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The Deregulation of the U.S. Airline
Passenger Industry:

The Response of the Carriers to the First Phase.
by Anthony P. Ellison*

1. INTRODUCTION

THE
AIRLINE DEREGULATION (ADA) of

1978 [1] ended four decades of economic
regulation of the airlines by the Civil Aeronau
tics Board (CAB). Over the following five and a
half years the protective entry regulations and
the pricing authorization exercised by the
Board will be phased out. By 1985 the CAB will
no longer exist, nor will there be regulations
restricting the entry of carriers or the fares
they can charge.

Although substantial reductions in the entry
regulations have occurred, the deregulation of
air fares will only be completed at the end of
1982. The industry, in fact, is still operating in
a transitional period from that of partial regu
lation to deregulation. The responses of the
carriers to these changes can be considered as
'short run' responses to partial deregulation.
The responses of the carriers, however, are
also affected by the extent and age of their
equipment and by changes in the economy
which are independent of the changes in regu
lation. Similarily, the performance of the
industry is affected by such factors as the rate
of growth in income and the changes in the
price of fuel. In order to evaluate the response
of the carriers to deregulation, and the effects
of these responses on the performance of the
industry, observations are needed over a longer
period, covering the full span of the industry's
cycle.

It is not yet possible, of course, to make such
observations. What is possible, is to attempt to
discern the response of the carriers to the par
tial deregulation and to observe the apparent
incidence of the economic regulation of the
industry as exercised under the 1938 Civil
Aeronautics Act (CAA). Put simply, at this
early stage we are more able to discern the
effects of the former regulations than we are
the effects of deregulation. This paper |2]
attempts this task and makes tentative obser
vations concerning the effects of the carriers'
responses on the structure of the industry.

*Regulation Reference, The Economic Coun
cil of Canada, P.O. Box 527, Ottawa, Canada
K1P5V6.

t Not to becited or quotedwithout the permissionof the
author

2. REGULATION, DEREGULATION
AND REREGULATION
The ADA introduces a phased diminution in
the economic regulations applied to the air pas
senger carriers (see Table 1). The timing, how
ever, of the diminution and the removal of par
ticular regulations differs. Entry restrictions
will have been removed before the carriers are
free from the requirement of having their fares
authorized by the CAB. The ADA also intro
duces regulations. These are primarily aimed
at cushioning the perceived adjustment cost
incurred as a result of deregulation.

The Small Community Programme restricts
theexit of carriers from those routes, which, as
a result of the exit, will experience services
below a specified "essential" level. The ADA
stipulates that "essential air transportation
cannot be less than two daily round trips, five
days a week, or the level of service actually
provided during 1977" |3]. When necessary, the
CAB is authorized to provide specific, cost-
based subsidies for the service if it cannot be
provided without financial assistance.

A simultaneous deregulation of entry and
fares is expected to bring forth rapid changes in
the routes and the fares. In the case of the
formally protected trunk routes, new entrants
are expected from the ranks of the intrastate,
supplemental and local service carriers. Fare
levels are expected to drop, as passengers, like
those in the largely unregulated intrastate mar
kets of Texas and California, choose lower
quality (comfort and convenience) in return for
lower fares. The fare structure and the long
run structure of the industry will depend on
the economies of carrier scale and the econo
mies of route expansion. If there are no discern-
able unit cost advantages — or disadvan
tages—over the observable size range of
carriers (economies of carrier scale), and if the
economies obtained by acquiring additional
routes by the same traffic density as the exist
ing network also appear to be negligible, then
the share of the market held by the incumbent
carriers will decrease as they shrink in size in
the face of newly entered and competing carri
ers. Fares can be expected to move down to
equate with marginal (and average) costs. The
extent of the discrimination in the fare struc
ture will diminish as the protection of the car
riers from new entrants is removed.
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If there are , say , economies o
f carrier scale ,

but limitations to the economies gained from
adding routes , then the expectation will be for
incumbent carriers to reduce their route net
works and concentrate o

n increasing the flow

o
f traffic over their contracted network . Given

such economies o
f carrier scale , the pricing

structure will consist of differentiated fares ,

reflecting the falling average cost of production
over the dense routes . Over time , such an
industry is likely to be characterized b

y

a
n

increase in carriers ,many specializing in a few
routes .

