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CHAPTER 8 PRICINE SN

Southwest had lost market share on this route < ==

one-way walk-up first class and coach fare on = T+
had just been increased by $10. “Shuttle By Usiec®
Southwest’s fare on the nine competitive routes 2= & o
been increasing the number of flights on these =0 L
they did not compete.

Changes in United’s pricing and service o0 = &
Southwest executives by surprise. The original zz==20 o
was immediately set aside. Attention focused o T &
pected developments and (2) how Southwes: m == =
“Shuttle By United” initiatives.

THE U.S. PASSENGER AIRLINE INDUSTRY

The U.S. Department of Transportation classi=cC

three categories on the basis of annual revenue = =
with more than $1 billion in annual revenues = =2
revenues between $100 million and $1 billios == ©
airline” had annual revenues less than $100 = =

for more than 95 percent of domestic passengers ol o
American Airlines, Continental Airlines, Deltz « - =
United Airlines—accounted for over 80 percent == & =
senger traffic. Exhibit 1 shows major air carrier st o0
in the United States.

-

Industry Background

The status of the U.S. passenger airline indust— = o
to 1978. Prior to 1978, and for 40 vears, the T 5 == =
by the federal government through the Civil fermmn
regulated airline fares, routes, and company oo
required before any changes in fares or route =« o

24115 Estimated Market Shares for Major U.S. Carriers in 1994 Easac
Miles Flown

Carrier Mavrket Share (%) Carrier

United Airlines 22.1 6. USAir

American Airlines 20.2 . Trans World Asimes

Northwest Airlines 11.8
Continental Airlines 8.5

. America West Arimes

1.

2 7

3. Delta Airlines 17.6 8. Southwest Airimes
4. 9

5.

Source: Southwest Airlines company records. Figures rounded.

3 This section is based on information provided in FA44 frim v =

of Commerce, January 1995); Timothy K. Smith, “Why Air Teov e T
1995):42-56; and Jon Proctor, “Everyone Versus Southwes: ™ <08
December 1994):6-13.
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CHAPTER 8§ PRIECING S

costs are so high, we lose buckets of monev. ™ T«
the remainder of the 1980s as a price war of am== = = o
ing in a flurry of acquisitions by major carriers oo o

Ozark Airlines by Trans World Airlines (TW 4 7 ‘

Republic Airlines by Northwest in 1986. In 1957 <
company), acquired Air California and USAir aco -~ ©

Financial Calamity in the Early 1990s Acqusoum
led industry analysts to believe the U.S. airline =~ o
an oligopoly with a few carriers capturing 2 cs—= =
traffic. By the late 1980s, eight airlines controlics =
their financial condition was fragile due to 2 ceco e
Carrier bankruptcy and collapse marked tme =0
a doubling of fuel prices during the Gulf War = ==
industry. The U.S. airline industry recorded =z com o
from 1990 through 1993. (See Exhibit 2. whice =
revenues and expenses for fiscal years 1979 == = =
Pan American Airlines (Pan Am), Contineniz. « = =«
Midway Airlines (a national carrier), Eastern &+~
tection under Chapter 11 of the U.S. Bankru-o 0
Midway ceased operations in 1991. Continentz =n.
ruptcy in 1993 as did America West in late 19°- o0
recorded a modest operating profit in the 199« =<0
financial and operating statistics for major .8 o

SR U.S. Air Carrier Operating Revenues zaos &

24

 # Expenses # Revenues

22

20

18

16

14

12

TTTTTTITTTTTTTITITTTT T TT
79 8 81 82 8 84 8 86

FISCALYEAR BY

Source: U.S. Department of Transportation.

