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INTERNATIONAL AVIATION DEVELOPMENTS 
Global Deregulation Takes Off 

 
 
Executive Summary: 
 
The United States International Air Transportation Policy Statement developed in 1995 
to facilitate international aviation recognizes that the trend toward expanding 
international airline networks is an inevitable response to the underlying network 
economics of the airline industry.  Since adopting that policy, the Department of 
Transportation, together with the Department of State, has successfully negotiated 
numerous open skies agreements.  These have led to major changes in how 
international service is provided today. 
 
This report provides a broad picture of how immunized alliance development has 
affected traffic and fares in the transatlantic market.  The report shows that multinational 
alliances are playing a key role in the evolving international aviation economic and 
competitive environment.  They are providing improved, more competitive services in 
literally thousands of markets.  And alliances have provided a way for carriers to mitigate 
the limitations of bilateral agreements, ownership restrictions, and licensing and control 
regulation.  As a consequence, they are: 
 

• Stimulating demand. 
• Leading pro-competitive changes in industry structure. 
• Providing consumers the benefits of substantially lower prices. 

 
Multinational alliances have fueled enormous increases in connecting traffic, both in 
markets that have historically suffered from poor quality interline service and virtually no 
competitive benefits, but also by providing service alternatives in markets that already 
have the benefit of seamless service by other individual airlines.  They are just one 
important way that the airline industry has responded to aviation liberalization and the 
evolving competitive environment.  They are also the only practical way to provide better 
service to thousands of passengers in long distance, low-density international markets. 
 
Two other matters must be addressed as a preliminary matter.  First, it must be 
emphasized that this report does not assert that alliances are de facto pro-competitive.  
It is fundamentally important to consider all aspects of an alliance and the market 
configuration in which it is set to operate.  Each alliance must be examined on a case-
by-case basis.  Furthermore, the trends and conclusions identified in this report are, by 
definition, broad and require further study.  We are at the very early stages of global 
aviation liberalization.  We are also mindful that international aviation and its competitive 
dynamic are constantly changing and we will continue to monitor the development of 
alliances within the context of aviation liberalization to evaluate their effect on the 
aviation industry and consumer welfare. 
 
Second, much of the rationale that supports alliances between U.S. and foreign airlines 
does not apply to alliances between U.S. airlines.  International alliances are demand 
driven, particularly in large market sectors that have historically been subjected to 
inferior, noncompetitive service.  Interline service accommodates only a small fraction of 
U.S. domestic passengers.  Alliances between domestic airlines are not needed to 
overcome regulatory constraints, and the additional market access does not compare 
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with that provided by an end-to-end alliance with a foreign airline.  The domestic market 
is by far the largest market for each of our airlines, and the domestic networks of the 
large airlines substantially overlap.  Apart from the competitive implications, new market 
access for an individual airline’s passengers is much more limited.  Unlike alliances with 
foreign airlines, which allow the partners to establish their first seamless services in most 
markets they subsequently serve jointly, the vast majority of markets could be operated 
seamlessly by either carrier.  In fact, one or the other already does provide online 
service in most markets for a vast majority of passengers. 
 
Background 
 
This is the first in a series of reports that examine the effects of international air 
transportation developments.  This report will focus on transatlantic markets because of 
the liberalization that has been achieved and the structural changes that have occurred 
to date as a result in that important component of the global airline system. 
 
This report provides a broad picture of how the airline industry has reacted to the 
relaxation of regulatory constraints and the effects on traffic and fares.  The report 
specifically addresses some of the effects of the larger immunized alliances, but does 
not attempt to attribute those effects to any particular feature of the alliances, such as 
antitrust immunity.  There are successful alliances that have operated without antitrust 
immunity. 
 
Future reports will explore developments in other broad market sectors, examine 
continuing evolutionary changes, and eventually investigate all international entities in 
more depth than presented in this report. 
 
To assist us in our efforts to understand international aviation developments, we 
welcome comments on this report as well as suggestions regarding specific issues or 
tendencies we should examine and particular analyses we could undertake in future 
reports.  We request that such comments be filed electronically at 
Alliance.Comments@ost.dot.gov.  Such comments may be made public. 
 
Introduction 
 
Air transportation is a large and growing part of the word’s economy.  The Air Transport 
Action Group estimated the global economic impact of air transport at over $1 trillion in 
1994, accounting for 24 million jobs – 3.3 million employed by the industry, 7.4 million by 
related industries, and 13.3 million induced in other sectors of the economy.  This 
organization forecast that by 2010 the economic impact would approach $2 trillion, 
accounting for over 30 million jobs. 
 
According to a study by the World Travel and Tourism Council, travel and tourism is the 
world’s largest industry directly and indirectly driving more than 10% of global jobs, GDP, 
and investment. 
 
Clearly, the development of an efficient global air transportation system has enormous 
consequences not just for consumers, but for local, national, and world economies as 
well.  The United States’ own domestic deregulation, and the international liberalization 
experience to date as we will illustrate in this report, clearly demonstrate that the 
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development of the global aviation market can be either significantly enhanced by 
removing government imposed restrictions or hindered by the failure to do so. 
 
The Department of Transportation, working with the Department of State and other 
federal agencies, developed the United States International Air Transportation Policy 
Statement in 1995 to facilitate the development of international aviation.  That policy 
recognizes that the trend toward expanding international airline networks is an inevitable 
response to the underlying network economics of the industry and seeks to enable U.S. 
airlines to become early and significant players in this globalization process.  Our 
foremost international aviation goal, after safety, is opening up international markets to 
the forces of competition. 
 
The airline globalization process is being driven by economic demand and 
airlines’ desire to enhance their competitive positions through better access to as 
many markets and passengers as possible in the most efficient way possible. 
 
Airlines, like other global network industries such as telecommunications, are in many 
ways on the cutting edge of the truly global economy.  They face the challenge of 
providing services to customers around the world who primarily fly from a home base 
where they live and work to a myriad of domestic and international destinations.  In order 
to compete profitably by satisfying the increasingly global needs of customers, airlines 
must offer passengers as many destinations around the globe as possible. 
 
Historically, the vast majority of international markets have been underserved due to a 
combination of restrictive bilateral agreements and the resulting lack of competition.  
Until recently, the bilateral focus has been on 3rd and 4th freedom services, that is, travel 
between the countries that are signatory to a particular bilateral agreement, augmented 
by limited ability to serve points beyond.  Now, however, developing airline networks 
require market access not just between two countries, but also to large catchment areas 
behind one or both countries.  Our agreements are still bilateral, but the traffic is not. 
 
Until airlines began to link networks, the vast majority of city-pair markets in connecting 
market sectors could only be served with interline services.  Such service has had 
limited competitive effectiveness because it does not meet the customer’s needs of 
convenient schedules, frequency, and through check-in, and other service features.  
Interline service is therefore difficult to market and involves little lasting commitment to 
seamless customer service by the partners.  Carriers, in turn, are reluctant to invest the 
time and money to enhance such service. 
 
The airline industry, in response to consumer demand, sees the enormous growth 
potential for the over-regulated and under-served international market, and individual 
airlines are trying to position themselves to participate in that growth.  The resulting 
development of large strategic alliances, together with code sharing and other marketing 
arrangements is changing the structure of the airline industry and is generating new 
pressures to overcome the limitations of restrictive bilateral agreements.  They have 
provided a way for carriers to mitigate the limitations of bilateral agreements, ownership 
restrictions, and licensing and control regulation. 
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Multinational alliances are playing a key role in the evolving international aviation 
economic and competitive environment. 
 
Apart from legal and infrastructure constraints, no airline, however strong, is able to 
efficiently provide service with its own aircraft and crew to every destination its 
customers require.  Using the transatlantic market as an example, there are several 
hundred cities in the U.S. and also in Europe that will never have the benefit of nonstop 
service.  There are literally thousands of transatlantic city-pair markets that can indeed 
only be served by connecting services, many of which that can only be served by 
multiple connections.  Thus, fully serving the transatlantic market unilaterally would 
require the development of offshore hubs, an economic and operational impossibility in 
any acceptable time frame. 
 
Yet our domestic experience, and, indeed, the development of hub-and-spoke systems 
around the world, demonstrates that the airline industry, by its very nature, is a network 
industry and that network competition produces far better service at lower prices in the 
vast majority of markets.  Carriers have learned that hub-and-spoke network systems 
are an efficient way to serve most city-pair markets – particularly longer-distance, less-
dense markets.  In addition to economic realities, infrastructure constraints, bilateral 
constraints, and ownership and control limitations preclude individual airlines from 
building global systems. 
 
Airline alliances, therefore, are the only practical way to provide improved, more 
competitive services to such markets.  This explains the growth in transnational 
alliances, as airlines around the world link their networks to capture the enormous 
efficiencies of larger networks and produce and market improved service to an ever-
wider array of city-pairs. 
 
Alliances with foreign airlines provide a number of other important advantages, such as 
market presence, experience, and expertise of the partners in their respective 
homelands.  Airlines typically possess advantages in their home market through their 
local knowledge, the development of sound relationships with input suppliers, and 
specialized marketing knowledge and distribution channels.  These advantages diminish 
as an airline moves operations away from its home market to areas where it competes 
with other airlines that have their own home market advantages. 
 
Other important alternatives will supplement global alliances and compete with 
them. 
 
Networks that are more regional in scope will continue to offer competitive service in 
many markets by using large international destinations as spokes to the various 
continental networks.  We see many examples of this today in transatlantic markets.  
USAirways’ code-share arrangement with Deutsche BA at Munich, Germany has, for 
example, resulted in very strong traffic growth between those carrier’s respective 
networks.  This is consistent with the U.S. domestic experience where smaller networks 
effectively compete with the broad national networks. 
 
Our domestic experience has also shown that not all markets can be most efficiently 
served by networks.  Low-cost point-to-point service is likely to evolve in international 
markets as well.  This process has already begun, and is likely to rapidly expand as the 
international marketplace opens up and expands the opportunity for small new airlines to 
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develop such service and even linear systems.  Indeed, new ways of competing may 
well evolve in international markets, given the differing characteristics of many 
international markets compared with U.S. domestic markets.  Again, we base this on our 
own domestic experience that conclusively demonstrates the ability of private industry to 
react to marketplace demands and competitive necessities. 
 
The Positive Benefits of Alliances To Date 
 
The overwhelming balance of evidence demonstrates that international deregulation 
resulting from open skies agreements has greatly expanded the well being of 
consumers.  The evidence also shows that broad-based immunized alliances have been 
an important component of open skies related developments. 
 
The Department has undertaken various analyses of the impacts of airline alliance 
development.  As indicated at the outset, this particular report provides a broad picture 
of how the airline industry has reacted to the relaxation of regulatory constraints in 
transatlantic markets, and the effect this has had, to date, on competition and 
consumers. 
 
This report uses a four-step process for examining transatlantic alliance development.  
First, we use segment traffic data to demonstrate changes in traffic flows between the 
U.S. and Europe.  Second, we use origin and destination data reported by U.S. carriers 
to demonstrate that the increased traffic flows over the alliance gateways are 
predominantly in connecting markets, or where we would expect the growth to occur if it 
is, indeed, stimulated by linking networks.  Third, we use origin and destination data to 
also demonstrate that much of the increased traffic moving over alliance gateways is not 
diverted traffic, but new traffic in markets that have historically suffered from poor service 
and inadequate competition.  Fourth, we have examined fare changes in transatlantic 
markets, distinguishing between different market sectors, and between countries that 
have open skies agreements with the U.S. and those that do not.  The results of this 
multi-step process follow. 
 
Multinational Alliances are Stimulating Demand: 
 
Chart 1 shows the total number of passengers flowing between the U.S. and European 
gateway cities for calendar years 1992 through 1998.  Note that following growth of 
about 5% per year through 1995, the growth rate sharply increased in 1996 and then 
accelerated in 1997 and 1998.  Two of the three immunized alliances received that 
authority in the spring of 1996.  We are also aware that other factors have contributed to 
this growth, including the development of more limited code-share alliances, non-alliance 
expansion by some individual airlines, and global economic considerations.  But each of 
these factors was facilitated by open-skies agreements that enabled airlines to react to 
marketplace demands. 
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The traffic growth by the immunized alliances has been remarkable, as illustrated in 
Chart 2.  This chart shows traffic flowing between the U.S. and Amsterdam for Northwest 
and KLM, between the U.S. and Frankfurt for United and Lufthansa, and between the 
U.S. and Brussels, Geneva, Vienna, and Zurich by Delta and its three partners.  The 
data are illustrated by calendar year from 1992, the year before the first alliance received 
immunity, and 1998.  These data reveal a number of relevant facts. 

For Northwest and KLM traffic has increased throughout this period.  This illustrates that 
alliance development is a long-term process.  Also, those carriers’ growth accelerated 
after the Delta and United alliances received immunity and began experiencing their own 
traffic increases.  This suggests a strong reaction to the new competition by those 
alliances, and is evidence that the traffic growth achieved by those alliances was not 
merely diversion from existing carriers or alliances.  In view of the relatively small local 
market between the U.S. and Amsterdam, the very rapid growth in traffic for this alliance 

Chart 1: Total Passengers US-Europe, 1992-1999
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also suggests that the majority of the increase is in connecting market sectors, growth 
that was made possible by linking the carrier’s respective alliances. 
 
An examination of Northwest’s traffic and capacity data confirm this.  Comparing pre-
alliance data (CY 1992) with calendar year 1998 shows that Northwest’s T-100 segment 
traffic moving between its U.S. gateway cities and Amsterdam increased more than 9-
fold, or by almost 1 million passengers annually.  Northwest’s nonstop local origin and 
destination traffic moving between these same U.S. gateways and Amsterdam increased 
by only 120,000 during this same period, and most of this is from other carriers’ U.S. hub 
gateways where Northwest now offers competitive service to Europe. 
 
For each of the other two alliances, note that their traffic growth substantially increased 
after the airlines began fully implementing the alliances after receiving immunity.  An 
earlier jump in growth for United and Lufthansa, in 1994, was the result of those carriers’ 
code share arrangement at that time.  It is interesting that after an initial spurt, that 
growth tapered off until they received immunity in early 1996.  The fact that all three 
alliances are experiencing very strong growth rates is suggestive that a large portion of 
their new traffic is not merely diverted from other carriers. 
 
Multinational Alliances are Rapidly Expanding 
 
This leads into our further examination of the question of whether new alliance traffic is 
merely traffic that has been diverted from other airlines as some observers suggest.  It is 
worth pointing out that even if all new alliance traffic had been diverted from other 
carriers, economists would say that the passengers had benefited since they elected a 
new service option.  But the data show that not all passengers were diverted from other 
carriers; indeed, that much if not most of the new traffic represents traffic that is new to 
the system.  Charts 3 through 12 assess this aspect of alliance growth. 
 
Charts 3 through 5 reflect the development of the three alliances in terms of number of 
markets served, total passengers, and passengers connecting between the alliance 
partners from 1992 through 1998, using the third quarter of each year.  The increases 
are truly phenomenal, and, in the case of Delta and United, are clearly linked to their 
receipt of immunity and full alliance implementation.  (The declines shown for Northwest 
and KLM for the third quarter of 1998 likely reflect the Northwest labor dispute.) 
 

Chart 3: US-Europe, Market Expansion through Alliance Hubs
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For each of the alliances, while overall growth is quite strong, it is particularly 
pronounced for connecting passengers.  In fact, in the case of each alliance, about 90 
percent of the markets in which the alliance partners carried passengers averaged one 
passenger or less per day.  Yet those markets accounted for 25 to 35 percent of total 
passengers.  This what networks do – move small numbers of passengers in large 
numbers of markets; passengers that collectively support substantial volumes of service 
much of which would not otherwise be economically viable. 
 

This has important implications for industry structure.  As these alliances have expanded 
geographically, they have also overlapped each other more and more.  In the third 
quarter of 1995, two or more of these alliances carried just over 300,000 passengers in 
the same city-pair markets.  By the third quarter of 1998, two or more of these alliances 
carried almost 800,000 passengers in over 3,000 overlap city-pair markets.  This is 
strong evidence that the alliances are developing a more competitive industry structure.  
We cannot tell from this information to what extent the growth reflects better service, and 
to what extent the growth reflects more competitive prices.  We address the latter 
question later. 
 

