or paying them 
a modest penalty.11 It seems highly unfair for the airline to sell a consumer 
a nonrefundable ticket when the "confirmed reservation" given the passen
ger turns out not to be confirmed at all. 

As to lost or damaged luggage, government regulations limit liability on 
domestic flights to $1,250 per person and on international flights to $20 
per kilogram.12 All other liability rules of airlines are required to be set 
forth in their unilateral "Conditions of Contract of Carriage." Many of 
these rules are patently unfair to consumers. 

Governmental oversight would be prudent in several other areas. For 
example, penalties for market-inspired flight cancellations should be in
creased and made mandatory. Carrier liability for missed connections re
sulting from flight delays should be imposed. Travel agent commission 
overrides, which provide an incentive for consumer fraud, should be out
lawed. Width across seats, and distance between them, should be desig
nated so that average-size people can enjoy a comfortable flight on a long 
trip without having their knees jammed against the seat in front. 

Moreover, the government must intervene to protect consumers against 
false and misleading advertising. Bait and switch is a pervasive problem. 
An airline advertises, say, a $199 fare to Orlando; when the consumer 
calls, he or she is informed that those seats are sold but that there is a 
bargain immediate-purchase, nonrefundable, Saturday-stay-over seat avail
able for $279. The $199 fare might have been available for only a very 
few seats. And the fine print often fails to explain the restrictions ade
quately. Consumer protection demands sensible advertising regulation. 
Tighter airline advertising regulation has been endorsed by the attorney 
generals of more than 40 states.13 Congress could eliminate federal 
preemption over such questions, letting the state attorney generals loose. 

SAFETY 

An important public-policy objective that must be promoted by regula
tion is enhanced margins of safety. Regulation is superior to judicially or
dained tort-damage awards for injuries in that however well money can 
ease the pain of injury, economic compensation for injury frequently can
not restore health and can never restore life. In contrast, regulation at
tempts to prevent injuries before they occur, thereby protecting the inno
cent from harm. 
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To deal with the safety problems that have arisen under deregulation, 
we need to do several things. As to airlines, the air traffic control system 
should be refurbished. The FAA needs to restaff the traffic control system 
beyond the pre-PATCO strike levels of 1981. FAA equipment needs to be 
updated and upgraded. 

Congress should devote sufficient resources to building new airports and 
expanding existing ones. No new major airport has been built in the United 
States since 1974, when Dallas/Ft. Worth International Airport was con
structed. Since then, national air traffic has doubled, and it will double 
again by the end of the century. Yet only one new major airport is now 
being constructed—Denver, scheduled to open in 1993. Local opposition 
(the not-in-my-backyard syndrome) to noise, congestion, and pollution 
throws a monkey wrench into new airport expansion and development. 
Perhaps it is time to consider federal legislation preempting local opposi
tion to regional airport construction. 

Congestion at hub airports can be reduced by regulating landings and 
takeoffs and by imposing peak-period landing fees.14 This will help flatten 
out usage somewhat and reduce congestion. Landing fees should also re
flect the opportunity costs of delay, which would suggest that a higher 
landing fee be imposed on small aircraft and a smaller fee imposed on 
larger aircraft, thereby favoring the larger number of human users of finite 
public resources. 

Enhanced safety requires that more attention be paid to the economic 
health of firms, since economic anemia seems to be associated with de
ferred maintenance. But not only economically unhealthy carriers are sus
pect. Carriers purchased by corporate raiders are also of concern. For ex
ample, the Consumer Federation of America has accused Carl Icahn of 
using TWA's profits to finance his raids on other firms rather than plough 
back profits into badly needed new aircraft.15 Frank Lorenzo also stripped 
Continental and Eastern of essential assets.16 

Hence, the regulation of carrier fitness should be taken more seriously 
by DOT, through licensing. The FAA should keep a keener eye on aircraft 
and pilot qualifications. If that proves inadequate to improve the margin 
of safety, then more comprehensive regulation that enhances the economic 
health of the industry may be required. It is doubtful that safety can ever 
be separated from the economic health of airlines. 