* William M. Carley, “Rough Flying: Some Major Airlincs fo S
ers,” Wall Street Journal (October 12, 1983):23.
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Eunbneninl Hhtbs Nt thaesy Southwest  World  Adrlines
(MK Aivdines Mivkines Adedivien Milines Avhines  Avbines (14 1) US Ay
Fivbeerte bl Pouter (8 siillliivin)

CHTathingg rovein LI ERIUE f1,400 15,670 $12,062 $8,544 2,592 $3,408 $13,950 $6,997
Panne g 15,0616 1,520 5,056 11,197 7,028 2,498 2,876 12,295 6,358
Piedphi /o i 1,279 Ho 0G5 805 1,315 94 532 1,655 639

Cprating expenues 14,309 $1,519 $5,021 $12,151 $7,879 $2,275 $3,883 $13,801 $7,773
$580 $90 $(251) $(89) $464 $317 $(475) $149 $(776)
Oher dncome (expense) $(593) $2 $(399) $(325) $52 $an $39 $22 $o1
NeE Income belore i $C7) $92 $(650) $(414) $516 $300 $(436) $171 $(685)
perating Statistics Al e
Avitlabile sen :
157,047¢ 18,060 65,861/ 130,198 85,016 32,124 39,191 152,193 61,540
101,382 12,233 31,588 86,296 57,872 21,611 24,906 108,299 37,941
64.6 67.7 63.1 66.3 68.1 67.3 63.5 71.2 61.3
13.40 10.79 11.44 12.97 12.14 11.56 11.31 11.35 16.76
9.11 7.30 7.86 9.33 9.26 7.08 9.91 9.06 12.63
Labr productivity 1,739 1,695 1,668 1,915 1,968 2,019 1,502 2,125 1,451

et expenses include interest expense.
e ngen revenue per revenue passenger mile.,
Hpeiating expenses including interest expense per available seat mile.

Phommandds of available seat miles per employee.

lagle commuter airline and transportation business only.
dntinental Altlines operating statistics are for jet operations only.

e
st

*ports. Data and calculations (all rounded) are useful for
iertiational operations.

case analysis but not for research purposes. Revenue, expense, and operating statistics also




-~ 4

v e e - Wes funinenin vy v -y
(AMH) Adetines Advtines Advtines Airlines Airlines  Airlines (UAL) USAir

o - ‘
Pt bl Dot (8 i)

Operiting evenne §14,895 $1,409 $5,670 $12,062 $8,343 $2,502  $3,408  $13,950  $6,997
Passenger - e 5,036 11,197 7,028 2498 2876 12295 6358
Freight/other 1,279 89 634 865 1,315 94 532 1,655 639

Operating expenses’ $14,309 $1,319 $5,921 $12,151 $7,879 $2.275 43883 $13801  $7,773
Operating income $586 $90 $(251) $(89) $404 $317 $(475) $149 $(776)
Other income (expense) $(593) $2 $(399 $(325) $52 $(17) $39 $22 $91
Net income before tax $CD $92 $(650) $(414) $516 $300 $(436) $171 $(685)
Operating Statistics

Available seat :
miles (millions) 157,047¢ 18,060 65,861/ 130,198 85,016 32,124 39,191 152,193 61,540

Revenue passenger
miles (millions) 101,382 12,233 31,588 86,296 57,872 21,611 24906 108,299 37,941

Load factor (%) 64.6 67.7 63.1 66.3 68.1 67.3 63.5 7.2 61.3

Yield (¢)° 13.40 10.79 11.44 12.97 12.14 11.56 11.31 1135  16.76

Cost per available
seat mile (¢)° 9.11 7.30 7.86 9.33 9.26 7.08 9.91 9.06 12.63

1,739 1,695 1,668 1,915 1,968 2,019 1,502 2,125 1,451

Labor productivity”

a Operating expenses include interest expense.

b pPassenger revenue per revenue passenger mile.

¢ Qperating expenses including interest expense per available seat mile.
d Thousands of available
¢ Includes the American Eagl

/Continental Airlines operating statistics
al reports. Data and calculations (all rounded) are useful for case analysis but not for research purposes. Revenue, expense, and operating statistics also

seat miles per employee.
e commuter airline and transportation business only.

are for jet operations only.