Chart 4: US-Europe, Total Traffic by Alliance Carriers To and Through Hubs
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Chart 6 provides more evidence that newly stimulated traffic accounts for a large 
proportion of alliance growth.  This chart compares traffic growth for the three alliances 
between 1992, on the one hand, and 1996, 1997, and 1998, on the other.  The 
comparisons are made by four broad market sectors.  These are behind-gate-beyond-
gate markets, (for passengers that move from behind a U.S. gateway to beyond a 
European gateway), behind-gate to gate markets, gate to beyond-gate markets, and 
gate-to-gate markets.  The results are striking in three respects.  First, the two 
connecting market sectors that involve passengers moving beyond European gateways 
have increased at spectacular rates.  Second, with the exception of the behind-gate 
market sector in 1996, each connecting market grew at a faster rate for each of the last 
three years than did traffic in the gate-gate markets.  Third, the rate of growth is 
increasing across the board, but particularly in the connecting market sectors.  This is 
significant when tied back to the long-term growth trend for Northwest and KLM.  
Alliance development is a long-term process, which suggests that alliance development 
is still in the infant stage, and that we can anticipate continued expansion of alliance 
services to the benefit of consumers for years to come. 

 
Alliance Expansion Has Fueled System Growth. 
 
Charts 7 and 8 reinforce the suggestion that rapid growth in connecting markets reflects 

Chart 6: US-Europe Traffic, US Alliance Carrier 
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new traffic.  Similar to Chart 6, these charts compare traffic by the four broad market 
sectors, but distinguish between the three alliance carriers and other U.S. carriers.  
Chart 7, which compares the change in traffic between 1992 and 1998, shows that even 
the non-alliance carriers experienced strong growth in all four market sectors.  Chart 8, 
which compares 1996 and 1998, or the two years following the grant of immunity for two 
alliances, shows growth overall for the non-alliance carriers.  Although the results are not 
positive in certain market sectors for the non-alliance carriers, and may suggest that they 
did indeed suffer some diversion to the alliance carriers, the rather phenomenal growth 
for the alliance carriers nevertheless indicates substantial new traffic overall. 
 
The fact that the strongest traffic growth is in the least developed market sectors is 
evidence that alliances are not merely diverting traffic from other carriers.  There is, 
however, further compelling evidence.  Charts 9, 10 and 11 are structured after Chart 3, 
but include all traffic included in the Origin and Destination Survey of Airline Passengers 
reported by U.S. carriers.  These are passengers traveling across the Atlantic between 
the U.S. and Europe, Africa, the Middle East, and Asia.  Chart 9 reflects those 
passengers that were carried across the Atlantic by U.S. carriers, and Chart 10 reflects 
those passengers that were carried across the Atlantic by foreign-flag carriers (this 

Chart 9: US-Europe Traffic, by Market Sector, 
Percent Change from 1992, US Carriers
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comparison is limited to the two market sectors for which we receive complete foreign 
carrier data).  This shows that, even on an industry basis, the predominant traffic growth 
has been in the same connecting market sectors as alliance growth.  Without question, 
alliances are developing new traffic in connecting markets. 
 
Chart 11 illustrates absolute rather than relative changes in the number of passengers.  
This shows that growth in connecting passengers has far outpaced growth in local 
nonstop passengers traveling in gate-to-gate markets.  While this does not distinguish 
between growth in historically underserved connecting markets and increased 
connecting passengers in markets that already received single-carrier service, either 
represents benefits for consumers. 
 
 

 
Chart 12 is another illustration of how alliances have resulted in new passengers in 
connecting markets.  In this chart we have identified the growth in traffic between the 
U.S., on the one hand, and Africa, the Middle East, and the Far East, on either the 
Northwest/KLM alliance or the alliance between Delta and its Atlantic Excellence 
partners, via their respective European network gateways.  This particular increase in 

Chart 10: US-Europe Traffic, by Market Sectors,
 Percent Change from 1992, Non-US Carriers
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traffic is important because it illustrates the so-called network halo effect.  It likely is the 
direct result of linking alliances.  For example, new traffic flows from the U.S. aided 
KLM’s ability to expand its Amsterdam hub service to these more distant regions.  This 
increased the network efficiency of the Amsterdam hub and has likely been a factor in 
that alliance deciding to expand service to additional U.S. gateways, including 
Northwest’s smallest domestic hub, Memphis, but also non-Northwest hub cites (New 
York and Washington).  In addition to the increased network benefits for transatlantic 
passengers, expanding Amsterdam hub is a benefit to domestic European passengers. 
 
Open Skies Bilaterals Have Resulted in Major Fare Benefits for Consumers 
 
We now turn to the question of the fare effects of alliance development.  Chart 13 
compares changes in average yields, unadjusted for inflation, between 1992 and 1998, 
for the same markets and passengers contained in Chart 12.  The large decline in 
average yields over this six-year period has not been adjusted for changes in market 
mix, which would likely have some effect on yields, but the reductions are nevertheless 
impressive.  There are several possible reasons for the changes reflected in Chart 13.  
First, the development of immunized alliances and other code-share arrangements have 
enabled airlines to offer more complete pricing structures.  Carriers are reluctant to do 

Chart 13: Change in Fares (Pax Yield-Cents) of Passengers Flowing Over European 
Alliance Gateways, Delta Partners and Northwest-KLM, 1992 vs. 1998
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this on a purely interline basis, and, as a consequence, some of the lower, more 
restrictive discount fares typically are not made available.  In addition, once such pricing 
schemes and improved seamless services are in place between alliance partners, the 
carriers are then able to market those areas.  As more multinational networks serve 
these markets, increased competitive pressures probably result in price benefits to 
consumers.  And liberalization has allowed carriers to significantly expand capacity 
across the Atlantic.  Apart from other influences, increasing supply has the effect of 
encouraging more travel by price-sensitive passengers.   
 
Following is more revealing evidence of the price effects of liberalization and resulting 
alliance expansion.  In order to illustrate important fare trends without violating the 
confidentiality of the data we have collected the transatlantic fare information into the 
four broad market sectors used in other graphs in this report.  These are gateway-to-
gateway markets (G-G), behind gateway-to-gateway markets (B-G), gateway-to-beyond 
gateway markets (G-B), and behind gateway to beyond gateway markets (B-B).  A 
description of the methodology used in this analysis is attached. 
 
Fare information for each of these market sectors is further segmented to distinguish 
between passengers that traveled between the US and open-skies countries and 
between the US and other countries across the Atlantic.  We have also removed the 
effects of changes in traffic mix between the two years by using actual fares reported for 
each period, but weighting the various city-pair markets for both periods by 1998 traffic 
levels. 
 
The following chart, Chart 14, compares such information for calendar years 1996 and 
1998 (nominal fares, not inflation-adjusted fares).  We use 1996 as our base period 
because it was during 1996 that two of the three immunized transatlantic alliances were 
approved, and 1996 also represents the end of a period of escalating prices in 
transatlantic markets.  To further protect the confidentially of the information the chart 
only reveals changes in prices, and not fare levels. 

 
The relative changes from market sector to market sector are consistent with what we 
would expect to see as a consequence of forming alliances to link networks. 

 

Chart 14: Transatlantic Markets, Changes in Average Fare, 1998 vs. 1996
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First, the open-skies markets, the deregulated markets where airlines have pricing and 
scheduling freedom, show much more favorable price trends. 
 
Second, we would expect the less favorable to consumer results to be in the gateway-to-
gateway markets where the formation of alliances reduces the number of nonstop 
competitors.  The fare reductions that have nevertheless occurred may reflect a number 
of compensating factors, such as more connecting service competition (from other 
alliances), greater pricing flexibility, or the effects of added capacity in response to new 
traffic stimulated in connecting markets. 

 
Third, we would expect the least affected connecting market sector to be the behind to 
gateway sector, since our industry has competed vigorously in these markets for years 
with their well developed hub gateways. 
 
Fourth, and conversely, we would expect to see somewhat greater fare reductions in the 
gateway to beyond gate sector since the European gateway hubs are still developing.  
Alliance growth has greatly facilitated the development of European hubs, so we would 
expect to see competition increase more (and fares further decrease) over those 
gateways as a consequence. 
 
Fifth, the behind-beyond market sector is where service and competition have suffered 
the most over the years, so this is where we would expect to see the greatest competitive 
benefits as a consequence of alliance development.  As indicated, we know that 
continuing alliance expansion is resulting in rapid growth in the number of overlap 
markets.   
 
Finally, the reductions in the three connecting market sectors of non-open skies countries 
are also expected.  While those markets are not deregulated, alliances nevertheless 
provide additional, competitive access to such markets. 
 
 

X X X 
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 METHODOLOGY FOR INTERNATIONAL FARE COMPARISONS 
 
We first identified gate-to-gate markets between the U.S. and Europe/Middle East/Africa 
using T-100 and T-100(f) data.  Gate-to-gate markets were defined as those city-pairs 
that experienced at least 100 departures during calendar year 1998.  The other market 
sectors flow from this.  Behind gateway cities are those U.S. cities that are not a 
gateway to any city in Europe/Middle East/Africa.  Beyond gateway cities are those 
European/Middle Eastern/African cities that are not a gateway to any city in the U.S.  
Thus, the behind gate-beyond gate market sector is comprised of city-pair markets that 
involve non U.S. gateway cities and non European/Middle Eastern/African cities. 
 
Two types of markets do not obviously fall into one of the four market sectors.  The first 
are markets that consist of U.S. gateway cities and European/Middle Eastern/African 
cities where nonstop service did not exist during 1998.  Thus, Memphis had nonstop 
service to Amsterdam, but not the other European gateway cities such as Frankfurt.  We 
placed all such markets in the behind-gate market sector.  While a case can be made 
that some should have been placed in other market sectors, we elected not to try to 
devise an approach to do so.  The second group is gate-to-gate markets that are served 
nonstop only by foreign flag carriers, such as Phoenix-London, which is served nonstop 
by British Airways.  The problem with such markets is that only U.S. carriers report 
Origin & Destination information, which means that the only pricing information we have 
for these gate-to-gate markets is for connecting passengers.  We nevertheless left such 
markets in the gate-to-gate sector since our carriers connecting prices reflected in the 
O&D survey are probably influenced by the pricing policies of the foreign carriers on their 
nonstop services. 
 
Based on this market sector methodology we developed fare information for all of the 
city-pair markets in each market sector.  We use as our base period calendar year 1996 
information.  It was during 1996 that two of the three immunized transatlantic alliances 
were approved, and 1996 also represents the period when a several year trend of 
increasing fares across the Atlantic ceased.  Fare levels turned down during 1997 and 
are further down during 1998.  Our analysis compares the most recent O&D information 
available, calendar year 1998, with calendar year 1996.  Our data source is O&D 
information taken from Data Base Products. 
 
Because our goal was to compare fare changes, we eliminated city-pair markets for 
which passengers were reported for only one of the comparison periods.  After 
eliminating city-pairs with small passenger volumes our analysis included information for 
more than 16,000 city-pair markets. 
 
The last step in developing our city-pair groupings for comparative analysis was to 
separate the origin and destination markets in each broad market sector between those 
that involve open skies countries and those that do not. 
 
Finally, we removed the effects of changes in traffic mix between the two years by using 
actual fares for each period, but weighting the various city-pair market groupings for both 
periods by 1998 traffic levels.   
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DATA SOURCES 
 
I. Charts 1 and 2: 
 

• T-100 and T-100(f) data per Data Base Products Onboard International File. 
 
II. Charts 3-5, 12, and 13: 
 

• Origin-Destination Survey of Airline Passenger Traffic per Data Base 
Products Gateway File. 

 
III. Charts 6-11: 
 

• Origin-Destination Survey of Airline Passenger Traffic. 
 
IV. Chart 14: 
 

• Origin-Destination Survey of Airline Passenger Traffic  perData Base 
Products O&D Plus File. 
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Open skies agreements now in place between the United States and a growing number 
of countries are producing enormous benefits for consumers.  These agreements have 
made it possible for the airline industry to provide better quality, lower priced, more 
competitive service for millions of passengers in thousands of international city-pair 
markets. 
 
Open skies agreements in Europe have been in place for several years now and have 
fostered the development of many types of multinational airline alliances.  Both broad-
based strategic alliances and less integrated code-share alliances have changed the 
structure of the airline industry over the past five years and are generating new pressures 
on the remaining restrictive bilateral agreements in the region.  It is therefore appropriate 
that we focus on transatlantic deregulation as we continue to examine the nature and 
evolution of international deregulation in the airline industry. 
 
In December 1999, The U.S. Department of Transportation released its first public 
documentation of the effects of multinational alliances.  That report, International 
Aviation Developments: Global Deregulation Takes Off, provided significant evidence of 
profound effects of multinational alliance development in transatlantic markets: 
• It identified pro-competitive changes in industry structure—better, more competitive 

service as alliances expand and overlap. 
• It documented enormous consumer benefits, both in terms of improved service and 

price reductions. 
• It noted important consequences of alliance development not just for air travel 

consumers, but for local and national economies as well, due to greatly increased air 
travel. 

• It noted important benefits for domestic European consumers and airlines as 
increased transatlantic traffic feed enabled European carriers to significantly expand 
their networks. 

 
That report also noted that we are in the initial stages of global deregulation and alliance 
development.  It pointed to continued expansion of alliances for years to come, with 
growing benefits for consumers, and suggested that new ways of competing may well 
evolve in international markets as the deregulation process continues to unfold. 
 
This second report looks at further developments in transatlantic markets by updating and 
expanding information presented in our first study.  While the operating and competitive 
structures in the transatlantic market are far from settled, the pro-consumer changes 
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identified in our first report dramatically accelerated during 1999.  The alliance between 
Delta/Austrian/Sabena/Swissair began to dissolve toward the end of 1999 and has now 
ceased.  Delta is developing a code-share alliance with Air France.  Two of its former 
partners, Sabena and Swissair, now have an immunized relationship with American 
Airlines, and the third, Austrian has joined the Star Alliance.  Various other changes in 
alliance formation occurred during 1999 as well.   
 
Our focus here, however, is on the empirical results of transatlantic deregulation.  In this 
report, we continue to focus on the same three strategic alliances as our first report, 
Northwest/KLM, United/Lufthansa, and Delta/Austrian/Sabena/Swissair, because the 
latter continued to effectively function as an alliance through most of calendar year 1999, 
which is the most current data available.  Of course, the changes in airline relationships 
that have occurred and will continue to occur promise interesting developments to report 
in future updates. 
 
 
As transatlantic deregulation unfolds, competition intensifies and provides consumers 
enormous price benefits. 
 
Data for 1999 show continued strong traffic growth and greater fare reductions than 
occurred through 1998.  Clearly, open skies bilateral agreements have provided carriers 
the operating flexibility necessary to efficiently improve and expand services.  This is 
particularly true for network services, both in terms of coordinating schedules in 
connecting markets and increasing the capacity in gate-to-gate markets needed to 
accommodate the resulting increase in demand.  Open skies agreements have also 
afforded the pricing flexibility needed to develop complete pricing strategies and to 
market them effectively.  In combination with individual airlines, multiple alliances of 
various types—from broad-based strategic alliances to more modest code-share 
alliances—are expanding geographically and creating ever-increasing numbers of overlap 
markets.  This has created a more competitive transatlantic market structure.  Thus, new 
flexibility for carriers to respond to marketplace demands has led to downward pressures 
on price, both due to increased supply and increased competitiveness. 
 
As with our first report, in order to illustrate important fare trends without violating the 
confidentiality of the data, we have summarized fare information into four broad market 
sectors used throughout the report.  These are behind gateway to beyond gateway markets 
(B-B), behind gateway to gateway markets (B-G), gateway to beyond gateway markets 
(G-B), and gateway to gateway markets (G-G). 
 
Fare information for each of these market sectors is further segmented to distinguish 
between passengers that traveled between the U.S. and open skies countries and between 
the U.S. and other countries across the Atlantic.  We have also removed the effects of 
changes in traffic mix between 1999 and the comparison year, 1996, by using actual fares 
reported for each period, but weighting the various city-pair markets for both periods by 
1999 traffic levels. 
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Chart 1 compares such fare information for calendar years 1999 and 1996 (not adjusted 
for inflation).  We continue to use 1996 as our base period because two of the three 
immunized transatlantic alliances were approved early that year.   
 

Chart 1:  Transatlantic Markets, Changes in Average Fares, 1996 vs. 1999
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The results are remarkable, showing much larger fare decreases than had occurred 
through 1998.  Average fares to open skies countries declined by 20 percent overall 
compared with 1996, and approached 25 percent in connecting markets beyond European 
gateways.  Significantly, double-digit fare reductions have occurred even in gate-to-gate 
markets in open skies countries. 
 