A NEW INDEPENDENT FEDERAL 
TRANSPORTATION COMMISSION 

Much of what is wrong with deregulation is the fault of the agencies 
that have implemented it and the zeal with which they embraced laissez-
faire ideology. The statutes that ordained deregulation called for gradual 
entry and pricing liberalization. Yet its interpretation was irresponsible, 
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which in large part was attributable to the dominance by and strong ideo
logical agenda of the White House. 

We should have expected White House domination of the DOT, for the 
DOT is, after all, an executive branch agency. Hence, Congress was asking 
for trouble when it transferred the remaining regulatory responsibilities of 
the CAB—on its "sunset" on December 31, 1984—to the DOT.17 

Many of the critics of regulatory commissions allege that after the first 
decade or two of existence, the commissions tend to favor the interests of 
the industry they regulate (they become "captured"). After all, the industry 
is the one constituency regularly before the agency, year after year, plead
ing its case and looking to the agency for relief while other groups may 
come and go. The regulated industry is also the best financed of the con
stituencies that appear before the agency. 

A related problem is that of the "revolving door," whereby former gov
ernment officials are recruited by the industry to serve as executive officers. 
Ironically, this phenomenon appears under deregulation as well. For ex
ample, Alfred Kahn, Mike Levine, and Phil Bakes of the deregulationist 
CAB and Elliot Seiden of the Reagan Justice Department's Antitrust Divi
sion subsequently joined Frank Lorenzo's Texas Air empire. 

In the final analysis, there are important regulatory functions to be per
formed by government, and we have to create a mechanism to perform 
them without undue political and ideological bias. To avoid the problem 
of "capture," we should sweep the regulatory functions pertaining to all 
of transportation (i.e., those functions formerly carried out by the CAB 
and now the DOT for airlines, by the ICC for rail and motor carriers, by 
the Federal Maritime Commission for ocean carriers, and by the Federal 
Energy Regulatory Commission for pipelines) into a new U.S. Transpor
tation Commission, an independent federal agency outside the executive 
branch, or into a Federal Transportation Court, with original, appellate, 
and regulatory jurisdiction over all modes of transport. An agency with 
jurisdiction over airlines, motor carriers, bus companies, pipelines, rail
roads, and domestic and international water carriers would be difficult to 
capture by any single firm or transport mode. 

To enhance its independence, the new Federal Transportation Commis
sion should be composed of at least seven members appointed by the pres
ident, with the advice and consent of the Senate, to serve staggered and 
nonrenewable six-year terms. The members should be selected from a list 
of candidates prepared by a blue-ribbon panel of industry, labor, and con
sumer members appointed by the Senate and the president, thereby en
hancing the Constitutional mandate of legislative "advice and consent." 
By calling on an independent body to recommend potential candidates for 
nomination, we can reduce the propensity of some presidents to fill com
missions with political cronies. 

The skills and competence of the men and women who serve will, in the 
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final analysis, determine how well broader social needs are fulfilled. Poten
tial commissioners should be selected on the basis of their competence, 
skill, and neutrality on the issues they will confront. They must have a 
deep and abiding respect for the law and the supremacy of the legislative 
branch in defining the perimeters within which they shall administer the 
regulatory function. Not just the substantive law, which defines the agen
cy's jurisdictional limits, but also the procedural and evidentiary require
ments of due process must command the commissioners' fidelity, for the 
agency will inevitably be quasi-judicial in nature. The commission must be 
filled with individuals who possess judicial temperament. As Joseph East
man, Franklin Roosevelt's transportation coordinator, said: "The impor
tant qualifications [of a commissioner] are ability to grasp and compre
hend facts quickly, and to consider them in their relation to the law logically 
and with an open mind. Zealots, evangelists, and crusaders have their value 
before an administrative tribunal, but not on it."18 

It is a fact of language, politics, and pragmatics that legislation must be 
drawn broadly, not only because such statutes cannot be drafted with per
fect precision (because of practical politics and the limitations of the En
glish language) but also because some flexibility is desirable to enable the 
commission to address new challenges as they arise. Nonetheless, Congress 
should make a better effort to tighten the agency's discretion and identify 
more precisely its jurisdictional perimeters. Congressional committees should 
perform more rigorous oversight hearings more often, raking appointed 
officials over the coals when they stray beyond congressional intent. The 
judiciary should also take a hard look at the orders and rules emanating 
from regulatory agencies, striking down those that are ultra vires. Legis
lative and judicial checks and balances should be used to pull the agency 
to the center, away from political and economic extremes. 