Source: Company annu:
include international operations.
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CHAPTER 8 PRICING STRATEGY AND Mt

As existing airlines collapsed, new airlines were formed. The ma:
new carriers, such as ValuJet, Reno Air, and Kiwi International Airlizes
tioned themselves as “low-fare, low-frill” airlines. Benefiting from a c&
ply of aircraft grounded by major carriers from 1989 to 1993, the avai=
furloughed airline personnel, and cost economies of point-to-point ==
tems, these new entrants had cost structures that were again significant
most major carriers. For example, Kiwi was started by former Eastern ani
Am personnel and was largely funded by its employees (pilots paic 58
each to get jobs; other employees paid $5,000). These new “low-fare. ‘o
carriers reported combined revenues of about $1.4 billion in 199+ comus
with $450 million in 1992. Although accounting for a small percentzz:
dustry revenue, their pricing practices depressed fares on a growing nu=is
routes also served by major carriers. In 1994, 92 percent of airline passes
bought their tickets at a discount, paying on average just 35 percem: =
posted full fare.

Industry Economics and Carrier Performance

The financial performance of individual carriers and the U.S. airline inc s
a whole could be attributed, in part, to the underlying economics of 2= =
The majority of a carrier’s costs (e.g., labor, fuel, facilities, planes) wers =
regardless of the numbers of passengers served. The largest single cost == &
rier was people (salaries, wages, and benefits) followed by fuel. These =
sources represented almost one-half of an airline’s costs and were relative ™ -
at a particular level of operating capacity. Fuel costs were uncontroliz=ic
the industry had been periodically buffeted with skyrocketing fuel prices
recently during the Gulf War in 1991. Fuel cost was expected to increas
4.3 cents per gallon in late 1995 based on a tax imposed by the Revenue &=
ciliation Act of 1993. Industry observers estimated that this tax would cos
U.S. airline industry an additional $500 million annually in fuel expense.

Labor cost, by comparison, was a controllable expense within lims
more than 100,000 airline workers lost their jobs between 1989 and 199= &=
efforts by major carriers to reduce labor cost included United Airlines. =
completed an employee buyout of 55 percent of the company in excharz
$4.9 billion in labor concessions in the summer of 1994. In the spring o -
Delta Airlines announced a three-year plan to reduce operating expens:
$2 billion, which would involve 12,000 to 15,000 jobs being eliminated.

Carrier Operating Performance Whereas the majority of a carriers
were fixed at a particular capacity level regardless of the number of passe
carried, a carrier’s passenger revenues were linked to the number of passe
carried and the fare paid for a seat at a particular passenger capacity level -
rier’s passenger capacity is measured by the available seat miles (ASMs. =
transport given its airplane fleet, flight scheduling, and route length. An <
defined as one seat flown one mile whether the seat is occupied by a pass:
or is empty. Carrier productivity is typically tracked by dividing a carrier s
operating cost by available seat miles. Carrier utilization is measured by

is termed a load factor. Load factor is computed by dividing a carrier’s res
passenger miles (RPMs) by its available seat miles. An RPM is defined =
seat flown one mile with a passenger in it and is a measure of a carrier’s =
Yield is the measure of a carrier’s passenger revenue-producing ability and
pressed as an average dollar amount received for flying one passenger one
Yield is calculated by dividing passenger revenue by revenue passenger mi
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CHAPTER 8 PRICING STRATEGY AND MAN = 0

st per available seat mile also exhibited a downward trend simce
le periodic fluctuations in fuel prices. Nevertheless, labor cost red
¥/productivity improvements coupled with the gradual addition of moes
“icient and lower cost maintenance planes by major carriers had not keov
ith the declining yields in the industry. Efforts by major carriers to recucs
cost, described earlier, reflected the continuing attention to reducing the
available seat mile.

The Airline-Within-an-Airline Concept

Only Southwest Airlines, among the major carriers, appeared able to e =
navigate the economics of air travel and avoid the financial calamity ==
befallen the airline industry in the early 1990s. Operating primarily shoe
point-to-point routes, with minimal amenities, and able to make a ==
around of its aircraft between flights, Southwest had much lower operzt=c
than other major carriers. Lower operating costs were passed on o
ers in the form of consistently low fares. From 1990 through 1994, S-o
more than doubled its operating revenues and almost quadrupled ==
ing income. Its operating practices and financial performance prompiec ©
U.S. Department of Transportation study to conclude: “The dramatic =
Southwest has become the principal driving force in changes occurrizz &
airline industry . . . . As Southwest continues to expand, other airlines
forced to develop low-cost service in short-haul markets.””