There are , however , three constraints which
could act to affect the emergence o

f

the unregu
lated industry ' s structure . They are : the tim
ing o

f

the entry and pricing restrictions , the
possible difficulty o

f

new entrants being able to

enter airports and thirdly the point in the
industry ' s cycle at which the changes in regu
lation occur .

The ADA introduced , in effect , freedom o
f

entry in the first year . In contrast , although
fare flexibility operated , the Board still estab
lished the standard fare around which the

' flexibility ' operated . The carriers , therefore ,

were constrained in their competitive behav .

iour during this initial phase o
f

the deregula

tion process .

The possibility o
f

the second constraint
springs from the fact that many o

f

the certifi
cated carriers have long -term contracts with
the airports , and a

tmany o
f
them they consti

tute the operating committees which allocate
theairport slots . The incumbent carriers could
use their control over the airport slots to block
the entry o

f competitors . The possibilities of

such blockages are greatest a
t

those airports

which are already experiencing congestion a
t

peak hours .

The third constraint refers to the industry ' s

re -equipment cycle , for the year of 1978 was
one in which the carriers were faced with deci
sions to replace their aging fleets .Of the turbo
jets in operation in 1978 , 65 percent were 9

years o
r

older [ 4 ] . Furthermore , regulations
applied to noise levels effectively passed the

death sentence ' on the older jets . At the end of

1978 the certificated carriers had orders for 393
aircraft , in contrast to the 178 on order a

t

the

end o
f

1974 ( 5 ) . The year o
f

the ADA clearly
occurred a

t
a time when the carriers were

engaged in the re -equipment stage o
f their

cycle . It also occurred during a year in which oil
prices rose by 80 percent .

The industry ' s cycle and the oil price in :

creases were independent o
f

the process o
f

deregulation yet they are likely to have influ
enced the responses o

f the carriers . They also
raise two questions relevant to the evalation o

f

the first phase o
f

the ADA . To what extent did
the freedom resulting from deregulation allowC
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the carriers to increase their productivity and
so offset the cost effects of higher oil prices? Did
the lack of new aircraft keep the carriers from
entering new routes?

3.1 THE RESPONSE OF THE
CARRIERS TO THE
DEREGULATION OF ENTRY
AND THE CHANGES IN
EXIT REGULATIONS

Under Section 10 of the ADA all qualified
carriers were allowed to apply for unused route
authority and for protection of one of their
routes each year. The process of allocating the
applicants to the dormant routes was on a
"first-come-first served basis," a method which"
resulted in overnight stays by airline represen
tatives outside the CAB headquarters. After
the initial rush, the count in mid-1979 showed
carriers filed 913 route applications. Of these,
809 were for new authority and 104 were for
protection, the latter coming largely from the
trunk carriers.
Although most of the outstanding 9,600
dormant city pairs remained in this condition,
a number of significant changes took place.
Some 20 new carriers received certificates.
Many were formally intrastate carriers pre
viously unable to obtain interstate routes
under the CAA regulations. As a group, these
"new" carriers obtained 78 percent of the
routes they requested and accounted for over
33 percent of the awarded new routes (Table 2).
The Big Four (American, Eastern, United
and Delta) made 29 percent of their route appli
cations on existing routes, while the locals
made only six percent. Most of the new routes
were to the growing "sunbelt" of the south and
west, from the populous eastern and western
centres. By the middle of 1979, however, only
161 city pairs were still receiving service from a
new carrier, of which 19 were accounted for by
the new entrants. Of the carrier groups, the Big
Four and the new entrants, implemented the
highest percentages of their acquired routes. In
contrast, the locals only implemented six per
cent of their acquisitions. The percentage fig
ures of implementation |6| for some of the
major trunks were: American 61, United 55,
Eastern 43, Delta 28, Braniff 29and Allegheney
18.