To avoid political bias, the commission should include no more than a 
simple majority of commissioners of a single political party. To alleviate 
the likelihood of White House domination of the agency's affairs, the com
mission should be free to elect its own chairman, and no commissioner 
should be eligible for reappointment. To avoid proindustry bias, commis
sioners should be restricted in working for the regulated industry when 
they leave the commission. 

Improved process will vastly improve the regulatory function. In fact, 
had a neutral and responsible regulatory agency without a strong ideolog
ical agenda implemented deregulation during the past decade, it is quite 
likely that the results would have been significantly less onerous. 

But suggesting that there is an appropriate role for a regulatory agency 
should not be construed to mean that we need to return to the rigid regu
latory regime of the late 1960s and early 1970s. The period of modest 
regulatory reform of 1976—78 proved that both the industry and the pub
lic it serves can benefit significantly from enlightened regulation. Allowing 
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carriers modest pricing flexibility so that they could tap the elasticities of 
demand and could fill capacity proved to be a win-win situation for both 
the airlines and consumers. 

Moreover, not even the most omniscient regulatory commission can make 
all the decisions concerning levels of production and pricing. We leave that 
to individual, privately owned firms, with regulatory bodies identifying the 
broad parameters within which the firms may lawfully operate. Regulation 
at the margins, while allowing privately owned firms to satiate consumer 
demands, is all that is required. Government should set the perameters, 
not the particulars, of lawful behavior. 
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CONCLUSIONS 

A little more than a decade ago, Congress passed the Airline Deregulation 
Act of 1978, abolishing the Civil Aeronautics Board, which had regulated 
the airline industry for 40 years. It was assumed that deregulation would 
create a healthy competitive environment, with lots of airlines offering a 
wide array of price and service options and a high level of safety. 

During the 1980s, deregulation swept not only through transportation1 

but through the other infrastructure industries as well—telecommunica
tions, broadcasting, cable television, savings and loans, banking, oil and 
gas, securities, and to a lesser extent, electric utilities. Fortunately the high-
water mark of deregulation as a blossoming political movement seems to 
be behind us, having peaked late in the Carter and early in the Reagan 
administrations. The flower has lost its bloom. As the American people 
have had more experience with the grand experiment of deregulation, they 
have become less enamored with it. Congress has not passed a major de
regulation bill in recent years and is considering various reregulation pro
posals for a number of industries too hastily deregulated, including bank
ing and securities, and for those transport modes that have experienced 
the most comprehensive deregulation—airlines and railroads. 

Our federal experiment with deregulation proves that transportation is 
not a purely competitive industry and that the theoretical benefits of pure 
competition have not emerged. The airline industry has become an oligop
oly of megacarriers. During the past decade of deregulation, the shakeout 
of more than 200 airline bankruptcies and more than 50 mergers led to 
unprecedented levels of concentration. 

By 1991, the eight largest airlines in the nation accounted for 95 percent 
of the domestic passenger market. Regionally, all major hub airports but 
three are dominated by a single airline. And in city-pair markets, nearly 
two-thirds are airline monopolies. 
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A decade ago, deregulation's proponents scoffed at the Cassandras who 
claimed that deregulation would ultimately result in an industry domi
nated by four to six giant airlines. Deregulators were mostly starry-eyed 
free market economists who believed that economic barriers to entry in 
the airline industry were relatively trivial and that new entry, or the threat 
thereof, could restore the competitive equilibrium if markets became con
centrated. This was the theory of contestability, which provided a major 
intellectual justification for deregulation. The theory essentially posits that 
if incumbent airlines raise rates to supracompetitive levels, new entrants 
will be attracted like sharks to the smell of blood. 