With Southwest’s operating practices as a blueprint, several ma =
had already explored ways to implement a low-cost airline service in =
markets and produce a “clone” of Southwest. An outcome of this effo=
“airline-within-an-airline” concept. This concept involved operating =
point, low-fare, short-haul, route system alongside a major carriers -
spoke route system.

Continental Lite Continental was the first major carrier to implesmem
concept. Having just emerged from bankruptcy with lower operating
armed with a preponderance of consumer research showing that 73 ¢
customers choose an airline on the basis of flight schedule and price. Com
unveiled what came to be known as “Continental Lite” on October 1. 1%
service initially focused on Continental routes in the eastern and sou e
United States. By December 1994, Continental had converted about -

its 2,000 daily flights into low-fare, short-haul, point-to-point service =
experiencing operating difficulties. In early January 1995, with ope
culties resulting in a sizable financial loss, the “Continental Lite” initizzoe
folding back into Continental’s hub-and-spoke system.

Shuttle By United United, the world’s largest aitline in 1994, inaugus
“airline-within-an-airline” on October 1, 1994. Branded “Shuttle By Unoed
initiative followed the United employee buyout in the summer of 155.
employee wage cuts and more flexible work rules made possible z *
shuttle operation alongside the United hub-and-spoke route system. "=
United” was designed to be a high-frequency, low-fare, minimal ames =
haul flight operation initially serving destinations in California anc
states. If successful, United executives noted that the initiative could be ==
to 20 percent of United’s domestic operations, and particularly to areas

> U.S. Department of Transportation press release, May 11, 1993.
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CHAPTER 8 PRICING STRATEGY AND MANAGEW =

IR Southwest Airlines Route Map in Early 1995

Q
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sa\cramento
nd.

San
Franciscol 11}

L0s Angeles
(LAX)
San Diégo!

Detroit

Salt Lake City. (M{dlmmy Cleveland
Columbus

Ransas City indianapolis
St. Louis, isville

7 Naghville

Amarillo

bbock o
Trningham

Dallas
i Paso Midland/ {Love Field!
Ddeasa Austin,
San Antonio ew Orleans
Houston

bby &
SOUTHWEST AW

South Padre Island

wmw Fare AH‘llne' {Harlingen}

Source: Courtesy of Southwest Airlines.

Southwest. Pilots could be found assisting at a boarding gate; ticket agents could
be seen handling baggage. So important was the attention to customer service
that Southwest chronicled legendary achievements in an internal publication
titled The BOOK on Service: What Positively Outrageous Service Looks Like ar
Southwest Airlines.

The Southwest focus on customer service also produced tangible results. In
1994, Southwest won the annual unofficial “triple crown” of the airline industry
for the third consecutive year by ranking first among major carriers in the ar-
eas of on-time performance, baggage handling, and overall customer satisfaction
(see Exhibit 6). No other airline had ever won the “triple crown” for even a single
month.

Operations Southwest dedicated its efforts to delivering a short-haul, low-
fare, point-to-point, high-frequency service to airline passengers. As a short-
haul carrier with a point-to-point route system, it focused on local, not through
or connecting, traffic that was common among carriers using a hub-and-spoke
system. As a result, approximately 80 percent of its passengers flew nonstop.
In 1994, the average passenger trip length was 506 miles and the average flight
time was slightly over one hour. From its inception, Southwest executives rec-
ognized that flight schedules and frequency were important considerations for
the short-haul traveler. This meant that Southwest aircraft had to “turn” quickly
to maximize time in the air and minimize time on the ground. Turn referred o
the elapsed time from the moment a plane arrived at the gate to the mome=
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HISL JU passengers checked in 21 the gase hoerd first. then 2 second ST
(31-60) boarded. and so forth.