Chart 1 also shows that price benefits have extended to non-open skies countries, albeit at 
significantly lower rates.  This is not unexpected.  Alliances can offer improved, more 
marketable services to these countries as well from their hubs in open skies countries, 
although they generally lack the same ability either to increase capacity and/or compete 
aggressively on price. 
 
 
Deregulation is at the heart of transatlantic traffic growth. 
 
Chart 2 shows the total number of passengers flowing between U.S. and European 
gateway cities for calendar years 1992 through 1999.   
 
We see a marked difference in passenger growth during and after 1996.  Many factors 
have influenced this increase, but it is clear that deregulation is at the heart of the change.  
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Chart 2:  Total Passengers U.S.-Europe, 1992-1999
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Consumer demand and increased competition are driving airlines to access as many 
markets and passengers as possible in the most efficient way possible. 
 
Chart 3 is based on the passengers reported in Chart 2, but distinguishes between 
passengers for the three broad-based strategic alliances and other passengers.  These two 
groups of passengers are then indexed to 1992 to illustrate the relative rates of change. 
 

Chart 3:  Total Passengers U.S.-Europe 1992-1999
Strategic Alliance Carriers vs Other
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This shows much more dramatic growth by the strategic alliances throughout this period, 
particularly after formation of the Delta and United alliances with their respective 
European partners.  The initial increase in alliance traffic was predominantly by 
Northwest.  The rate of increase began to pick up in 1995, when United and Delta began 
code-sharing with their European partners, and then rapidly accelerated after they 
received antitrust immunity in 1996.  Non-alliance traffic increased only modestly 
through 1995, but the rate of increase picked up significantly in 1996 and thereafter.  This 
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is significant in two respects.  First, and most importantly, it is evident that the alliance 
growth is not simply traffic diverted from others, but is in large part new traffic.  
Secondly, it is evident that other carriers were prodded by competitive pressures to 
respond and to some extent were able to do so. 
 
It is also important to consider the traffic growth reflected in Charts 2 and 3 in the context 
of the fare reductions reflected in Chart 1.  The strong global economy no doubt explains 
some of the traffic increase.  However, the healthy global economy does not explain the 
much more rapid growth by strategic alliances compared to other carriers.  The strong 
economy also does not explain the fact that, for the market overall, connecting market 
sectors are growing much more rapidly than the gate-to-gate sector.  Furthermore, 
increased demand driven by the economy does not explain the large reduction in price. 
 
 
 
Alliance-based networks are the principal driving force behind transatlantic price 
reductions and traffic gains.  The “Alliance Network Effect” will therefore play a key 
role in the evolving international aviation economic and competitive environment.  
 
Competition in the transatlantic market takes many forms.  Individual airlines have taken 
advantage of the relaxation in regulatory constraints to compete in new markets.  An 
example of this is Continental Airlines’ new service from its Newark hub to Amsterdam, 
Brussels, and Zurich.  In each case, Continental provides new competition for alliance 
carriers at those European cities to the scores of U.S. markets Continental serves from 
Newark.  An example of a “regional” code share alliance is U.S. Airways and Deutsche 
BA at Munich.  This alliance provides new service from many U.S. cities not only to 
Munich, but also to various German cities served by Deutsche BA in competition with 
other alliances such as United/Lufthansa and Northwest/KLM.   
 
But while various elements of competition are now benefiting consumers in the 
transatlantic market, broad-based strategic alliances are now the principal driving force 
behind the fare and traffic trends highlighted in Charts 1 and 2.  In order to illustrate this, 
a series of charts that follow describe the breadth and expansion of those alliances.  
Although, for the most part, these charts update those presented in our first report, it is 
important to observe their continuing development and evaluate their competitive 
implications. 
 
Chart 4 illustrates the continued growth of the three strategic alliances.  Specifically, this 
chart shows traffic flowing between the U.S. and Amsterdam for Northwest and KLM, 
between the U.S. and Frankfurt for United and Lufthansa, and between the U.S. and 
Brussels, Geneva, Vienna, and Zurich by Delta and its three partners during this period.   
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Chart 4:   U.S.-Europe Traffic, By Immunized Alliance
 to European Alliance Hubs, 1992-1999 
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In each instance, the alliances show strong traffic growth coincident with receipt of 
antitrust immunity, even for the Delta and United alliances that previously had code-
share relationships with their alliance partners. 
 
The importance of the sustained strong growth in alliance traffic is illustrated in charts 
that follow, which show that the growth stems in large part from continued geographic 
expansion.  As expected, this growth is predominantly in connecting market sectors that 
can only be effectively served by linking large multinational networks.  Alliances are 
providing improved service to more passengers in more markets, and as they each 
expand, the competitive overlap increases.  This suggests that we can expect greater 
consumer benefits as alliances continue to evolve and expand. 
 
Charts 5 and 6 show for the Northwest and Delta alliances the relative changes in local 
O&D traffic in their gate-to-gate markets compared with passengers that connect at one 
or both gateways.  Chart 5 shows that Northwest’s connecting traffic has rapidly 
outpaced traffic in its gate-to-gate markets from the very time those carriers received 
antitrust immunity in early 1993.  (This continuous upward trend in Northwest’s traffic 
growth subsided for several weeks, in the third quarter of 1998, when the airline 
experienced a work interruption that limited flight operations.)  Chart 6 shows the same 
for Delta subsequent to its receipt of antitrust immunity in 1996. 
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Chart 5:  Northwest/KLM U.S.-Europe Traffic via Amsterdam
Connecting vs. Local Gate-to-Gate Traffic
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Chart 6:  Delta et al U.S.-Europe Traffic
Connecting vs Local Gate-to-Gate Traffic
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A major component of alliance traffic growth stems from expanding the reach of 
networks. 
 
Charts 7 and 8 provide additional information on how the alliances are expanding.  
Chart 7 shows the number of individual city-pair markets in which each alliance carried 
passengers during the 3rd quarter of each year, and Chart 8 shows the changes in numbers 
of connecting passengers carried, also for the 3rd quarter of each year. 
 
These charts illustrate the power of effectively linking large multinational networks to 
form geographically broad alliances.  In a vast majority of instances, the number of 
passengers carried in any particular city-pair market is very small.   
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Chart 7: U.S.-Europe, Market Expansion through Alliance Hubs
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Chart 8: U.S.-Europe, Connecting Passengers through Alliance Hubs
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Yet, by linking large numbers of cities on each side of the Atlantic with broad scale 
networks in their respective regions, thousands of city-pair markets are served by each 
alliance.  Collectively, the addition of small numbers of passengers in a huge number of 
markets results in a large increase in total traffic.  As the respective alliances continue to 
expand, so do the markets and consumers that benefit from competitive service.  By the 
third quarter of 1999, two or more of these alliances carried more than 800,000 
passengers in well over 3,000 individual city-pair markets. 
 
Charts 9 and 10 continue to focus on the three strategic alliances, based on annual data 
for the calendar years indicated.  Chart 9 provides additional detail on traffic growth 
trends by broad market sector, and Chart 10 provides the same detail in a comparison of 
alliance carriers with other carriers. 
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Chart 9: U.S.-Europe Traffic, U.S. Alliance Carrier 
Traffic by Market Sector, Percent Change from 1992
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Chart 9 shows that the increase in connecting traffic in the two beyond European gateway 
market sectors continues to be phenomenal.  The lesser increase in behind U.S. gateway 
traffic is not surprising since the U.S. network carriers’ hubs were more developed when 
the alliances were formed, and U.S. carriers have competed vigorously for traffic in those 
markets for years.  The stronger growth in beyond European gateway markets reflects 
both the further development of European hubs, greatly assisted by traffic flows from the 
U.S., both in terms of the number of markets they serve and increased network 
capabilities enabled by the development of stronger connecting banks.  It is also 
important to relate the rapid growth in the beyond European gateway markets shown here 
to the information provided in Chart 1, which shows such large fare reductions in these 
same market sectors since 1996.  The markets that were the most poorly served in the 
absence of alliances would appear to be benefiting the most from the better, more 
competitive service made possible by the liberalization efforts that have enabled alliances 
to flourish. 
 

Chart 10: U.S.-Europe Traffic, Percent Change 1992-1999, 
U.S. Alliance vs. Non-Alliance Carriers
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Traffic on both alliance and non-alliance carriers have increased dramatically, 
demonstrating that deregulation and airline alliances have not simply re-allocated 
traffic among carriers but have stimulated additional demand.  Increased supply 
(capacity) is a critically important component of consumer benefits in deregulated 
markets. 
 
The comparison of alliance carrier results with other carriers in Chart 10 demonstrates 
that even non-alliance carriers are experiencing traffic growth.  Although this growth is 
certainly modest relative to alliance carriers, this is further evidence that much of the 
increased alliance traffic is new, rather than merely traffic that has been diverted from 
other carriers. 
 
Charts 11, 12, and 13 continue to focus on traffic by the four broad market sectors, but 
reflect industry-wide data rather than data that is limited to the alliance carriers.  The 
point of this information is twofold.  First, demonstrating increased traffic on an industry 
basis removes any doubts about whether alliance growth reflects new traffic or is merely 
traffic diverted from other carriers.  Second, this information shows that, if anything, 
traffic growth in the historically underserved connecting market sectors is not showing 
any signs of losing momentum, but is accelerating. 
 
These charts include all passengers traveling across the Atlantic from U.S. cities to 
Europe, Africa, the Middle East, and Asia.  Charts 11 and 12 show those passengers that 
were carried across the Atlantic by U.S. carriers and foreign-flag carriers, respectively.  
Chart 12 is limited to the two market sectors for which we receive complete foreign 
carrier data. 
 

Chart 11: U.S.-Europe Traffic, by Market Sector, 
Percent Change from 1992, U.S. Carriers
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Chart 12: U.S.-Europe Traffic, Percent Change from 1992, by Market Sector, 
Foreign Carriers
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While Charts 11 and 12 show unprecedented relative growth in connecting market 
sectors, Chart 13 shows very large actual growth in actual numbers of passengers.   
 

Chart 13: Transatlantic O&D Traffic, Passengers Using U.S. Carriers in Gate-to-
Gate Markets, Amount Change: Connecting vs. Non-Stop Passengers
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One of the noteworthy points of Chart 13 is that, though gate-to-gate traffic has started to 
show significant gains in 1998 and 1999, the increases in connecting passengers continue 
to far outpace that growth.  Indeed, this trend accelerated during 1999.  Again, tying the 
trends in this chart to the increasing rate of fare declines that were experienced during 
1999 confirms various other indications we see in the data; namely, that alliance 
development across the Atlantic will continue to the benefit of consumers. 
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International airline alliances have improved service in historically underserved 
regions of the world and, as a result, have stimulated additional demand for air 
transportation in those markets. 
 
As we did in our first report, Charts 14 and 15 narrow the focus to the U.S., on the one 
hand, and Africa, the Middle East, and the Far East, on the other.  We combined detailed 
information for the Northwest/KLM alliance and the alliance between Delta and its 
partners, via their respective European network gateways.  This illustrates the tremendous 
benefits gained by more distant areas served across the Atlantic which had very limited 
service by the U.S. carriers’ alliance partners before the formation of their alliances.  
Improved, more complete service to longer distance, generally lower density markets is a 
fundamental and primary benefit of developing broad-based multinational alliances.  No 
other operating system can effectively serve such markets, yet multiple alliances can each 
do so, resulting in not only better service but competitive benefits as well.    
 

Chart 14: Passengers Flowing Over Alliance Gateways, 
Delta Partners and Northwest-KLM, 1992 vs. 1999
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As we have indicated, the greatly improved service by the European alliance partners 
from their domestic hubs to cities in Africa, the Middle East, and the Far East is 
significantly attributable to the traffic flows from the U.S. as a consequence of their 
alliances.  The resulting traffic gains are, by any measure, quite remarkable.  And again, 
as shown in Chart 15, remarkable price reductions occur simultaneously with the large 
traffic gains.  Thus the cycle repeats itself—better service, freedom to establish and 
market complete pricing structures, and competitive incentives to maximize service and 
price initiatives. 
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Chart 15: Change in Fares (Pax Yield-Cents) of Passengers Flowing Over European 
Alliance Gateways, Delta Partners and Northwest-KLM, 1992 vs. 1999
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One last look at the ability of global networks to provide excellent, competitive service 
on a broad scale is based on service between individual U.S. cities and Europe.  The three 
strategic transatlantic alliances that existed in 1999 compete extensively in large numbers 
of U.S. markets.  Two or more of the alliances compete at more than 200 U.S. cities, and 
all three alliances compete at 138 U.S. cities. 
 
Focusing on the latter demonstrates the immense consumer benefits attributable to 
alliance development.  Comparing 1999 traffic between these cities with 1995 traffic, or 
the period immediately preceding the formation of the last two strategic alliances in early 
1996, shows double digit annual growth for 56 of the cities, and total growth of more 
than 25 percent for another 29 cities.  The data show that the benefit of this strong growth 
is widespread, with cities represented in all but seven states.  The data also show that 
large traffic increases are virtually always accompanied by major reductions in price 
(unadjusted for inflation).  Significantly, the traffic growth and price reductions, in a vast 
majority of instances, are even more positive to small historically underserved cities in 
Europe than to larger European cities.  Most of these cities are not hub cities or even 
large cities, attesting to the ability of global networks to better serve small markets.  
Three examples follow: 
 
Birmingham, Alabama:  Traffic increased by 39 percent and fares declined by 16 percent.  
Between Birmingham and small cities in Europe, traffic doubled (up 99 percent), and 
fares declined by 34 percent. 
 
Portland, Oregon:  Traffic increased by 61 percent and fares declined by 12 percent.  
Between Portland and small cities in Europe, traffic more than doubled (up 138 percent) 
and fares declined by 33 percent. 
 
Sioux Falls, South Dakota:  Traffic increased by 65 percent and fares declined by 31 
percent.  Between Sioux Falls and small cities in Europe, traffic more than doubled (up 
117 percent) and fares declined by 33 percent. 
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This second report on international aviation developments updates the broad picture 
outlined in our first report of how the airline industry has reacted to air transport 
deregulation and the attendant effects on traffic and fares.  Future reports will examine 
developments in other market sectors, explore additional changes as they occur, and 
eventually investigate additional international entities in greater depth as the effects of 
international liberalization and airline globalization take hold in countries with whom we 
have more recently concluded open skies agreements. 
 
   ____________________________________ 
 
 





Gerchick-Murphy Associates LLC 

 
INTERNATIONAL AIRLINE ALLIANCE DEVELOPMENT 

 

Network Airlines' Mainline Domestic and Atlantic ASMs
Expressed as Index Numbers (March 31, 1994 = 100)
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Necessary for Network Airlines and Consumers 
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INTERNATIONAL AIRLINE ALLIANCE DEVELOPMENT 
Necessary for Network Airlines and Consumers 

 
EXECUTIVE SUMMARY 

 

For the past three decades the heart of the U.S. network airlines 
has been the domestic hub-and-spoke systems that developed 
soon after deregulation in 1978.  For the future, however, it is clear 
that any lasting and significant improvement in network airline 
financial health and consumer benefits will largely be the result of 
continued international expansion made possible by the 
development of immunized international alliances.  Immunized 
alliances provide airlines the necessary economic incentives to 
integrate their business processes in order to optimize their alliance 
networks.  This integration stimulates traffic growth through 
improved products, services and prices to consumers. 

 
Introduction 
 
The network airline sector of the U.S. airline industry is at a crossroads.  The 
network airlines’ position of dominance in the domestic market that enabled 
years of highly profitable growth during the 1990’s is gone and will not reemerge.  
Instead, network airlines are in the process of a fundamental change in their 
overall operating structures.  Domestic operations are sharply declining while 
international operations are sharply increasing. 
 
The differences between the network airlines’ domestic and international financial 
performance and growth trends are stark.  Their ongoing efforts to rebalance the 
relative sizes of the domestic and international components of their systems are 
neither modest nor temporary; rather, this process is necessarily accelerating.  
Between 2000 and 2008, network airlines’ domestic mainline ASM capacity was 
reduced by an unprecedented 28 percent, and this implosion will exceed one 
third once the latest cuts are in place for 2009.  Even the capacity of the regional 
affiliate feeder carriers, which had increased since 2000 as network airlines had 
used them to replace mainline operations, began to decline starting in mid-2008.  
Regional airline ASM capacity for the fourth quarter of 2008 was down by 10 
percent over the previous year.  
 