In the short run, they were. In the early years of deregulation, new low-
cost airlines emerged to rival the established carriers. But where have all 
the flowers gone? Where are the Donald Burrs and the Sir Freddie Lakers 
today, with their discount prices and spartan service? The spartan service 
survived, but the new entrepreneurs have fled a ruthlessly predatory eco
nomic environment, never to return, and have taken their discounts with 
them. With the creation of frequent-flyer programs, travel agent commis
sion overrides, and megacarrier dominance of fortress hubs and computer 
reservations systems, new entry is today highly unlikely. 

To the extent that some pricing competition has occurred (albeit at the 
expense of a sharp decline in service and safety), these benefits have been 
unevenly distributed in favor of large markets not dominated by a single 
carrier. Moreover, such benefits may be a short-term phenomenon. As the 
dust kicked up by deregulation begins to settle, the benefits are seriously 
jeopardized by an unprecedented level of industry concentration. As nearly 
every study of airline pricing under deregulation reveals, there is a strong 
correlation between less competition and higher prices. Higher prices and 
poorer service provided by an oligopoly of megacarriers appears to be the 
megatrend of deregulation. 

The empirical results of deregulation also demonstrate that much is lost 
when the government declines to promote the public's interest in achieving 
broader societal benefits. Prudently administered economic regulation can 
accomplish the important public-policy goal of correcting imperfections in 
the market, such as those resulting from economies of scale and scope, 
barriers to entry, market power, inequality of bargaining power, insuffi
ciency of information, and externalities.2 It can also advance important 
social objectives that do not find a high priority in a regime of laissez-
faire. The primordial imperative of economic man is the accumulation of 
wealth, and this may conflict with society's desire to accomplish other im
portant objectives, such as stimulating economic growth in rural commu
nities and small towns or enhancing safety. 

The market for transportation services is not perfectly competitive. Sig
nificant economies of scale, scope, and density do exist. Economic barriers 
to new entry in several of the modes are formidable. Oligopolies and mo-
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nopolies have resulted. The theory of contestable markets has not been 
sustained by the empirical evidence. 

Another bankruptcy here or another merger there and the industry will 
be dominated by an even smaller handful of gargantuan airlines. The net 
result of deregulation is that we will have replaced the five-member Civil 
Aeronautics Board with the chief executive officers of the five major air
lines. And we know they have the public interest at heart. 

Without government protection, the sky is the limit for prices. The time 
has come for Congress to reestablish responsible oversight of this industry. 
After a decade of deregulation, the word reregulation no longer sounds so 
awful. Indeed, it is now deregulation that has the disharmonious tone. 
Already there are growing chants for enhanced regulation of banking, 
broadcasting, and securities, as well as airline safety and consumer protec
tion. 

Only regulation can promote public-interest values that do not find a 
high priority in a regime of laissez-faire.3 Economic regulation, responsibly 
and prudently administered, can foster the following social and economic 
policies: 

• Avoidance of Problems of Imperfect Competition. Regulation can avoid prob
lems of concentrations of wealth and power—the oligopoly or monopoly power 
of large carriers. Market power enables a firm to maximize its profits by raising 
prices and/or lowering service. The transfer of wealth from consumers to pro
ducers is regressive in character and, therefore, undesirable. 

• Equality of Access. Regulation can insure that all users of infrastructure services, 
large and small, enjoy equality of access to the market for the sale of their prod
ucts. Prohibitions against price and service discrimination allow small commu
nities the same opportunity to compete that large cities have. 

• Economic Growth. Regulation can enhance the social policy of encouraging a 
geographic distribution of economic growth. Thus, under regulation, small towns 
and rural communities enjoy adequate service at a fair price, in spite of the fact 
that less competition for such traffic exists than in larger markets. Regulation 
can foster economic growth in rural areas by requiring nondiscriminatory access 
to infrastructure services. Fairly priced transportation services help facilitate ac
cess to the broader American economic pie by a larger number and more diverse 
group of participants. Opportunities for both wealth and pluralism are thereby 
enhanced. Adequate and reasonably priced infrastructure services are essential 
for economic growth. 