Third, only beverages and snacks were served on Southwest flighes
principal snack was peanuts, and 64 million bags of peanuts were se
1994. Cookies were offered on longer flights.

Finally, Southwest flew only Boeing 737 jets in an all-coach COr gz
since no fare classes (first class, economy, business, etc.) existed. This
differed from other major carriers, which flew a variety of jet aircraf =
Airbus Industries, Boeing, and McDonnell Douglas, and reduced aircra®
tenance costs. Southwest’s fleet was among the youngest of the maior =
7.6 years and had 25 new Boeing 737 aircraft scheduled for delivery in
1994, less than 1 percent of Southwest flights were canceled or delayed

-

mechanical incidents and Southwest was consistently ranked among the
safest air carriers.

The combined effect of Southwest’s operations was apparent in its oo
ture. In 1994, Southwest’s 7.08-cent cost per available seat mile was ==
among major U.S. carriers.

Marketing Creative marketing was used to differentiate Southwes: froms
airlines since its beginning. As Kelleher put it, “We defined a personalisy =
as a market niche. [We seek to] amuse, surprise and entertain.”

Southwest’s marketing orientation was intertwined with its customer 2

erations orientation. In this regard, service, convenience, and price repress
three pillars of Southwest’s marketing effort. As with customer service and
tions, Southwest’s unique twist on marketing set it apart from other zic =
the domain of pricing, for example, Southwest had always viewed the =
bile as its primary competitor, not other airlines. According to Colleen -
Southwest’s executive vice president with responsibility for customers
always seen our competition as the car. We’ve got to offer better, more
nient service at a price that makes it worthwhile to leave your car at home
fly with us instead.” In 1994, Southwest’s average passenger fare was 5+
Marketing communications continually conveyed the benefits to customer
ing Southwest. Advertising campaigns over the past 24 years featured So+
service in “The Love Airline” campaign, convenience in “The Company #
campaign, and most recently, low price in “The Low Fare Airline” campaigs

Exhibit 7).

Southwest offered a frequent flyer program called “The Company =
but again with a difference. Consistent with its focus on flight frequency
short-hauls, passengers received a free ticket to any city Southwest serve-
8 round-trips completed within 12 months, For 50 round-trips in a 12-=
period, Southwest provided a companion pass valid for one year. Having
mileage or other qualifying airlines to track, the costs of “The Company =
were minimal compared with other frequent flyer programs and rewarce- -
truly frequent traveler.

Southwest also flew uniquely painted planes that signified places on its -
structure. Planes were painted to look like Shamu the Killer Whale to hig= o
Southwest’s relationship with both Sea World of California and Texas. “»
planes were painted to look like the Texas state flag and called “The Lone &

Over Texas,” while others, such as “Arizona One,” featured the Arizona stz== ¢
(see Exhibit 8 on page 492).

People Commitment The bond between Southwest and its workers was =
erally regarded by the company as the most important element in the Soutbe
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Source: Courtesy of Southwest Airlines.

The close relationship among all Southwest employees contributed to Scus
west’s recent listing as one of the top 10 best companies to work for in a rece
study of U.S. firms. The study noted that the biggest plus at Southwest was tha: “&
a blast to work here”; the biggest minus was that “you may work your tail off =

Southwest’s commitment to its people was evident in a variety of forms. °
company had little employee turnover compared with other major airlines
was the first U.S. airline to offer an employee profit-sharing plan. Through =

1% Robert Levering and Milton Mosckowitz, The 100 Best Companies to Work for in America
(New York: Doubleday/Currency, 1993).
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EXHIBITS

Selecied Consolidated Financial Data”

Southwest Airlines Five-Year Financial and Operating Summary (Abridged)

(In Thousands Except Per-Share Amounis) 1994

1993 1992

1991

Operating revenues:
Passenger
Freight
Charter and other
Total operating revenues
Operating expenses
Operating income
Other expenses (income), net
Income before income taxes
Provision for income taxes®
Net income®
Total assets
Long-term debt
Stockholders’ equity