Since the mid-1990’s, when international alliance development began to 
accelerate, the network airlines have steadily and profitably grown their 
international operations, except for a brief period following the terrorist attacks of 
September 11, which was also compounded by SARS and the initial stages of 
the Iraq war.  Between 2003 and 2008, when domestic capacity cuts not only 
continued but sharply accelerated, network airline international ASM growth 
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increased by 41 percent.  This international growth was highly dependent upon 
alliance development.  Network airlines had already had two decades of 
independently extending the reach of their domestic networks, mostly by serving 
larger foreign destinations as spoke points from their domestic hubs.   Alliance 
development enabled carriers to extend further the reach of their networks to 
thousands of new destinations.  
 
The purpose of this study is to examine the reasons why continued immunized 
international alliance development is necessary for the large U.S. network 
airlines, as well as the consumers and communities they serve.  For almost two 
decades international alliances have played an important role in the U.S. network 
airlines’ ability to successfully expand and compete abroad.  In recent years, 
however, the economic significance of alliances for airlines and the competitive 
significance for consumers have markedly, and suddenly, changed.  International 
alliances were initially used as a tool for extending the reach of domestic 
networks.  Now they have become essential for the economic survival of the 
network airline industry.   
 
Network Airlines’ Domestic Plight: 
 
During this decade the U.S. domestic airline industry has gone through the most 
dramatic change in its competitive structure since deregulation more than 30 
years ago.  A combination of circumstances has favored the low cost business 
model, and as a result the large network airlines have been replaced by the low 
cost airlines as the competitively dominant domestic airline sector.   
 
The low cost airlines, not the large network airlines, now drive change in both 
price and capacity growth.  Since 2000, while network airline mainline domestic 
capacity has been reduced by nearly one third, low cost airline capacity has more 
than doubled.  This low cost airline expansion is particularly problematic for the 
network airlines because of a large gap in cost structures that now exceeds 50 
percent, and has been increasing for the past two years. Almost 80 percent of 
network airline domestic passengers, and more than 70 percent of their domestic 
revenues, are now in markets with a low cost competitor.  These percentages 
have surged since 2000, when they were 55 percent and 44 percent, 
respectively.   
 
Because the low cost airlines can profitably serve the large price-sensitive 
demand sector, the low cost business model, unlike the network airline business 
model, does not rely upon extreme market segmentation and charging 
significantly higher prices for time sensitive demand.  As a result, where low cost 
airlines compete, their presence significantly disrupts the ability of network 
airlines to charge higher prices as a means of compensating for their higher 
costs of operation.  The estimated impact on network airlines is a loss of $11.2 
billion annually, compared with annual passenger revenue of less than $45 
billion.  



 

Gerchick-Murphy Associates LLC 

5
Executive Summary

 
The conclusion at the outset that the network airlines will not return to positions 
of dominance in the domestic market is largely based on the fact that all of the 
tendencies that have put the network airlines in competitive jeopardy in the 
domestic market are, from the network airline perspective, continuing to worsen.  
The cost gap is continuing to increase, the low cost airline market share 
continues to increase, and high end demand continues to gradually decline.  In 
some major markets, low cost airlines have recently begun to compete with each 
other.  In these circumstances, network carriers have been forced to abandon 
markets they have served for decades.  There is nothing to suggest that the 
domestic competitive environment is going to become more favorable for the 
network airlines.   
 
The effect of all this on network airlines is perhaps best revealed by looking at 
their financial results.  Between 2000 and the third quarter of 2008, they earned a 
domestic profit in just six of the 31 quarters, and suffered operating losses of $30 
billion. 
 
As would be expected, the network airlines have acted aggressively to shore up 
their domestic competitive positions:  they have achieved large reductions in their 
cost structures, in some cases through the bankruptcy process; they have 
handed off a substantial proportion of their domestic operations to regional 
partners; and they have reduced their own capacity both to eliminate financially 
stressed operations and to reduce capacity available for price-sensitive traffic in 
an effort to achieve higher average fares.  But the cumulative effects of these 
and other steps have not been enough for the network airlines to reestablish 
domestic profits.    
 
International Expansion and the Importance of Alliances  
 
As the network airlines began to lose the domestic battle to low cost airlines, they 
had to weigh two alternative responses.  One was sweeping domestic 
consolidation, which would have reduced the number of networks that are 
competing for the same, ever shrinking, domestic high-fare demand.  The other 
was international cooperation, in the form of alliances, as a means of expanding 
the reach of their networks. This increases revenue flows to support domestic 
networks, thereby increasing system viability.   
 
If done on a broad scale, domestic consolidation would have reduced network 
capacity at home and around the globe.  Conversely, international cooperation 
via alliances expanded network reach and, subsequently, increased international 
network capacity while minimizing the need for domestic capacity reductions.  
While some domestic consolidation may still have to be pursued, the successful 
development of international alliances has curbed the perceived need for 
consolidation at home, and has enabled the network airlines to remain strong 
global competitors despite their domestic problems.  
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International expansion via alliance development has been positive for all airline 
constituencies and is consistent with consumer needs, airline desires to fill those 
needs, and good public policy.  The international growth strategy has provided 
consumers with more capacity, more choice, and more competition.  Small 
communities in the U.S. that rely heavily on network airlines have seen their 
service strengthened, and employment has benefited from strong international 
growth.   
 
The service benefits of international alliances are especially apparent in longer-
distance intercontinental markets, where the vast majority of city-pair markets 
can only be served on a connecting basis.  Indeed, only a tiny fraction of either 
city-pair markets or cities can sustain nonstop intercontinental service.  
Passengers currently travel in more than 40,000 city-pair markets across the 
Atlantic, yet only 220 of those markets are served nonstop, and only one third of 
those markets receive more than a daily flight.  The connecting markets, and 
virtually all city-pair markets that now support multiple frequencies, can only be 
served effectively and efficiently by network systems.   
 
But most individual airlines lack sufficient networks to provide such service. 
Restrictive cabotage and ownership laws prevent U.S. airlines from using 
economic tools that could improve their ability to serve international markets.   
U.S. airlines cannot operate inside foreign countries because of cabotage 
restrictions.  They cannot set up subsidiaries in the EU to operate networks of 
feeder flights to support their inter-continental US-EU services.  US carriers 
cannot invest in existing EU airlines and gain control over them because of 
ownership limitations.  Nor can US carriers partner with financial institutions to 
set up new airlines in the EU unless they are prepared to cede control of the 
venture to the financial partners.   
 
Apart from legal and infrastructure constraints, no airline can efficiently provide 
service with its own aircraft and crew to most of the international destinations its 
customers require.  As a consequence, the only feasible way to offer quality 
service to the vast majority of markets around the globe is to create alliances by 
linking networks already in place on the various continents. 
 
The Need for Antitrust Immunity 
 
Although they have been successful in creating online-like connecting services 
that have significantly stimulated demand, alliances are, at best, imperfect 
business models.  As is true for independent airlines, in order to successfully 
serve customers, alliances must develop goals, along with policies and strategies 
to achieve those goals.  The ability of alliances to successfully accomplish this, 
however, is made far more difficult by virtue of the fact that all decisions must be 
joint.  Decision-making is even more severely hampered by the antitrust risks of 
jointly collaborating on the most essential components of an airline business 
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model such as pricing, scheduling, revenue management, and capacity 
decisions.  
 
DOT’s antitrust authority provides a means whereby airlines can overcome legal 
limitations in order to implement international alliances that demonstrably benefit 
consumers and enhance efficiency.  In the absence of DOT’s antitrust authority, 
the airline industry could well decide to take somewhat greater antitrust risks, but 
it is unlikely that they would implement the broad-based alliances that have 
proven to be so valuable, or find it worth the price of private antitrust lawsuits that 
could result. 
 
DOT has used its authority to grant antitrust immunity to develop an international 
alliance policy that has resulted in network growth that has benefited both 
consumers and airlines, not just in international markets, but in domestic markets 
as well.  The potential risks of legislative action to change this process are clear; 
the potential gains of doing so are not, particularly in the absence of evidence 
that the grant of antitrust immunity has resulted in anticompetitive behavior by 
immunized alliances.   
 
Antitrust immunity is important not just to overcome the chilling effect of concerns 
of private antitrust challenges, but also because it sparks a dynamic growth 
process.  Immunity enables alliance partners to create economic benefit sharing 
arrangements in which the alliance partners create standard business processes 
for key business functions that airlines utilize to distinguish themselves from their 
competitors:  planning, scheduling, pricing, and managing capacity throughout 
the network.  Optimizing these functions for passengers flowing through the 
alliance network creates significant consumer benefits such as lower prices, 
more service and increased convenience.  Only by implementing an economic 
benefit sharing agreement – the core of which is often a revenue sharing 
agreement – are carriers incentivized to make network planning, selling, and 
managing decisions in the interest of the alliance rather than in the interest of 
their own individual businesses.  In order to better ensure that these merger-like 
efficiencies are obtained and passed on to consumers, DOT has recently 
focused on the need for large alliances involving major network carriers to 
include a revenue sharing agreement which makes the carrier’s marketing efforts 
“metal neutral” – that is to say indifferent as to the alliance carrier on which the 
passenger chooses to travel. 
 
Requiring a revenue sharing agreement for large alliances seeking antitrust 
immunity provides additional financial incentives for alliance partners to focus on 
jointly competing with other market participants on a broad scale throughout the 
network.  As the alliance succeeds in jointly creating the necessary policies and 
procedures for successful integration, the groundwork is developed for new 
services that are now viable only because both risks and rewards are shared 
between alliance partners who are now equally incentivized to support the new 
services.  As these new services are integrated with the broader network 



 

Gerchick-Murphy Associates LLC 

8
Executive Summary

product, additional passengers are attracted to the alliance.  This leads to further 
capacity increases not only on “pipeline” hub-to-hub routes, but also on additional 
intercontinental routes from alliance partners’ respective hubs, and in their 
respective homeland networks.   
 
Antitrust Immunity Creates Substantial Consumer Benefits 
 
Evidence shows that antitrust immunity is pro-consumer.  Not only do consumers 
in thousands of connecting markets have access to better service as a result of 
better network integration, in many markets they enjoy competitive access to 
multiple alliance products.  The phenomenal traffic growth during the past five 
years (54 percent) in the transatlantic market, which has benefited the most from 
ongoing alliance development, supports a conclusion that alliances are price 
competitive.  This robust growth has been fueled by alliance development that 
has enabled the airlines to tap a large pool of demand that historically has been 
poorly served.  Furthermore, an analysis of fare data shows that fare increases 
have been restrained by alliance development, and fares have not kept pace with 
fuel cost increases. 
 
Indeed, the continuing rapid traffic growth in international markets where 
alliances operate supports the view that alliance pricing practices are pro-
consumer.  Furthermore, in the transatlantic market where the US–EU open 
skies agreement opened the door in 2008 to new competition, one can 
reasonably expect that airline prices will be adequately protected by new 
competition.  In non US-EU markets the answer to any pricing concerns that 
might arise by airlines closely cooperating in alliances is not constraining the 
alliance benefits that consumers appreciate, but encouraging more competition in 
the marketplace.   
 
Conclusion 
 
Given the drastic changes in the domestic airline sector during this decade, the 
fundamental question is whether the network airlines can remain viable.  That 
success depends on the interaction of their fast growing international systems 
with their stressed domestic systems.  The successful growth of their 
international operations is dependent on the revenue flows generated by their 
domestic networks.  The international operations generate revenues that flow 
through and support the domestic networks.   
 
The network airlines’ domestic predicament that continues to result in a major 
retreat shows that continued successful expansion in international markets as 
part of the ongoing rebalancing of the domestic and international components of 
their system of networks is the only course of action they can take to stabilize 
overall viability, short of full scale domestic consolidation.  Such expansion will be 
made possible by the development of international alliances that benefit from 
antitrust immunity, and will become even more important as the competitive 
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environment becomes more difficult for U.S. network airlines.  Anything that 
clouds or inhibits the network airlines’ ability to participate successfully in 
immunized international alliances could produce very disappointing results for the 
carriers, their employees, the hundreds of domestic communities that low cost 
airlines still do not serve, and, ultimately, the country as a whole. 
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INTRODUCTION 
 
This study does not rely upon data for any individual airline but instead is based 
primarily upon data for two groups of airlines:  the large network airlines and the 
low cost airlines.1  The need of the network airlines for continued international 
growth through the increased use of immunized international alliances is the 
primary theme of the study, but the impact of low cost airline growth in the 
domestic market is what has driven the network airlines to shift their focus from 
domestic markets to international markets.  International alliance growth is no 
longer just one means of stabilizing overall network strength; it is the only way to 
accomplish that necessity. 
 
For nearly two decades following the development of network systems of service 
soon after domestic deregulation, the network airlines were able to successfully 
pursue the natural incentives of the network business model for expansion.  
Although revenue-side advantages of size provide the incentive for any 
successful airline to grow, growth is particularly important for hub-based systems 
of service.  This is due to the built in interdependence between the various 
service components of the network.  Every discrete part of the network supports, 
and in turn is supported by, revenue flows generated by the rest of the network.  
Increasing network size results in increased network flows throughout the 
network. 
 
Network systems of service are dynamic business models.  The greater reliance 
on network flows to support service on virtually every specific segment of service 
reduces the risk of failure because the network has the flexibility of tapping into a 
wide array of potential revenue alternatives to find the combination that best 
supports the service.  For example, when entry by a price competitor results in 
the loss of local revenue, the network has the option of rerouting traffic flows to 
change the mix of flow revenues in order to compensate for lost local revenue.   
 
Expansion of a network system of service is thus both easier and less risky 
because new service does not have to depend solely (or even extensively) on 
local revenues, but instead is supported by revenue flows from throughout the 
rest of the network.  This revenue support typically is substantial, and on any 
given segment of service the flow revenues are likely to be much greater than the 
local revenues.  Network expansion also increases revenue flow opportunities for 
the rest of the network from any new point of service; from this it is obvious that a 
healthy network is a growing network.  Conversely, the concept of “shrinking to 
profitability” is a contradiction for a network system, and efforts to do so are 
evidence of very difficult times. 
 
The creation of geographically broad network systems of service in the domestic 
market following deregulation provided the network airlines a solid base to build 
                                                 
1  The large network airlines are American, Continental, Delta, Northwest, United, and US Airways.  The 
low cost airlines are ATA Airlines, AirTran, Frontier, JetBlue, Southwest, and Spirit, the airlines that DOT 
has identified as low cost airlines.  ATA Airlines no longer operates, but did for most of the period 
encompassed by this study.  Frontier has entered bankruptcy but continues to operate.   
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upon.  This allowed them to extend their reach into international markets as 
regulatory constraints were gradually lifted, and enabled them to better access 
historically underserved international markets.  Early on, international 
destinations tended to be served as spokes to the network airlines’ domestic 
networks, but in the 1990s, these carriers began to use various types of alliances 
with foreign airlines to expand further their international reach.   
 
By experiencing growth throughout their systems, they had seemingly endless 
opportunities for network expansion both at home and abroad.  With a self-
feeding cycle of growth that increased overall network strength, which in turn led 
to more growth, the success of the network model seemed assured.  Indeed, for 
a time, this led to such dominance by the network airlines that some industry 
observers were concerned about the ability of other competitors to adequately 
discipline price in the domestic market.  
 
But immediately after 2000, this seemingly endless cycle of growth abruptly 
vanished.  The combination of a two-year spike in operating costs that was 
punctuated by a massive decline in high-fare revenues that occurred virtually 
overnight led to a nearly six-year period of losses that accumulated to over $30 
billion.  Despite large capacity reductions that were undertaken in an effort to 
stop the financial hemorrhaging, the network airlines continued to suffer 
extensive losses and were forced to turn to “shrinking to profitability,” despite the 
inherent conflict of that strategy with network economics.  During this period, low 
cost airlines were able to rapidly and profitably expand due to the continued 
abundance of price sensitive demand and their low cost structures.  It is the 
widespread presence of low cost airline competition that compels the network 
airlines to pursue international expansion as the means of improving network 
revenue flows and stabilizing network strength. 
 