It appears, however, that the new entrants
captured only a small share of the market. In
October 1979 new entrants accounted for only
3.10 percent of the revenue (RPM) produced |7).
In the year ended on October 31, 1979 the
domestic scheduled RPMs expanded by 12.7
percent. The largest two trunks' share of the
domestic scheduled market had dropped by
just under one percent over the first year of the
ADA. The share of the six smaller trunks had
fallen by 1.5 percent, while the local service

carriers' share had risen by 10.4 percent. These
figures, however, were affected by the strikes
among the large trunks and the locals, the lat
ter occurring in September 1979. Furthermore,
data are not available for approximately 300
commuter carriers. These omissions probably
account for the shares of the other carrier
groups being overstated by around five percent

[8).
The trunkscan be separated into two groups
according to their reactions to the relaxations
on entry under the ADA. The Big Four care
fully added routes which complemented their
route systems. These routes were few in
number and the carriers took defensive posi
tions. It is behaviour, in fact, which indicates
that under the CAA they had obtained most of
the routes they desired to operate. Perhaps the
most significant aspect of the ADA for these
carriers was their ability to operate without
many of the former route restrictions. The
smaller trunks were readier to apply for and to
operate new routes. The behaviour of the most
prominent carrier of this group. Braniff, sug
gests that its rush to expand was less a reflec
tion on its former inability to obtain routes
under the CAA, than a fear that regulation in a
more severe form may return |9].
The local trunks also applied for many
routes— but many failed to implement those
they have been designated. This could be due.
as some of them claim [10], to the fact that
many of the routes have also been designated to
other carriers. The policy of multiple permis
sive authority is expected to work in this way
and, over a longer period, different carriers are
expected to enter and leave the routes they
have been designated. The former intrastate
carriers have been the prominent entrants into
the market. Even so, they represented only just
over two percent of the services supplied by all
the certificated carriers. No actual "new"
entrant appeared to have entered the longer
and denser routes. Those that entered were at
the small community end of the market.
The lack of available equipment is likely to
have played a part in the actions of the locals.
At the time of deregulation the locals did not
operate wide-bodied jets. Collectively they
operated 20 three-engine and 295 two-engine
turbojets and turbofan aircraft. Alternatively,
their orders during this period did not indicate
they would be entering competition with the
trunks. At the end of 1978 they had on order
100aircraft:42 DC-9-30's, 19 Boeing 737's and
17 B727-200's [11]. They also found that the
lead time on deliveries were increasing as pro
duction reached its limits. This was also the
case in the commuter sector, where the new
orders in the year of deregulation reached $300
million and thedelivery lead time had stretched
between one and two years [12].
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There were few station or route closures.
The trunk carriers closed 35 stations and the
locals 87, closures which were far below the
numbers predicted by the claimants of the
argument that extensive cross-subsidization
maintained many unprofitable routes and sta
tions! 13]. The CAB in implementing the essen
tial air service programme has defined a level
which appears to be close to the threshold at
which carriers will enter the market. A number
of communities receiving services above this
minimum, essential level, appear to have
experienced services which are now provided
by carriers operating slower and less advanced
equipment. Some also appear to be receiving
more services to the medium and larger-sized
hubs than before. One group that did appear
to have suffered reduced services were those
centres near the larger hubs. The latter
attracted most of the adjusting services, to the
detriment of the former.
A statistical summary of the first year of the
ADA showed that there was a net loss of 24
single-plane markets between Ocotober 1979
and October 1978. There were 415 new competi
tive markets in October 1979, and 292 deletions,
for a net gain of 123 competitive markets [14].
The structure of the industry is still under
going change as a result of these responses.
Since the passing of the ADA a number of
merger proposals have occurred. Of these the
Pan American/National merger has obtained
CAB approval, and in December 1979, it
obtained Presidential assent. The North Cen
tral/Southern has occurred, while the Conti
nental/Western was denied. The merger of the
former two carriers would appear to indicate
the existence of network economies and the
efficacy of merging as a means of realizing
them . It is nevertheless difficult to use this as a
general indicator of the likely developments in
the growth of carriers, for growth by internal
expansion has also been going on, and carriers
have taken the chance to expand and compete
on new routes.