$2,497,765
54,419
89,749

$2,216,342
42 897
37,434

$1,623,828
33,088
146,063

$1,267.897
26.428

84,961

2,591,933
2,275,224

2,296,673
2,004,700

1,802,979
1,609,175

1,379,286
1,306,675

316,709
17,186

291,973
32,336

193,804
36,3601

72,611
18,725

299,523
120,192

259,637
105,353

157,443
60,058

53,886
20,738

$179,331

$154,2844 $97,385¢

$33.148

$2,823,071
$583,071
$1,238,706

$2,576,037
$639,136
$1,054,019

$2,368,856
$735,754
$879,536

Consolidated Financial Ratios®

$1,854,331
$617.43+
$635,793

Return on average total assets

Return on average stockholders’ equity
Debt as a percentage of invested capital

6.6%
15.6%
32.0%

6.2%"
16.0%”
37.7%

4.6%°
12.9%°
45.5%

Consolidated Operating Statistics®

2.0%
5.3%
49.3%

Revenue passengers carried
RPMs (thousands)

ASMs (thousands)

Load factor

Average length of passenger haul

Trips flown

Average passenger fare
Passenger revenue per RPM
Operating revenue per ASM
Operating expenses per ASM

Number of employees at year-end

Size of fleet at year-end’

42.742,602¢8
21,611,266
32,123,974
67.3%
506
624,476
$58.44
11.56¢
8.07¢
7.08¢
16,818
199

36,955,2218
18,827,288
27,511,000 21,366,642

68.4% 64.5%
509 495
546,297 438,184
$59.97 $58.33
11.77¢ 11.78¢
8.35¢ 7.89¢
7.25¢% 7.03¢
15,175 11,397
178 141

27,839,284
13,787,005

22,669,942
11,296,183
18,491,003
61.102
498
382,752
$55.93
11.22¢
7.10¢
6.76¢
9,778
124

“The Selected Consolidated Financial Data and Consolidated Financial Ratios for 1992 through 1989 have been rescaes o
include the financial results of Morris.

b Prior to 1993, Morris operated as a charter carrier; therefore, no Morris statistics are included for these years.
¢Pro forma assuming Mortis, an S Corporation prior to 1993, was taxed at statutory rates.

“Excludes cumulative effect of accounting changes of $15.3 million ($.10 per share).

¢Excludes cumulative effect of accounting change of $12.5 million ($.09 per share).

/Includes $2.6 million gains on sales of aircraft and $3.1 million from the sale of certain financial assets.
#Includes certain estimates for Morris,

" Excludes merger expenses of $10.8 million.

"Includes leased aircraft,

Source: Southwest Airlines 1994 Annual Report.
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all seats and flights within California ™ Ome-way walk-up coach fares
on the five noncompeting routes. Service from San Francisco to Bas
to Ontario was priced at $104. Fares for the remaining San Francsos
were $89 to Los Angeles, $99 to Las Vegas. and $139 to Seattle. The “S8
United” first-class fare was typically $20 higher than its coach fare. “S
United” was advertised heavily using print and electronic media.
“Shuttle By United” soon expanded its route system to include six a2
routes. All six routes competed directly with Southwest. Service out =
included Oakland-Burbank, Oakland-Ontario, and Oakland-Seatle Lo«
to Phoenix and to Las Vegas and San Diego-Sacramento rounded oot
service. Except for the Oakland-Seattle route, all one-way walk-up coa
were $69 for Southwest and “Shuttle By United.” A one-way walk-up coat
of $99 was charged on the Oakland-Seattle route by the two airlines. "%
United” also increased its flight frequency in 12 of 14 city-pair markets -
out of its San Francisco hub. Cities served by “Shuttle By United” zppeir =
map shown in Exhibit 10.

RGN Cities Served by “Shuttle By United”

® Seattle

WASHINGTON

Sacrgmento 2

San
Francisdo

ARIZONA

San Diego

15 Walk-up fares refer to the fare available at any time, with no restrictions, no penalties, and ==
advance purchase requirements.
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