The network airlines seem to have done all they could to address their domestic 
financial problems, but they could not change the competitive landscape.  Robust 
international growth has been the one piece of good news for the network airlines 
at a time of historic capacity reductions and continued losses in the domestic 
market.  Absent their international success, it is difficult to contemplate how 
different the large U.S. network airline sector would be today.  However, although 
increased international growth is a promising prospect for stabilizing their system 
of networks, it is totally dependent upon the airlines’ ability to continue to better 
integrate their international alliances.  Immunity from the antitrust laws is 
necessary because it gives carriers the freedom to optimize their ability to act as 
one with their airline partners in tens of thousands of international markets where 
alliances are the only meaningful service option.   
 
The study starts with an examination of changes in the domestic airline structure 
and why that has been so problematic for the network airlines.  The study then 
turns to an examination of the very different network airline results in international 
markets and why antitrust immunity is essential to the large network airline 
business model. 
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NETWORK AIRLINES’ DOMESTIC PROBLEMS CONTINUE 

 
Overview 
 
Although the primary theme of this study is the necessity of the network airlines 
to continue international growth through the increased use of immunized 
international alliances, an examination of their domestic circumstances is 
necessary to show that international expansion is no longer just economically 
sound, as has always been true, but has become an economic necessity.  The 
network airlines’ financial posture in the domestic market has been seriously 
weakened, and cannot be stabilized by domestic operations alone due to the 
carriers’ inability to attract the premium revenues needed to compensate for their 
high cost structure. The key to stopping the continued decline in domestic 
capacity (and reestablishing profitability) for these carriers is developing the 
revenue flow support that results from continued international expansion.   
 
Industry pundits often link the network airlines’ poor financial results that have 
persisted throughout this decade to the crisis of the moment, and then maintain 
that when the crisis du jour is over, financial recovery will follow.  The airline 
industry has indeed been confronted with a well known litany of external 
challenges that have affected profitability and led to inconsistent financial results.  
But the network airlines’ financial plight is more fundamental than the steady 
stream of foreign policy crises, fuel price shocks and recession. 
 
The network airlines have fared considerably better internationally than 
domestically despite the fact that both arenas have been affected by most of the 
same exogenous factors.  Domestic losses have continued in the face of large 
scale capacity reductions designed to stem those losses, yet international profits 
have recovered and steadily increased to record levels during a period of 
sustained strong growth.  While network airlines were suffering domestically, the 
low cost airline sector profitably expanded throughout this decade.  Clearly, 
something other than the crisis of the day is producing the very different domestic 
results experienced by the two groups of airlines.   
 
Figure 1.1 shows network airline operating profits or losses for the past 23 years 
broken-down by domestic and international operations.  This is illustrated on a 12 
months ended basis for each calendar quarter to provide a more complete 
picture of trends.  Operating profits, rather than net profits, are used in order to 
eliminate most out-of-period and major special items that serve to obscure the 
airlines’ true ongoing performance.2 
 

                                                 
2 In a few instances, some components of reported expenses have been adjusted to remove unusual or “out 
of period” expenses in an effort to “normalize” comparative operating expenses. 



 

Gerchick-Murphy Associates LLC 

14
Network Airlines’ Domestic Problems Continue

-$15,000

-$12,500

-$10,000

-$7,500

-$5,000

-$2,500

$0

$2,500

$5,000

$7,500

$10,000

MJ SDMJ SDMJ SDMJ SDMJ SDMJ SDMJ SDMJ SDMJ SDMJ SDMJ SDMJ SDMJ SDMJ SDMJ SDMJ SDMJ SDMJ SDMJ SDMJ SDMJ SDMJ SDMJ S

1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

12 Months Ended

O
p

er
at

in
g

 P
ro

fi
t 

o
r 

L
o

ss
 (

in
 $

m
ill

io
n

s)

Domestic International

 
Figure 1.1 Operating Profit or Loss (in $ millions), Large Network Airlines, Domestic and 
International Operations, 12 Months Ended Data at Each Quarter 
 
Given the extended period of massive losses in the domestic market, it is 
remarkable that the large network airline sector remains essentially intact.  
Although the focus in Figure 1.1 is drawn to the enormity of the change between 
the eight-year period through calendar 2000 and the following six-year period, 
this graph illustrates other important developments.   
 
First, the abrupt change in the financial picture began before September 11.  On 
a year-over-year basis, the change between June 2000 and June 2001 was the 
largest decline in profitability ever experienced by the industry.  Also, 
international operations returned to profitability at the beginning of 2004, more 
than two years earlier than domestic operations.  Indeed, even as international 
profits continued, domestic profitability remained elusive, and again declined 
through early 2005, before beginning to recover and eventually returning to 
profits for a brief period starting in late 2006.  Once both domestic and 
international operations returned to profitability, international profits were far 
larger, a very different result than during the 1990s.  Domestic profits were only 
one-third those experienced during the 1990s, while international profits doubled.  
Once international operations turned profitable, they reached record levels, and 
then remained positive despite the fuel crisis, at least through the year ended 
third quarter of 2008. 
 
Figure 1.2 shows that the network airline domestic financial struggles are the 
result of both the imbalance in their own revenues and costs, as well as their very 
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different cost structure compared with that of the low cost airline sector.  This 
graph compares RASM (operating revenue per available seat mile) and CASM 
(operating expenses per available seat mile) which are commonly used industry 
benchmarks for assessing changes in unit revenue and unit costs.3  These 
comparisons are limited to the domestic entity.   
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Figure 1.2 RASM and CASM (excluding transport related revenues and expenses) (in $), Domestic 
Operations, Large Network and Low Cost Airlines, 12 Months Ended Data at Each Quarter 
 
Figure 1.2 shows that the network airlines’ massive losses beginning in early 
2001 were compounded by the fact that they were driven by having both unit 
revenues and unit costs trending sharply in the wrong direction.  It shows, for 
example, that just before the collapse of profits there was a two-year period of 
rapid cost escalation that was accompanied by similar increases in unit revenues 
that lasted for only one year.  Therefore, while the upward trend in unit costs 
continued, the trend in unit revenues first flattened out for the year-ended first 
quarter of 2001, then suddenly collapsed, and continued to trend downward for 
more than a year.  Revenue only began to recover significantly three years later.   
 
Equally (or perhaps more) important, this graph shows the remarkable 
differences between the network and low cost airline sectors.  The large network 
airline profitability problem at the beginning of the decade was not limited to their 
own imbalance of revenues and expenses, but was compounded by the 
presence of a lower cost industry component that had continued to be profitable 
despite experiencing a sharp decline in RASM.  This competitive presence not 
                                                 
3 The calculations exclude transport related revenues and expenses in an effort to concentrate on mainline 
unit rates.  
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only reinforced the need of the large network airlines to quickly and significantly 
realign the balance between their revenues and expenses, but also weighed on 
their alternatives for doing so. 
 
For example, when the large network airlines reduced capacity, both by handing 
off service to regional affiliates and by cutting service in many markets, their 
calculus had to consider the longer-term consequences of reducing capacity in 
the face of a growing competitor.  Just as the presence of the low cost airline 
sector undoubtedly discouraged network airlines from even steeper capacity cuts 
while they strove to regain a better balance in costs and revenues, the continuing 
growth of the low cost sector made the capacity constraining strategy employed 
by the network airlines very risky. 
 
Perhaps the most important takeaway from this graph is the fact that the network 
sector has sustained massive losses despite having unit revenues that far 
exceed those of the low cost sector, yet the low cost airlines have remained 
profitable.  Clearly the low cost airlines’ lower costs explain this result, and the 
cost gap between them and the network airlines is once again increasing.  This 
and other trends that will later be examined provide an explanation of why the 
network airlines have continued to reduce domestic capacity throughout this 
decade, while low cost airline capacity has more than doubled.   
 
Although this macro examination of trends in unit cost and revenue presents a 
sharply negative picture for the large network airlines in the domestic market, it 
actually understates the problem they are confronted with.  The improvement in 
RASM, for example, is not explained by a return of high-end demand that the 
network model has relied upon, but is explained by other factors that have now 
been largely exhausted.   
 
RASM is influenced by both changes in price and by changes in load factor.  
Increased load factors from late 2002 to early 2008 account for 60 percent of the 
increase in RASM that occurred during that period.  The other component of 
RASM, or yield (average fare per mile), is not directly affected by load factor, but 
reducing capacity will tend to result in higher average yields because fewer seats 
are sold at the lowest fares.  Yet, even with these capacity reductions, average 
yields regained just over half of the decline experienced from the high point in 
2001.   
 
The network airlines also appear to have exhausted another tool they have used 
to try to stabilize domestic financial results.  They have greatly expanded the use 
of their regional partners, who now serve a large part of their domestic networks.  
Although regional ASM capacity grew from early 2001 until 2008, in 2008 
regional capacity began to decline steeply for the first time since 2000.  
Therefore, both mainline and regional capacity are now being reduced, and at a 
rapid rate.   
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Network airline RASM has also benefited from increased revenues flowing 
through their domestic networks by international bound passengers whose travel 
also includes a domestic segment, or so called DPIJ (Domestic Portion of 
Passengers traveling on International Journeys).  Absent DPIJ revenues, the 
network airlines would not have achieved profitable results in 2006 or 2007.  
Indeed, the network airlines’ increase in DPIJ revenue has accounted for the 
majority of domestic profits.  While the network airlines’ ability to further improve 
profitability through increased load factors and the greater use of regional 
affiliates is limited at best, increased international flows continue to be an option 
for a new source of revenue to support domestic operations. 
 
The network airline domestic capacity reduction strategy has limits.  For these 
airlines, network strength comes from increasing the depth and breadth of their 
networks, not shrinking capacity.  It now seems they cannot rely upon domestic 
expansion to rebuild their network systems.  This explains the ongoing 
international expansion that has become the means for economic survival of the 
network airline sector.  Rebalancing the relative sizes of domestic and 
international operations has been necessary, and given the remarkable capacity 
cuts in the domestic entity subsequent to calendar year 2000, international 
growth, rather than continued reductions in domestic services, must become the 
focus of that effort. 
 
The network airlines’ inability to compete profitably in the domestic market stems 
from three factors:  the strong and growing presence of the low cost airlines, the 
loss of high-end demand that the network airline business model has traditionally 
relied upon, and the continuing significant gap in the cost structures of the 
network airlines compared with the low cost airline sector.  The data do not 
suggest that any of these circumstances will become more favorable for the 
network airlines. 
 
Revenue Effects of Low Cost Airline Expansion: 
 
Although the impact of low cost airline entry on incumbent network airlines in 
individual markets has been widely acknowledged and understood for many 
years, the cumulative effect that low cost competition has had on network airlines 
is not well understood.  When considered in the context of explosive growth in 
low cost service during this decade, together with the continuing cost gap 
between the two airline sectors and the collapse in high end demand, both of 
which are examined later, the effect on the network airlines has been 
fundamental.   
 
The reason for this is best demonstrated by illustrating the very different demand 
segments these airlines target, at least when low cost airlines are not present.  
The data used are from the Origin and Destination Survey Data reported by the 
airlines to the Department of Transportation.  This survey is based on a ten 
percent sample of all passengers carried by the reporting airlines. The 
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information for each passenger includes the airports of origin and destination, 
connecting points where applicable, the operating and marketing airlines for each 
segment of travel, and the amount of the fare paid.  This information typically is 
used to examine price and traffic changes in city-pair or airport-pair markets and 
differences in price between markets.  In these types of examinations, the 
analysis is typically based on data that has been significantly aggregated. 
 
The graphs that follow here and in a later section of the report use the most 
detailed information available in that Survey, or “record” level market data for 
travel between cities.4  Multiple passengers are included in the same record only 
if every detail of their information is identical.  Thus, by using “record” level detail, 
information for every single passenger that is reported in the Survey is included.   
 
The fares charged for each passenger in the Survey are then compared to an 
often used industry benchmark, the Standard Industry Fare Level (SIFL), and the 
number of passengers and related revenues are aggregated based upon the 
relationship of the individual fares paid with the calculated SIFL in 10 percent 
blocks.5  This provides the clearest picture of the distribution of met demand in 
the airline industry.   
 
Figure 1.3 shows the very different nature of “met demand” separately for the 
large network airlines in markets without competition from low cost airlines and 
for the low cost airlines for the second quarter of 2000.  Quarterly data are used 
because during a period of rapid change some of the change would be 
“averaged out” using annual data.  Second quarter data are used because that 
captures a period before the severe financial deterioration of the network airlines 
began.  Figure 1.3 illustrates the revenue distributions based on the relationship 
of the fares passengers paid relative to the SIFL. 
 

                                                 
4 This analysis is limited to passengers traveling between cities within the 48-contiguous states. 
5 The SIFL is a mileage based formula that reflects the regulated full coach fares that were in 
effect as of July 1, 1977.  The development of the SIFL was required by the Airline Deregulation 
Act of 1978 for the purpose of evaluating post deregulation changes in airline pricing.  It has been 
updated since to reflect changes in airline operating costs and has been used as a benchmark for 
examining price trends by DOT, the Transportation Research Board, and by highly regarded 
academics who have authored numerous airline industry studies.  The tendencies revealed by 
the SIFL related analyses presented in this study are also supported by more traditional city-pair 
based data analysis.  
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Figure 1.3, Large Network Airlines (with no low cost competition) and Low Cost Airlines, Revenues 
(in $billions) Distributed Based on Percentage Relationship to SIFL, Second Quarter 2000 
 
Because this type of presentation appears twice in this study, some clarifying 
discussion is provided here to be certain the reader understands the 
presentation.  As shown, the X axis is labeled “Relationship to SIFL”.  Each 
increment indicated represents the upper end of the SIFL increment.  Increments 
preceded with a minus sign are populated by data for passengers who paid less 
than the SIFL.  Toward the left of the axis, the SIFL increment of “-80” indicates 
that the “passenger” (or “revenue”) plots above that increment are for passengers 
who paid fares that were 70 to 80 percent below the SIFL.  Similarly, toward the 
center of the graph, the SIFL increment of “200” indicates that passenger (or 
revenue) plots above that increment are for passengers who paid 190 to 200 
percent more than the SIFL, or up to three times the SIFL. 
 
This graph provides a clear picture of network high-fare revenue that had not 
been affected by low cost airline competition during the second quarter of 2000.  
This graph shows that for the low cost airlines, 80 percent of revenue is 
accounted for by passengers who paid fares that were less than the SIFL, and 
only five percent of revenue was accounted for by passengers who paid fares 
that were 30 percent above the SIFL.   
 
In contrast, for the large network airlines only 35 percent of the revenue was 
accounted for by passengers who paid less than the SIFL and 57 percent of 
revenue, or $4.9 billion (nearly $20 billion annually), was accounted for by 
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passengers that paid fares that were 30 percent or more above the SIFL.  Much 
of this revenue later proved to be vulnerable to low cost airline expansion. 
 
Clearly the large network airlines’ model relies heavily upon market price 
segmentation, and the dilemma that is created for network airlines when low cost 
airlines enter a market is obvious.  Figure 1.4 shows trends in total passengers 
and revenues in markets that have a low cost airline competitor. 
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Figure 1.4, Percentage Share of Total Passengers and Revenue in Low Cost Markets, 12 Months 
Ended Data at Each Quarter 
 
Over this more than two decade period, low cost airlines have steadily gained 
market-share in city-pairs they serve, and expanded into more city-pairs, bringing 
price competition to increasing numbers of passengers.  Figure 1.4 shows that 
the increasing trend accelerated after 2000.  In 2000, which ties back to the 
revenue distribution shown in Figure 1.3, just over 40 percent of network airline 
revenues were in markets with a low cost competitor.  By the year ended 
September 2008, following years of strong low cost airline growth, over 70 
percent of network airline revenues (and almost 80 percent of passengers) were 
in markets with a low cost airline competitor.   
 
The graph in Figure 1.5 compares the distributions of network airline revenues in 
markets that do not have a low cost competitor for the second quarters of 2000 
and 2008.   
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Figure 1-5, Network Airline Revenue (in $billions) Distributed Based on Relationship of Fares Paid to 
SIFL, With Low Cost Competition, Second Quarters of 2000 and 2008 
 
The drop in revenues in markets without low cost competition is severe, and 
across the board.  But a large proportion of the gap is for markets where 
passengers paid the high-end fares in 2000, and totals $11.3 billion on an annual 
basis.  Moreover, the 2008 distribution shows that the “high-end bubble” that 
began at about 40 percent above SIFL in 2000 has disappeared even in markets 
that do not have low cost airline competition.  This high-fare revenue decline, 
whether due to low cost airline expansion or other factors, directly challenges the 
focus of the network airline business model of attracting higher fare paying 
passengers to cover their higher costs of operation.  Although the number of 
network airline passengers carried in markets with low cost airline competition 
has increased by about 50 percent since 2000, and revenues have greatly 
increased as well, virtually none of that revenue growth was from passengers 
who pay high fares relative to the SIFL.   
 