• Productivity. Regulation can prevent overcapacity in the transportation industry 
and thereby improve carrier productivity and economic health. Under regulation, 
destructive competition can be avoided. It is destructive competition that has 
mandated the hub-and-spoke systems of air transport as carriers have sought 
monopoly opportunities to avoid the hemorrhaging of dollars caused by dereg
ulation. Before deregulation, there had been significant growth in the use of 
widebodied aircraft flying nonstop in dense markets. Under deregulation, hub 
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systems demand the use of relatively smaller aircraft, thereby creating a slide in 
efficiency. Moreover, circuitous routing via hub airports wastefully consumes fuel 
and time and narrows the margin of safety. 

• Safety. By enhancing productivity, economic regulation allows efficient and well-
managed carriers to earn a reasonable return on investment and thereby enables 
them to repair or replace aged and worn equipment. 

Private ownership of the means of production inspires the efficient and 
economical allocation of scarce resources. Important public benefits, these 
all ought to be encouraged under enlightened regulation. But government 
oversight of some managerial decisions can protect other public-interest 
values, beyond allocative efficiency. Administrative agencies can temper 
market imperatives with protection of broader social and economic values, 
can insure that the economies and efficiencies of private ownership are 
tapped for the public good, can avoid the problems of imperfect competi
tion, and can foster those public-interest values that do not find a high 
priority in an environment of laissez-faire. 

Deregulation went awry because it rested on a foundation of false as
sumptions. A few industries resemble public utilities: the public interest is 
paramount, and market failure cannot be tolerated. Airlines are among 
them. 

The debate over what should be done with an infrastructure industry as 
important to the nation as airlines has been cast in terms of two options: 
regulation, of the type that existed before the mid-1970s, and deregula
tion, of the kind we have today. But neither rigid, heavy-handed regulation 
nor the existing environment of laissez-faire is a desirable alternative. 

The public debate must begin to move beyond these polar extremes and 
explore more moderate alternatives between. Neither governmental con
trol nor unregulated competition is a perfect environment. The real choice 
is between imperfect regulation and imperfect competition. But if applied 
with a gentle touch, economic regulation ought to be able to yield the best 
of both worlds—the economies and efficiencies of private ownership and 
the accomplishment of social and economic policies in the highest public 
interest. 

Regulation of some type is dearly needed, for the public interest in safe, 
adequate, reliable, efficient, and reasonably priced transportation service is 
paramount. At the very least, we need governmental oversight of monop
oly and predatory pricing, consumer protection, and safety. The time has 
come to take a fresh look at the mess that deregulation has made and to 
devise an enlightened response. 

Transportation has too vast a social and economic impact to leave it to 
the whims of a dwindling club of unconstrained monopolists. We ought 
to have the courage and wisdom to admit we made a mistake. We need to 
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rectify a market that has gone sour. The time has come to roll back dereg
ulation. 

NOTES 

1. Legislation deregulating transportation was not confined to aviation. The 
federal statutes partially deregulating various aspects of the transportation industry 
include the following: 

The Railroad Revitalization and Regulatory Reform Act of 1976 

The Air Cargo Act of 1977 

The Airline Deregulation Act of 1978 

The International Air Transportation Competition Act of 1979 

The Motor Carrier Act of 1980 

The Staggers Rail Act of 1980 

The Household Goods Transportation Act of 1980 

The Bus Regulatory Reform Act of 1982 

The Shipping Act of 1984 

The Civil Aeronautics Board Sunset Act of 1984 

The Freight Forwarder Deregulation Act of 1986 

2. Dempsey, Market Failure and Regulatory Failure as Catalysts for Political 
Change: The Choice between Imperfect Regulation and Imperfect Competition, 45 
WASH. & LEE L. REV. (1989). 

3. Id. 
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EPILOGUE: TOWARD A 
NATIONAL DEREGULATION DAY 

I know I am in America, land of the free, when I hear the Fat Lady sing 
the national anthem off key, or I savor the benefits of deregulation. Both 
bring tears to my eyes. Deregulation is as American as motherhood, apple 
pie, and P. T. Barnum. It is high time for Congress to declare a National 
Deregulation Day so that we Americans can come together and celebrate 
its profound accomplishments. 

Nothing brought Americans so close as airline deregulation. By jamming 
seats together and flying us through constipated hub airports, we rub el
bows and knees for hours. Pity the FAA won't let airlines sell standing 
room in the aisles. 