To fully appreciate this loss of high-fare demand by the network airlines the 
continuing and significant capacity reductions for the seven year period since 
calendar year 2000 shown in Figure 1.6 have to be considered.  All else equal, 
one would expect that capacity reductions would lead to higher average fares.  If 
nothing else, large scale capacity reductions would enable spilling of more price 
sensitive passengers, and this alone would push up average fares.  But if the 
network airlines had meaningful pricing power, such capacity reductions would 
also enable them to increase prices for some other passengers.  But this has not 
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happened.  It is clear that the network airlines now have very limited pricing 
power in the domestic market.  Figure 1.6 shows ASM trends following calendar 
year 2000 for the network airlines and also for network airlines and their regional 
affiliates combined. 
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Figure 1.6, ASM (in billions) Growth Trends, Large Network Airlines’ Mainline Operations and Large 
Network Airlines’ Mainline Operations Plus Regional Airline Affiliates’ Operations, 12 Months Ended 
Data at Each Quarter 
 
While network airline ASM capacity steadily increased until calendar year 2000 
(not shown), Figure 1.6 shows that it has steadily declined through the year 
ended first quarter 2008, other than a small increase during 2004.  Moreover, 
spurred in part by the fuel crisis, network airline capacity cutbacks were 
significantly accelerated during the fourth quarter of 2008.   
 
Network airlines’ domestic mainline capacity has declined by 28 percent since 
2000, and 18 percent if the capacity of their regional partners is included.  Part of 
the decline in mainline capacity is related to transferring a large amount of 
service to regional affiliates, and while capacity for affiliated regional partners has 
grown throughout much of this period, that trend changed in early 2008.  Also, as 
noted, the capacity cuts in network airline mainline operations and regional 
operations show a marked increase during the fourth quarter of 2008.  Compared 
with a year earlier, for the fourth quarter of 2008 mainline ASM capacity was 
down by 12 percent and regional capacity was down by 10 percent.  These 
capacity cuts have continued into 2009.  With these recent capacity cuts, on an 
annual basis, network mainline capacity is now down by more than one third 
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since calendar 2000.  During this same period, low cost airline ASMs have 
slightly more than doubled.   
 
The Cost Gap With Low Cost Airlines: 
 
Despite successful efforts by the large network airlines to achieve huge savings 
in operating costs earlier in this decade through bankruptcies and other dramatic 
steps, a large cost gap continues to exist and is now steadily and significantly 
increasing.  This fact, standing alone, does not establish that they cannot 
profitably compete with the low cost sector, because higher costs are only an 
issue to the extent that higher revenues do not compensate.  But as just 
demonstrated, the network airlines’ ability to compensate for higher costs has 
substantially changed, and the continuing unsatisfactory financial performance in 
the domestic market shows that the imbalance in their revenues and expenses 
remains problematic.   
 
Figure 1.7 shows CASM for the network and low cost airlines, adjusted for 
distance, and shown separately with and without fuel costs.   
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Figure 1.7 Network and Low Cost Airlines, Total Operating Cost per ASM (CASM) ($) (excluding 
transport related expenses and adjusted for distance), With and Without Fuel Expense, Domestic 
Operations, 12 Months Ended Data at Each Quarter 
 
While the network airlines’ efforts to reduce operating costs initially resulted in a 
cost gap that was lower than existed before the cost run-up that began in 1999, 
the cost gap has since increased by 32 percent.  Of course fuel price increases 
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account for a major part of the increase, but the gap in non-fuel costs has also 
increased by 22 percent. 
 
As of September 1999, or just before the spike in network airline costs, their 
CASM was 3.73 cents higher than that of the low cost airlines.  In March 2002, 
when at its peak, the cost gap was 5.02 cents.  The cost gap then steadily 
declined until it bottomed out in March 2007, when the actual difference was 
lower than in 1999, or 3.42 cents.  Since then, network airline costs have 
increased by nearly one third to 4.5 cents.  When considered in the context of the 
ongoing poor domestic financial performance and the revenue-side problems that 
continue for the network airlines, the return of an increasing cost gap with the low 
cost airline sector is particularly problematic.   
 
The other important comparison that stands out from this graph is the more 
recent trends in non-fuel CASM.  The downward trend in network airline costs 
flattened out at the end of 2005, and then began to steadily increase in early 
2007.  In comparison, low cost airline non-fuel CASM has remained remarkably 
stable for the past several years.  These data clearly do not offer any suggestion 
of convergence between the costs of network and low cost airlines during the 
foreseeable future. 
 
If, as seems likely, a significant narrowing between the network and low cost 
airlines’ CASM does not occur, what does this say about the competitive balance 
between the network and low cost airlines?  An assessment of all the trends now 
in play and the marketplace circumstances that are driving those trends indicate 
that network airlines are well positioned to remain strong global competitors, but 
that they will not regain the competitive position in the domestic market that 
existed during the decade of the 1990s.  The network airlines’ very different 
prospects globally and domestically are reflected in a combination of their 
financial results and growth trends.   
 
As demonstrated earlier, in the domestic market, despite massive capacity 
cutbacks that have limited capacity growth, it took nearly six years after the 2001 
financial collapse to edge into the black, and that did not last.  In contrast, the 
network airlines have continued to profitably expand international operations 
since the early 1990’s, consistently reporting profits except during a three-year 
period following the 2001 terrorist attacks, when operations were also affected by 
SARS and other terrorist concerns at the beginning of the Iraq War.  There is no 
evidence to suggest that these broad indicators are misleading. 
 
For these reasons, the network airlines have had to look outside the domestic 
market for ways to reestablish network strength that will enable them to compete 
at home and system wide.  Their international expansion strategy has been 
driven by economic and competitive realities at home.  And the strategy of 
making better use of their own primary competitive advantage, their global 
networks, also appears to be the most economically sound response to the 
circumstances they face. 
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ALLIANCE INTEGRATION 

The key for airline growth and consumer benefits 
 
 
Overview: 
 
The information presented in Section I shows that the network airlines have lost 
their once industry-leading position in the domestic market, and that the low cost 
airlines, not the network airlines, now drive change in both capacity and price.  It 
also explains why this transition of competitive influence will not be significantly 
reversed in the foreseeable future, if at all.   
 
This section will provide information that will show why the key to rehabilitating 
the stability of the network airlines’ overall systems, including their domestic 
networks, is continued international expansion.  However, the prospect for 
continued successful international growth is highly dependent upon the 
continuing ability to integrate multinational alliances which, in turn, is highly 
dependent upon having antitrust immunity (ATI). 
 
As with virtually any other business, an airline’s ability to successfully serve and 
compete in a market is directly related to its ability to improve price and service to 
consumers.  Scheduled airline service is a highly complex undertaking that 
requires careful integration of detailed information and ideas from a broad and 
diverse set of disciplines in order to optimize decision making, and therefore the 
appeal of the product to customers.  In international markets, this undertaking is 
complicated by the fact that the vast majority of city-pair markets can only be 
effectively served by connecting service, the type of service that is most 
conveniently provided by multinational alliances.   
 
At best, alliances are imperfect business model substitutes for cross-border 
mergers, a type of transaction that is prohibited by foreign ownership laws.  
Alliances have difficulty in reaching decisions on most activities that affect 
consumer price and service because all decisions must be joint; no one is fully in 
charge.  But decision making is even more severely hampered by the fact that, 
absent antitrust immunity, alliance partners cannot jointly develop the core 
components of airline service – scheduling, pricing, and capacity, plus a litany of 
other matters that affect their ability to operate, market, and sell a better global 
product – without risk of antitrust liability.  Government policies that prohibit 
cross-border mergers and also limit alliance integration could be said to doubly 
handicap cooperation and efficiency. 
 
While there is nothing that can be done to remove the need for joint decision-
making in multinational alliances, antitrust immunity at least enables the alliance 
partners to use all the tools and information that an individual airline can use to 
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maximize its ability to better serve customers and compete with other market 
participants.   
 
Without question, the key to optimizing the effectiveness of joint networks is 
integration.  Although some measure of cooperation can be achieved in the 
absence of immunity from the antitrust laws, that cannot match the degree of 
integration made feasible with ATI.  In the absence of antitrust immunity, too 
many decisions that contribute to the effectiveness of the joint service have to be 
made independently by the alliance partners, and such decisions are likely to be 
focused on self interest rather than the consumer benefits that could be better 
met by involving the other alliance partner.  DOT has recently focused more of its 
attention on the benefits of network integration.  It recently conditioned the grant 
of ATI for two alliances with multiple large airline partners on their participation in 
revenue-sharing joint venture agreements.  This shifts the focus of the alliance 
carriers from self interest to promoting alliance development, and will result in a 
more integrated network with consumer benefits. 
 
Unfortunately, airline alliances are sometimes treated as something other than 
what they are -- a business model that is designed to fill a need created by 
government interference in the market.  Tens of thousands of city-pair markets 
and millions of passengers in the transatlantic market alone can be effectively 
served only by alliances.  Being able to use all of the tools required for providing 
effective service and pricing options, through network integration, are no less 
important for alliances (and consumers) than for individual airlines.  When the 
competitive implications of linking networks are positive, it is not productive to 
prevent the alliance partners from jointly integrating in order to enhance the 
alliance’s ability to offer improved service and price.  Put another way, when 
merger analysis concludes that combining multinational networks would not have 
an anti-competitive result, then failing to facilitate network integration and 
collaboration through the grant of antitrust immunity would harm both consumers 
and airlines alike. 
 
To the extent multinational networks would not be able to integrate effectively in 
the absence of immunity; the consumer would be the first to suffer from the 
resulting service and price limitations.  And where such service and price 
limitations affect a sufficiently large number of passengers, overall demand is 
diminished.  Less consumer demand means less airline service, fewer airline 
jobs, fewer travel-related jobs, and, ultimately, less economic growth in the 
communities that bear the brunt of less service.   
 
These effects would not be limited to depressed growth in international markets, 
but would also spill over into other areas that are served by the respective 
domestic networks of the alliance partners.  For example, for the U.S. network 
airlines, 55 percent of their international passenger revenue is generated from 
behind gateway cities, and such revenue flows through and supports service in 
the carriers’ domestic networks.  While purely domestic network airline revenue 
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has decreased by approximately 10 percent (not adjusted for cost inflation) since 
2000, international revenue from behind gateway cities has increased by 50 
percent during that same period and now provides revenue support for domestic 
services of $2.5 billion annually. 
 
Expanded international operations, therefore, provide substantial and much 
needed support for the network airlines’ otherwise unsatisfactory domestic 
performance.  The significance of the international growth strategy that the 
network airlines have now pursued for much of this decade is fundamental.  As 
with network industries generally, the large network airlines have natural 
economic incentives to expand.  The more destinations served by an airline 
network, the greater its value to customers.  A key reason for this is that the 
primary advantage of a network, indeed its most basic and perhaps only 
sustainable competitive advantage relative to other commercial airline business 
models, stems from the fact that every discrete part of the network supports and, 
in turn, is supported by revenue flows generated by the rest of the network.  
International expansion, therefore, has not just resulted in improving system 
financial results for network airlines, but also in increasing flow revenues that 
support the rest of their system of networks, particularly the carriers’ domestic 
networks.  As detailed in this study, the natural incentive for the large network 
airline industry to expand internationally has been sharply elevated in recent 
years by their weakened competitive position in the domestic market.   
 
But alliance integration is a costly, time-consuming process that takes years to 
implement.  The commitment of alliance partners to the success of such an effort 
is therefore affected by the perceived stability of their alliance.  Although there 
are no guarantees that alliances will continue, any governmental actions that 
suggests a reversal of long-standing U.S. government policy that recognizes the 
value of providing protection from the antitrust laws for pro-competitive alliances 
could certainly chill alliance integration.  This would, in turn, diminish the benefits 
immunized alliances provide to consumers, and much needed network-
enhancing growth for the network airlines.  Stability is particularly important for 
alliances since they require more time to mature than mergers because the 
partners remain fully independent companies that are merely cooperating. 
 
Whether or not the large network airlines are able to continue to expand their 
international operations will have far reaching consequences.  According to the 
Air Transport Association of America, its member airlines estimate that the loss 
of antitrust immunity for their international alliances would result in service 
cutbacks and the loss of 15,000 jobs.  Further, given their domestic competitive 
position, limiting their ability to grow internationally could well lead to much more 
substantial job loss and also the reduction of service to hundreds of smaller cities 
that receive all (or virtually all) of their service from network airlines and their 
regional affiliates.  Destabilization of DOT’s immunity policy would certainly 
increase the pressure on U.S. network airlines to merge in an effort to strengthen 
their networks. 
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The Role of Networks in International Service: 
 
Immediately after the formation of large domestic network systems of service 
following U.S. deregulation, domestic networks began to affect international 
aviation.  Figure 2.1 shows domestic and transatlantic RPM growth from calendar 
1978 through calendar 2000, indexed to 1978. 
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Figure 2.1, Domestic and Atlantic RPM Growth (in billions), Indexed to 1978, Twelve Months Ended 
Data at Each Quarter. 
 
Both the transatlantic and domestic markets experienced strong traffic growth 
with the formation of domestic networks during the mid-to-late 1980s.  Directly 
linking U.S. network airlines’ domestic networks to large European cities resulted 
in superior service compared to that previously provided, and stimulated 
demand.  Transatlantic growth remained strong before beginning to taper off in 
1989, and then, even after the demand-reducing problems in the early 1990s had 
been resolved, remained relatively flat until 1996, when immunized alliance 
activity greatly accelerated.   
 
The U.S. network airlines not only experienced strong growth, but also gained 
market share.   The shift in competitive balance as the U.S. network airlines 
became larger providers of U.S. international service prompted a response by 
European airlines to develop their own domestic hub networks to feed their own 
international operations.  The early stages of network development, therefore, led 
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to the beginning of a fundamental structural change in the nature of international 
operations on both sides of the Atlantic.   
 
Network systems of service are necessary for the vast majority of longer-distance 
international markets.  Using the transatlantic as an example, about 450 cities in 
the U.S. and an equivalent number in Europe receive scheduled passenger 
service, and more than 40,000 of the potential 100,000 city-pair markets show up 
in the Origin and Destination Survey reported by U.S. airlines.  Foreign airlines 
do not report information that allow us to know how many additional city pairs 
they serve that are not reflected in the U.S. carrier reports, but the number is in 
the thousands.  But the reality is that a very small number of either cities or city 
pairs between the U.S and Europe have sufficient passenger volumes to sustain 
nonstop scheduled service, and even fewer markets can sustain competitive 
nonstop service. 
 
In the summer of 2008, only 30 U.S. cities received nonstop service to Europe, 
and only 45 European cities received nonstop service to the U.S.6  Most of these 
cities were served as spokes for the larger U.S. or European network hubs.  Only 
220 city-pairs received nonstop service across the Atlantic.  All of the cities that 
received service were either network hubs or were linked to network hubs.  
Therefore, absent the presence of networks, only a fraction of even the very 
small numbers of cities, city-pairs, and hubs that received service would have 
been able to sustain any nonstop, scheduled service.  Even with the extensive 
support of network flows, most city-pairs that received nonstop service were 
served by a single airline, and the vast majority of those were served with a 
single round trip a day.  Only about 65 nonstop segments received nonstop 
service by more than one airline, and only 15 were served by three or more 
airlines.   
 
The domestic networks of the U.S. and E.U. network airlines enable convenient 
connecting services from behind their respective domestic gateways across the 
Atlantic.  U.S. airlines independently provide connecting service to 12,000 of the 
more than 40,000 city-pairs included in the DOT traffic reports.  We estimate that, 
combined, less than one half of the transatlantic city pairs can be served by 
single U.S. or foreign airlines and that the remaining city pairs depend upon joint 
services of two or more international airlines.   
 
Although independent airline networks effectively serve large numbers of 
markets and passengers, these data show the impact of aero-political and 
economic limitations.  Single carrier systems cannot independently serve tens of 
thousands of international city pairs that account for millions of passengers.   
 
As a result, various forms of multinational alliances have led the way in extending 
improved service and price to transatlantic air travelers, particularly for customers 
in smaller connecting markets.  However, passengers traveling in virtually all long 
                                                 
6 Service of at least five frequencies per week. 
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distance international markets, including even the largest with existing nonstop 
service, benefit from having increased connecting options.  Multinational 
alliances range from relatively modest marketing agreements, to various types of 
code-share alliances that provide more meaningful service enhancements, and 
ultimately to immunized strategic alliances that combine the full scope of large 
domestic networks on different continents in a manner that comes much closer to 
a true online service.   
 
At the beginning of 1996, there was an array of alliances in place across the 
Atlantic, only one of which had been granted antitrust authority:  Northwest -- 
KLM.  In mid-1996, two more alliances that had been limited to code-share 
relationships received antitrust authority from DOT:  United – Lufthansa, and 
Delta – Austrian/Swissair/Sabena.  This is the most obvious change in 
transatlantic circumstances that would have prompted the strong growth trend 
shown in Figure 2.1 that lasted until the terrorist attacks of 2001. 
 
DOT has issued two reports that examine the effect of immunized alliances in the 
transatlantic market. 7   DOT concludes that the surge in traffic that began in 
1996 was indeed the result of immunized alliance activity; that immunized 
alliances had stimulated demand and fueled an enormous increase in connecting 
traffic (both in markets that had historically suffered from poor quality interline 
service and by providing service alternatives in markets that already had the 
benefits of seamless online service by individual airlines); and that the very 
strong growth resulting from immunized alliance development provided 
overwhelming evidence that they had greatly expanded consumer welfare.   
 
The first multinational alliance that received antitrust immunity from the 
Department, Northwest and KLM, provided strong evidence of the appeal of such 
alliances to consumers.  Each of these airlines was a mid-sized network airline, 
but their alliance became a model for alliance development that led to enormous 
expansion.  Before receiving immunity, Northwest did not provide daily service 
from any of its domestic network hubs to KLM’s Amsterdam hub.  Within a very 
short period of time, however, Northwest provided multiple frequencies from both 
of its primary hubs, Minneapolis/St. Paul and Detroit, and also added service 
from other U.S. cities, such as its relatively small hub at Memphis and other 
smaller cities such as Portland, Oregon.  Northwest now provides 15 daily 
nonstops between eight U.S. cities and Amsterdam.  This greatly expanded 
service is clearly attributable to network traffic flows that also support each 
airline’s domestic network.  These increased network flows lead not only to 
increased transatlantic travel, but strengthen the reach of the network hubs.  
KLM, in particular, greatly facilitated its ability to expand significantly the 
catchment area of its Amsterdam hub, and this allowed KLM not only to serve 

                                                 
7 “International Aviation Developments: Global Deregulation Takes Off, December 1999,” and 
“International Aviation Developments, Transatlantic Deregulation, The Alliance Network Effects, October 
2000.” 
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more transatlantic markets, but enabled Northwest to serve Amsterdam from 
several non-hub U.S. cities. 
 
It is now clear that international alliance development was still in an early stage at 
the time the DOT reports were prepared in 1999 and 2000.  Subsequently, Delta 
terminated its immunized alliance with Austrian, Swissair and Sabina and 
entered into a much more far-reaching alliance with Air France.  New airlines 
received code-share authority, and new partners were added to existing 
immunized alliances.  The result of these and other changes is shown in Figure 
2.2, which provides an updated comparison of domestic and transatlantic growth 
from 1994 through 2008, indexed to 1994. 
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Figure 2.2, Network Airlines Domestic and Atlantic RPMs, Indexed to 1994, Twelve Month Ended 
Data at Each Quarter 
 
Although domestic RPM growth slightly exceeded Atlantic growth for the first four 
years of this period, the faster rate of transatlantic growth that began in late 1996 
eventually surpassed domestic growth in mid-1998 and then quickly and steadily 
pulled away until mid-2001.  The gap between domestic and transatlantic growth 
declined somewhat until the end of 2003, and then steadily expanded at a very 
rapid rate through calendar year 2008, as transatlantic RPMs increased by 54 
percent while domestic RPMs, after increasing slightly until late 2005, declined to 
their lowest level since 1995.8 
                                                 
8 Continental Airlines, which has not been an immunized participant in a transatlantic alliance, also greatly 
expanded across the Atlantic during this period.  Ninety percent of its growth was from its Newark hub, 
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Transatlantic growth trends are strong not just in comparison with domestic 
trends, but also when compared with other international operations.  Figure 2.3 
compared RPM growth for all three international reporting entities since 1994. 
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Figure 2.3, Network Airline RPMs (in billions) by International Entity, Twelve Months Ended Data at 
Each Quarter 
 
Although traffic has grown in all three entities, the Atlantic entity, which has 
experienced the most immunized alliance development, shows by far the 
strongest growth, particularly during the last five years when immunized alliance 
activity has significantly intensified.   
 
Antitrust Immunity: 
 
Gaining U.S. government approval of a request for immunity from the antitrust 
laws is by any measure an extremely intense and vigorous exercise.9  In making 

                                                                                                                                                 
which has an enormous local traffic base and is perfectly positioned to flow passengers from large 
destinations throughout the U.S. to Europe.  No other airline could duplicate this kind of unilateral growth.  
While its unique Newark hub provided Continental an opportunity to expand in the absence of an 
immunized alliance, its growth was in part the result of its code share relationship in the SkyTeam alliance. 
Continued strong growth will depend upon participating in transnational alliance development. 
9 The Secretary of Transportation may exempt an airline from the antitrust laws after reaching the decision 
that “it is required by the public interest,” 49 U.S.C. § 41308(b).  In practice, the DOT uses a two step 
process.  It first considers approval of the alliance agreements under 49 U.S.C. § 41309 by conducting a 
competitive analysis to determine whether the alliance agreements would substantially reduce or eliminate 



 

Gerchick-Murphy Associates LLC 

34
Alliance Integration

its determination to grant or deny immunity, DOT conducts a thorough, formal, 
public examination.  The information relied upon in the competitive analysis 
includes the extensive detailed data routinely filed by the airlines with DOT, plus 
large quantities of information (much of it highly business sensitive) requested of 
the joint applicants by DOT.  Any party that wants to either support or oppose a 
request for immunity can formally participate in the DOT public proceeding.  
Applications for antitrust immunity are also reviewed by the Department of 
Justice, which occasionally also participates as a party in the formal review 
process.  Immunity requests are also subject to independent review by foreign 
antitrust agencies and are routinely commented upon by elected officials.   
 
This process is thus informed both by the type of confidential examination that 
the Department of Justice conducts for domestic airline mergers and the formal 
record developed by DOT’s own extensive information requests, and 
occasionally by other parties’ participation in the public proceeding.  Unlike the 
Hart-Scott-Radino process used by the Department of Justice in evaluating 
mergers, DOT’s alliance review process is more transparent and open to 
participation by all interested parties. 
 
Although the Department has not conducted a formal study of the effects of 
alliances since its 1999 and 2000 studies, it continuously monitors their 
development using extensive data required to be filed by airlines that receive 
immunity.  The Department also, in effect, examines alliance benefits each time 
an application comes before it.  With over a decade of in-depth alliance 
development analysis, the Department has gained an understanding of how 
alliances work in practice and what commercial activities actually require 
immunity. 
 
Based on that knowledge and experience, the Department holds new applicants 
to a stringent standard, requiring them to demonstrate the activities they believe 
require antitrust immunity, and to document the public benefits that would only 
directly result from such activities.  As noted, DOT has also increased its focus 
on the benefits of revenue-sharing joint venture agreements for larger alliance 
partners in order to facilitate the implementation of the network integration 
needed to produce consumer benefits.  This last step helps ensure that antitrust 
immunity will result in important consumer benefits from greater coordination of 
schedules, pricing, and capacity management.  This level of cooperation impacts 
other areas of decision-making that produce service benefits, efficiencies and 
cost savings that can be passed on to consumers in the form of lower prices. 
 

                                                                                                                                                 
competition.  If DOT approves the alliance agreements, it will then grant immunity from the antitrust laws 
under § 41308(b) if it is persuaded that such immunity would facilitate the implementation of the alliance 
agreements and the realization of public benefits.  DOT can condition approval upon enactment of 
remedies, and it always requires foreign alliance partners to provide the type of Origin and Destination 
Survey data routinely filed by U.S. airlines to allow for review of alliance results.   
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Absent antitrust immunity approval by DOT, the alternative option for alliance 
partners is to gain joint venture “approval” in a Business Review Letter signed by 
the Department of Justice.  However, the airlines themselves believe this 
alternative approach, while helpful, would have the effect of restraining activities 
necessary to optimize alliance integration.  An important reason for this is the 
threat of private law suits.  Private suits would not have to prevail in court to 
succeed in “chilling” legitimate pro-consumer alliance activities.  The extent to 
which a court would be influenced by the existence of a Business Review Letter 
could also be affected by the fact that alliance development is a very dynamic 
process that could open the door to challenges.  This fact could also cause 
alliance partners to be less aggressive in their efforts to grow their alliances.   
 
There are sound policy reasons to support the use of antitrust immunity in the 
case of multinational airline alliances.  The use of antitrust immunity is important 
because it is the only vehicle available to airlines to effectively provide integrated 
joint services in international markets that cannot be served by single 
independent airlines without running a very real risk of being subject to private 
antitrust litigation.  Despite the economic benefits that could result from an end-
to-end merger between a U.S. airline and a foreign airline, mergers between U.S. 
and foreign airlines are prohibited under existing U.S. ownership laws (and most 
foreign laws as well).  Receipt of immunity from the antitrust laws allows alliance 
partners to collaborate in efforts to integrate, and to the extent possible “act as 
one” in order to expand output and improve service to consumers.  There is no 
evidence that immunity has led to alliance carriers engaging in anticompetitive 
behavior against other airlines. 
 
 Transborder mergers are not the only form of international network expansion 
limited by government legal barriers.   U.S. network airlines cannot set up 
subsidiaries in the EU to operate a system of feeder flights to support inter-
continental US-EU services, and the same is true for EU carriers in the US.  
Neither US nor EU carriers can invest in existing foreign carriers and gain control 
of them because of foreign ownership limitations.  US and EU carriers cannot 
partner with financial institutions to set up new carriers outside their home 
jurisdictions unless they are prepared to cede to the financial partners control of 
the venture.  Any of those structures would be much less risky from an antitrust 
point of view than a contractually-based JV with a horizontal competitor, where 
the degree of network integration is by definition going to be less.   
 
Legal restrictions on U.S. airline ownership constitute an intractable barrier to 
international expansion.  They prevent the deployment of economic tools that are 
commonly used to develop domestic networks, thereby forcing carriers to resort 
to less efficient means to serve passengers in international markets.  These 
constraints harm consumers, airlines, and their employees.  To the extent that 
airlines can develop JVs in international markets, those restricted opportunities 
are further constrained by the antitrust risks involved.  In this context, DOT’s 
antitrust authority provides a means whereby airlines can overcome those 
limitations in order to implement JVs that demonstrably benefit consumers and 
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enhance efficiency.  In the absence of DOT’s antitrust authority, the airline 
industry could well decide to take somewhat greater antitrust risks, but it is 
unlikely that they would implement the broad-based alliances that have proved to 
be so valuable. 
 
The development of a successful plan to operate a broad-scale aviation network 
is a complicated challenge for even a single airline.  The starting point for a 
successful airline business plan is targeting demand and developing a means of 
profitably serving and competing for that demand.  But in addition to developing a 
sound business concept, a seemingly endless array of problematic choices have 
to be successfully dealt with in order to put the plan in motion, and these choices 
must be monitored and adjusted over time as necessary to meet changes in 
demand, costs, market opportunities, and competition.   
 
For all large network airlines these doing-business choices include capacity, 
scheduling, pricing and yield management strategies, along with the IT platforms, 
information systems, personnel, and processes that are necessary to monitor 
and adjust these critical business components.  Airlines operating network 
systems must also have strategies, practices, and processes for marketing, 
sales, distribution, customer service, reservations, seat inventory, frequent flyer 
programs, and a long list of other activities that compose the full range of 
activities that combine to complete the business model.  Even though many of 
these activities are exceedingly difficult to plan, manage, and implement, they 
must be fully coordinated to meet the overarching service and pricing goals of the 
airline.   
 
The complexities of successfully meeting all of these needs increases at a 
geometric rate as the geographic size of an airline increases, particularly for 
airlines that use network systems of service.  A large hub network, for example, 
can offer connecting service in thousands of individual city-pairs, but cannot 
provide service to all potential markets or provide optimum service, either in 
terms of minimizing connecting delays or offering preferred times of service, to all 
city-pairs it serves.  Since an airline cannot simultaneously optimize these 
choices for all city-pairs it serves, it must make choices in deciding how to 
structure the services it provides to maximize the overall revenue potential of the 
network by better meeting the needs of the greatest numbers of consumers. 
 
This is further complicated by the fact that every large U.S domestic network 
airline operates multiple hub-and-spoke networks in the domestic market that can 
serve the same city-pairs, including foreign destinations.  For a network airline to 
maximize revenues and its competitive position vis-a-vis other market 
participants, it cannot optimize service alternatives for connecting consumers on 
a hub-by-hub basis, but must integrate the potential synergies of routing 
passengers over multiple hubs.   
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For example, American Airlines operates hubs at Chicago and Dallas, and each 
of those hubs provides connecting service alternatives to literally thousands of 
the same city-pairs.  From either a customer or airline point of view, it would not 
make any sense for American to decline to consider, and indeed coordinate, the 
services it provides over both of those hub networks when selling service in any 
of the city-pairs each hub serves.  The customer might well have better price and 
service options by traveling over one hub in one direction and over the other hub 
in the other.  Moreover, because of greater availability in capacity at one of the 
hubs at any particular time, greater pricing alternatives might well be available to 
the customer if both hubs are a travel option.  The appeal from American’s point 
of view is that by considering all service alternatives and thereby offering more 
service options to consumers, it increases its competitive position with other 
airlines that may serve the same city-pairs.  In airline parlance, the greater the 
number of paths that are available and effectively coordinated, the greater the 
odds are of satisfying a customer’s price and service needs. 
 
Obviously, both the consumer and the airline benefit from the fact that the latter 
is able to develop the full potential of its service and pricing models through 
careful integration of all aspects of that service.  In other words, by integrating the 
various hub-and-spoke components of their broader systems all independent 
airlines are able to provide better service and also provide service to more 
communities and passengers.  All network airlines have developed elaborate 
technology platforms and information systems that are designed to accomplish 
this.  These systems, and the data inputs and decision points that trigger 
adjustments in these systems, are constantly reviewed throughout the 
organization.  The key to making all this work effectively and efficiently is the 
constant communication of information and ideas, and the opportunity to work for 
consensus where differing views emerge.   
 
The need to accomplish the same level of network integration is no less 
important for the joint networks that are needed to provide quality service for the 
great preponderance of international city pairs.  Indeed, if anything, it is more 
important because a far greater proportion of total traffic in intercontinental 
markets is connecting traffic that relies on careful scheduling, pricing, revenue 
management, and product integration.  Because these are core areas upon 
which carriers compete, antitrust immunity is required to facilitate this 
cooperation; without it the consumer benefits from the integration would not be 
possible.  For immunized alliance partners, in fact, local passengers account for 
relatively small proportions of total traffic, and are often outnumbered by the so 
called “bridge” traffic -- passengers traveling in the thousands of smaller city pairs 
that neither alliance partner can serve independently.  However, the network 
integration needed to better serve these and other connecting passengers is far 
more complicated and difficult for alliance partners to accomplish than for an 
individual airline for several reasons.  In particular, alliances must integrate larger 
networks that serve different cultures, operate with different corporate cultures, 
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and have different service and pricing strategies, as well as support systems and 
processes.   
 
United and Lufthansa, for example, have eleven hub-to-hub transatlantic routes 
that create multiple connecting options for passengers, especially those that can 
only be served by joint services.  Both the need for integration and the problems 
of accomplishing that are clear.  But it is also clear that large numbers of 
passengers have been attracted to the integrated services they jointly provide.  
They have increased frequencies on the two hub-to-hub routes they operated at 
the time they were granted immunity, and they have added service on nine 
additional hub-to-hub routes, several of them involving Lufthansa’s smaller hubs 
of Munich and Düsseldorf that rely heavily upon connecting traffic flows to 
support the service.   
 