Deregulation added excitement to what once was a dull trip. After 200 
bankruptcies and 50 mergers, we now fly the oldest and most repainted 
fleet of aircraft in the developed world. Buying an airline ticket has become 
as thrilling as a trip to Las Vegas. If we buy a nonrefundable ticket three 
weeks ahead, promise to sleep in a strange city on Saturday night, and 
pledge our first-born child, we fly at a fraction of the price paid by the 
poor guy in the rumpled business suit sandwiched between us. 

But not just airlines were deregulated. Before deregulation, we had to 
thumb through two thick bus schedules (one for Greyhound and one for 
Trailways). Now there's just one bus line, and it skirts most of those bor
ing little towns in Buffalo Commons. 

Before deregulation, television was a "vast wasteland." No longer. Now 
we can watch full-length half-hour commercials, or network episodes where 
teenagers passionately surrender their virginity. Couldn't see that before 
deregulation. 

Cable TV prices have risen at a rate only three times inflation. We now 
get to watch 20 times the "Gilligan's Island" reruns at only three times 
the price. 
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Sure, before deregulation we could pick up our telephones and get a 
clear, crisp line to anywhere in America. But now we can pick up our car 
phone and dial 1-900-PORN from anywhere in town. We couldn't hear 
that before deregulation. 

Of course, savings and loan deregulation will cost us half a trillion dol
lars, minimum ($5,000+ per taxpayer). You could hear them sing "Pen
nies from Heaven" on Wall Street as they took their one-third cut. It's a 
small price to pay for those cute personal checks with the misty nature 
scenes that once were available only from banks. 

We have a lot to be thankful for. We live in a country where every 
American has a God-given right to play Monopoly, where the strong can 
exploit the weak, and a fool and his money are soon parted with junk 
bonds. 

We should support the patriotic members of Congress who coura
geously wage a relentless war on the last vestiges of regulation in industries 
like banking, trucking, and electric utilities. 

Sure, credit card interest rates have become frozen at the 18-21 percent 
levels to which they ascended in the late 1970s, when peacetime inflation 
reached its highest levels ever. More banks bankrupted in the last decade 
than in the Great Depression. Maybe Congress didn't deregulate enough. 
Full deregulation will bring the emergence of the two or three megabanks 
that can finally control this country. 

Motor carrier deregulation bankrupted two-thirds of the general freight 
trucking companies. But there is still one-third to go. 

Electric utility deregulation will free the corporate raiders to devour the 
last great bastion of public assets. Leveraged buyouts are yet another chap
ter in the predatory saga of Market Darwinism, a creature of the Jeffrey 
Dahmer school of economics. While it's hard to find an asset-stripped 
company now stronger, more productive, or better able to compete in a 
global environment, gaze with envy at the mountain of dollars looted by 
the corporate pirates. Although some went to prison (Club Fed, actually), 
most realized the American dream, walking away as zillionaires, scot free. 
Look while you can, before the lights go dim. The electric company is 
next. 

The Fortune 500 lavishly finance a gaggle of Washington-based think 
tanks to advance the theology of laissez-faire and its implicit thesis—that 
unconstrained human greed will produce a better society. Their platoons 
of free market economists (alchemists, really) collate mountains of data to 
prove that stripping away layers of government produces perfect competi
tion and saves consumers billions. So too, stripping the Earth's atmosphere 
of ozone will let in more light. 

And it will. Before deregulation, America was floundering, without clear 
direction, coddling its working class while the Japanese were kicking out 
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its teeth. The Reagan administration gave us direction. It kicked the teeth 
out of organized labor while coddling the Japanese. 

Free trade is trade deregulated. Free trade means a working man can 
keep his job so long as he's willing to live in a mud hut and eat rice. Those 
who can't find work will be able to stretch their unemployment checks 
further with the billions of dollars they save from deregulation. 

Let's celebrate National Deregulation Day on a day we all can remem
ber—every Friday the 13th. Bring out the flag and potato salad and bless 
America, land of the free, where the rich get richer, and the best govern
ment is no government. And please, let the Fat Lady sing. 
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