This is also clear evidence that network integration is a dynamic process that is 
sparked by the receipt of antitrust immunity, which allows such integration to 
proceed without risk of private antitrust litigation.  As the immunized alliance 
succeeds in jointly creating the necessary policies and procedures for successful 
integration of existing services, the groundwork is developed for new services 
that likely would not otherwise have been viable.  When these new services are 
integrated with the broader network, additional passengers are attracted to the 
alliance, which leads to further capacity increases not only on pipeline routes, but 
also on additional intercontinental routes from the alliance partners’ respective 
hubs.  In addition, due to the effective joint service that evolves, the carriers also 
benefit from the halo effect resulting from each alliance partner’s experience in 
their respective home markets.  The increased revenue flows across the Atlantic 
also contribute to the alliance partner’s respective homeland networks.  The 
continued strong growth in the transatlantic market where alliance development 
has been the most robust supports the concept that alliance development is both 
a dynamic and long-term process.  The successful alliance development has not 
only benefited consumers and airline profitability, but has resulted in increased 
jobs for the airlines and travel related industries.  This type of successful 
integration simply cannot result from unilateral adjustments made by the 
respective alliance partners; it requires extensive collaboration of ideas and 
sharing of business sensitive (competitively sensitive) information that would not 
occur in the absence of antitrust immunity because of the risk of private antitrust 
litigation.   
 
Just as schedule integration made possible by antitrust immunity triggers 
significant growth, capacity management decisions necessary for 
accommodating that growth are also greatly enhanced by immunity.  The “right” 
capacity on pipeline routes is the key to achieving the maximum potential 
connecting benefits of the alliance, as well as scheduling to enhance service for 
local passengers traveling on the pipeline routes.  Only with immunity can the 
alliance partners fully collaborate on developing an understanding of how 
improved schedule coordination and pricing will likely affect increased 
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connectivity and, thus, the capacity needed to accommodate increased demand 
over the network linking pipeline routes and elsewhere in the broader network 
system.  Conversely, the lack of immunity would not just limit the ability of the 
alliance partners to offer improved schedule coordination and price; it would also 
increase the likelihood that the critical pipeline capacity would not be set at the 
optimum level.   
 
The benefits to consumers of an immunized alliance’s capacity decisions are not 
limited to scheduling improvements.  The heightened ability to collaboratively 
adjust alliance capacity is also advantageous to customers and airlines when 
seasonal changes are needed and when significant disruptions occur that require 
rapid network adjustments.  An example of the former is shifting capacity in order 
to adjust to differing seasonality changes throughout the broader network.  
Examples of the latter include spikes in fuel prices, economic downturns, acts of 
terrorism, and SARS-type issues.  All of these circumstances are best addressed 
by jointly-developed action plans designed to accommodate them.  For example, 
when severe cost or demand fluctuations such as fuel-cost spikes or economic 
downturns necessitate capacity reductions, collaborative decisions by alliance 
partners are likely to leave more capacity in a market and better distributed 
capacity than would result if each partner acted independently to bolster 
profitability. 
 
In addition, immunized alliances have the incentive and authority to make 
pipeline scheduling decisions that are totally focused on consumer needs, rather 
than the parochial interests of each alliance partner.  For example, instead of 
each partner scheduling flights at prime times, they would be motivated to better 
distribute flights to offer alternative timing that will give some consumers more 
convenient schedule options.  A better understanding of how much traffic each 
partner forecasts over its system helps both partners estimate their capacity 
needs for the pipeline hub.   
 
 Developing effective pricing policies and strategies is another core function that 
is enhanced by antitrust immunity.  Until the development of alliances, large 
numbers of long-distance international markets were poorly served and suffered 
from high prices.  This combination of charging more for less is not an intuitive 
result, but there are sound economic reasons for this, and also for the fact that 
the reverse is true at the other end of the price/quality-of-service spectrum.  On 
the one hand, when selling a joint service that offers little or no service 
enhancements to stimulate demand, each airline tends to mark up price to 
provide a profit for its portion of the joint service.  Conversely, successful 
implementation of service enhancements made possible by antitrust immunity 
shifts the focus from pricing to protect profits for small volumes of passengers to 
increasing profits by growing demand with lower, more competitive prices.   
 
The network airlines’ efforts to enhance their competitive positions through 
international market expansion have a long history of marked change.  Before 
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broad-based alliances came of age, airlines jointly served markets that could not 
be served by independent airlines primarily through poorly coordinated interline 
service that often had little or no enhancements that benefited consumers.  
Interline services had very limited competitive significance.  Such service was 
difficult to market, and involved little, if any, lasting commitment by the partners.  
Carriers were reluctant to invest the time and money required to enhance such 
service.  Although some interline service was enhanced with other forms of 
cooperative arrangements, such as joint marketing agreements, and that likely 
produced somewhat better results, the more significant change in selling joint 
services came in the form of code-share alliances.   
 
Code-share service typically has a higher value than pure interline service, 
particularly when the code-share partners successfully integrate their services so 
that they have some of the same advantages of true on-line service, such as 
better service coordination, single check-in, and coordinated baggage handling. 
This limited integration significantly changes the competitive posture relative to 
pure interline cooperation and leads to more competitive pricing. However, code-
share partners continue to have incentives to focus more on their individual 
interests than on growing the alliance’s network of service.  This tendency is best 
overcome where the partners enter into a “metal-neutral” agreement that shifts 
profit focus so that alliance growth is the path to greater profits for all participants.   
 
The price effects of differing levels of integration are substantial.  Between 
Washington and Istanbul, for example, recently the lowest prices for joint service 
that included United ranged from $2,107 for interline service jointly with British 
Airways connecting over London, to $947 for service jointly with its immunized 
Star partner, Lufthansa.  In between, the price for code-share service jointly with 
a non-immunized Star partner, Turkish Airlines, was $1,299.  The higher fare with 
British Airways reflects the fact that United does not have an alliance relationship 
with British Airways, and the quoted fare was simply the sum of their respective 
local fares.  Consumers have little incentive to use that joint service unless other 
alternatives are not available.  Compared with its joint price with Lufthansa, the 
higher price with its non-immunized code-share partner, Turkish Airlines, reflects 
the fact that, in the absence of immunity, both carriers have the incentive to 
charge a mark-up on their respective segment’s of the itinerary.  This “double 
marginalization” is wide spread for joint fares that do not involve immunized 
partners.   
 
As the airline model for serving long-distance international markets has evolved 
from one virtually devoid of effective joint collaboration to one with full 
collaboration, it is clear that the degree of alliance integration significantly effects 
price in a manner that is helpful to consumers.  It is also important to understand 
that, with immunity, in making joint pricing decisions, alliance partners have not 
just the authority, but also the incentive to share business-confidential 
information, experience, and expertise to fully collaborate in developing specific 
prices that are designed to maximize consumer appeal and therefore increase 
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competitive pressures on others in markets they can only serve jointly.  But 
specifically because of the potential competitive effects on others, engaging in 
these types of activities without antitrust immunity, even where the joint venture 
has been approved by the Department of Justice, would be risky. 
 
The ability of multinational alliances to produce price benefits has been 
documented in airline studies that link the conceptual theory with an analysis of 
detailed price data reported by the U.S. airlines.  Compared with interline pricing 
that would otherwise occur, Jan Brueckner showed a price reduction of 17 to 30 
percent for the combination of code-sharing and antitrust immunity.10  Tom 
Whalen showed that, “Immunized alliance fares are 19% lower than non-alliance 
fares and statistically no different from fares for single carrier service in most 
specifications. Code sharing alliances, by comparison, are associated with only 
11% lower average fares.”11 
 
Immunity also creates incentives for airlines to engage in other customer-friendly 
actions, some of which could occur without immunity, but nevertheless are much 
more likely in an immunized relationship given the traffic and revenue growth that 
results and the increased ability of the alliance partners to collaboratively 
examine the revenue impact.  An example of this is co-location of alliance 
partners within airport terminals.  With or without immunity, co-locating in 
terminals provides easier connections for consumers by reducing the time 
required to make connections between flights.  But co-location is a time-
consuming and costly process that is much more likely to be financially viable for 
immunized alliances.  
 
Finally, revenue-management systems, which are essentially methodologies or 
processes that are designed to identify and match demand to an airline’s 
available capacity, are the vehicle for maximizing value both for travelers and 
airlines.  They enable an airline to better serve customers by identifying schedule 
“paths” and fares that meet their service and pricing needs, and in doing so 
attract revenue to the airline.  Revenue-management systems, therefore, affect 
and are affected by other core components of an airline and must continuously 
interact with those areas in a variety of ways to be effective.    
 
Here again, although this is a complex matter even for a single, independent 
airline, it is much more difficult for alliance partners.  To be fully effective, they 
cannot simply apply their respective systems to the broader network, even 
                                                 
10  Brueckner, Jan K., 2000. International Airfares in the Age of Alliances:  The effects of Codesharing and 
Antitrust Immunity, Department of Economics and Institute of Government and Public Affairs, University 
of Illinois at Urbana-Champaign 

11  Whalen, W. Tom, Constrained Contracting and Quasi-Mergers:  Price Effects of Code Sharing and 
Antitrust Immunity in International Airline Alliances (May 15, 2003).  EAG Discussion Paper No. 03-6.  
Available at SSRN:  http://ssrn.com/abstract=400980 or DOI: 10-2139ssrn.400980. 
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assuming successful integration of service and pricing policies, but must 
integrate their revenue-management systems as well, and it is highly unlikely that 
their respective revenue-management systems are compatible.  In addition, they 
must have the same interaction with other core components of the alliance model 
as required by an independent airline, and these systems are key to maximizing 
the ability of the alliance to better serve customers. 
 
Absent immunity from the antitrust laws, alliances simply cannot fully coordinate 
these and many other types of critically important activities that independent 
airlines routinely perform in their efforts to increase the appeal of their product to 
consumers.  Since multinational alliances are the only effective way to serve tens 
of thousands of city-pairs and millions of passengers, it does not make either any 
economic or public policy sense to deny them the ability to do so as effectively 
and efficiently as possible.  For example, a revenue-sharing environment may 
give a carrier the necessary incentive to invest in adjustments to its facilities to 
accommodate a joint-venture partner if it can benefit from the revenue created by 
this effort.  The implementation of Atlantic Plus gave United the necessary 
incentive to make the investments necessary to accommodate Lufthansa at 
Chicago O’Hare’s Terminal 1. 
 
The transatlantic traffic trends shown in Figures 2.2 and 2.3 are clearly consistent 
with a competitive market.  Figures 2.4 and 2.5 provide additional evidence of a 
competitive market.  Figure 2.4 compares non-fuel CASM for the network airlines 
in the Domestic and Atlantic entities.   
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Figure 2-4, Network Airline Non-fuel CASM in the Domestic and Atlantic Entities, Twelve Months 
Ended Data at Each Quarter 
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Although these CASM calculations are based on nominal expenses, the Atlantic 
non-fuel CASM has nevertheless trended down since 1996, when United and 
Delta became the second and third network airlines to receive antitrust immunity.  
Note also the differences since 2006; non-fuel CASM is up in both entities, but in 
the domestic entity the CASM increase is twice that in the Atlantic entity. 
 
Figure 2.5 shows network airlines RASM and CASM in the Atlantic entity.   
 

0.00

0.02

0.04

0.06

0.08

0.10

0.12

0.14

M J S D M J S D M J S D M J S D M J S D M J S D M J S D M J S D M J S D M J S D M J S D M J S D M J S D M J S D M J S D M J S D M J S D M J S D M J S

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

12 Months Ended

U
n

it
 R

at
es

 (
in

 $
)

Network RASM (less trans rel rev) Network CASM (less trans rel exp) (current)

 
Figure 2-5, Network Airline Atlantic Entity RASM and CASM, Twelve Months Ended Data at Each 
Quarter 
 
RASM has exceed CASM since early 2004, but the difference reflects operating 
margins of only about 5 percent (except for the period in late 2006 and 2007 
when fuel prices briefly declined).  Moreover, subsequent to 2004, the increases 
in passenger revenues reflected in the RASM calculations do not compensate for 
the increases in fuel prices.  The relatively steep increases in RASM that have 
occurred during the past five years do not reflect pricing issues, but are in line 
with increases in costs.  One other factor to consider is that U.S. – E.U. open 
skies did not become effective until early in 2008.  This certainly increases the 
prospects for new competition to discipline price, at least once the economy 
recovers.  The solution to any pricing issues that might evolve should not be 
governmental actions that would jeopardize the pro-consumer effects of 
alliances, but rather to encourage and rely upon other sources of increased 
competition.   
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The continuing balance between cost and revenue trends in the transatlantic 
market is partly due to the inability of network airlines to increase price even on 
the nonstop overlap routes (pipeline routes) that connect their respective 
networks. These routes are typically the focus of antitrust concerns and may tie 
back to concerns about the very substantial fare premiums for time-sensitive 
passengers that led to the domestic “high fares at hubs” phenomenon during the 
1990s.   
 
Certainly the marketplace and competition are typically considered to be the 
controlling factors influencing price in any city-pair market.  But in the absence of 
competition, an important tactic used to raise price is to limit capacity.  In a city-
pair where there is both an absence of competition and enough passengers who 
are willing to pay very high prices, airlines could limit capacity to maximize their 
ability to extract rents from such passengers.  But if too many seats are made 
available, it is difficult to adequately segment the market.   
 
While reducing capacity in some domestic markets did allow price increases until 
the emergence of the now-dominant low-cost airline sector, there are five 
fundamental reasons why this strategy does not make economic sense on hub-
to-hub pipeline routes, which attract most of the antitrust scrutiny.   
 
First, a much smaller proportion of transatlantic traffic is “local” traffic versus 
“connecting” or flow traffic.  As a result, the proportion of time-sensitive local 
traffic to total traffic is substantially lower in transatlantic markets.  It is therefore 
most unlikely that the profit maximizing strategy for an alliance carrier would be 
to limit capacity for the purpose of increasing local prices to time-sensitive 
passengers, rather than increasing capacity in order to increase connecting 
revenues.  On the very few pipeline routes that have large amounts of local 
traffic, the existence of other competition also prevents unilateral reductions in 
capacity by the alliance partners.  
 
Second, reducing pipeline capacity would be contrary to the network carriers’ 
ongoing efforts to restructure the balance of their domestic and international 
networks by moving capacity from the domestic market to where it can be more 
profitably operated.   Increased international operations also increase global 
traffic flows over the domestic system in an effort to stabilize their system of 
networks.   
 
Third, as immunized alliances continue to integrate, they will improve the 
effectiveness of connecting services, both in terms of convenience and price.  
This will increase the appeal of connecting services to time-sensitive passengers, 
particularly in markets with minimal frequency, but in other markets as well. 
Improved connecting services will provide incentives for alliances to use price to 
attract time-sensitive passengers from nonstop providers, particularly if the 
nonstop carriers attempt to increase price for such passengers. 
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Fourth, the connecting market sector that can only be serviced with joint service 
remains a prime growth area that is not likely to be sacrificed in order to focus on 
small numbers of local time-sensitive passengers. Despite the alliance growth 
that has occurred in recent years, international connecting markets are still the 
most underserved sector.  With recent transatlantic deregulation, new capacity 
by existing airlines, new airlines, and new business models will eventually 
materialize, particularly in larger markets.  Therefore, small and faster growing 
connecting markets will become even more important for network airlines 
because those are the markets that are less likely to attract new competition.   
 
Finally, the robust traffic and capacity growth illustrated for the transatlantic 
market are clear evidence of the choice the network airlines have made.  In an 
effort to stabilize their financial viability they have unanimously chosen growth 
rather than higher prices for limited numbers of passengers. 
 
Although continued international expansion clearly is important for the network 
airlines, there are no guarantees that this will occur even if they retain immunity 
for their international alliances.  The deregulation of air service between the U.S 
and the E.U. will almost certainly change the competitive dynamic in the U.S. 
network airlines’ largest and fastest growing international market.  They are 
already confronted with stronger, faster growing, and better financed foreign 
competitors than in the past.  These competitors are now far more 
entrepreneurial and market oriented.  Furthermore, new business models are 
evolving overseas and the varieties of innovation and competition that 
deregulation has bred domestically are likely to come into play in international 
markets.  Historical perspective strongly suggests that the resulting change in the 
competitive landscape is likely to be extensive and in forms not anticipated. 
 
Multinational alliance development has created an alternative to consolidation for 
airlines that is likely to become more important as international deregulation 
continues to unfold.  The ultimate effect this has on domestic consolidation on 
different continents around the globe will, to a great extent, depend upon how 
effectively multinational alliances are able to tap into the massive connecting 
market segments that can only be served by a well-integrated network.   
 
 
 