3.2 THE RESPONSE OF THE
CARRIERS TO THE
DEREGULATED FARE ZONE

Within the year of the passing of the ADA,
the standard industry fare level was increased
on six occasions, pushing up its level by 24
percent. Although the general fare level, as
measured by the standard industry fare level,
may have dropped in real terms in 1978, it rose
in 1979. It would appear, however, that the
reason for the increase had little to do with the
effects of deregulation. The major cause was
the unexpected increase in oil prices. Between
July 1978 and July 1979 the average price per
gallon for the domestic trunks rose by 52.5 per
cent, for local carriers by 50.7 percent (15].

In 1978 fuel costs accounted for 21 percent of
domestic scheduled carriers' operating costs,
labour for 42 percent [16]. Assuming little or no
substitutes of other inputs for fuel, a 50 percent
increase in fuel can be expected to increase
costs by 10 percent. Such a rise would require
an increase in labour productivity of 23 percent
to offset the cost increase.

Calculations made by the Board [17] suggest
that from the year end of 1976 to the fourth
quarter of 1979 the price of airline inputs rose
by 53 percent, while the consumer price index
rose by 31 per cent. In order to keep yields at
their 1976 levels the carriers productivity
would have had to rise by more than 53 per
cent. They did not, and instead rose by only 32
percent because of increases in productivity.

An examination of the movements of fares
and the changes in fare was made by taking 71
short-haul routes of high and medium density
which were at least as large as the Dallas— San
Antonio route in 1974. This set of routes was
used in the U.S. Department of Transportation
study (5) which examined the fare differentials
between the largely unregulated intrastate
routes in Texas and California and the inter
state routes regulated by the Board.

In the fall of 1979 carriers on the denser,
short-haul routes chose to alter their fare
structures rather than to reduce substantially
the level of their coach fares. Of the 71 city
pairs, only 18 registered coach fares below the
standard industry fare level (formula coach
fare). By dividing according to route density
and distance, a number of interesting results
emerged. Taking 250 miles as the point at
which the fare curve approximately intersects
the "trip cost curve" [18] on non-stop routes, it
is expected that carriers on routes below 250
miles will be inclined to maintain or to increase
their fares at or around the level of the formula
coach fares. At lengths greater than this dis
tance costs are thought to be below the formula
coach fares, and so provide the carriers with
the possibilities of reducing their fares. Of the
routes less than 250 miles in length, 11 regis
tered coach fares below the formula coach fare,
12 increased them above the formula fares and
6 placed them at the coach level. As for the
routes greater than 250 miles, only seven regi s
tered coach fares below the formula coach
fares, 18 were above the formula fares and 17
were at the level of the formula coach lares. If
these movements are examined with respect to
route density, of the 11 drops in coach fares on
routes less than 250 miles, seven were in the
top half of the densest routes. All of the seven
drops in coach fares on routes exceeding 250
miles were in the top half of the densest routes.
Of the 18 increases in fares above the coach
formu la on rou tes exceedi ng 250 mi les , 10 were
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in the bottom half of the routes ranked accord
ing to density.
The fare reductions that have taken place
have been in the form of special discount and
excursion fares and have been most substan
tial during off-peak hours. Although many
fares fell as low as 45 and 50 percent below the
coach fares, most of them were limited to a
specified number of seats. The lowest off-peak
fares showed that night coach fares averaged
80 to 84 percent of coach fares.
This closer examination of the short-haul
denser routes suggests that carriers chose not
reduce their coach fares on these high cost
routes below the rates determined by the coach
formula. Of the 18 reductions out of the 71
routes examined, six were in the former un
regulated intrastate routes [19]. The fare
reductions occurred on the off-peak fares and
on the discount excursion fares. The peak/off
peak structure developed such that off-peak
fares were ranging between 50 to 80 percent of
the lowest coach fares. Estimates of the actual
percentage of travellers using the discount
fares on these particular 71 routes were not
available. According to the average for all
trunks and locals, over routes of 200 to 300
miles in length, 22 percent of passengers trav
elled on discount fares [20].
The dense, long-haul markets with a high
potential for transporting non-business trav
ellers were expected to experience the largest
drops in fares. Nine long-haul routes were
chosen for examination because of their high
proportion of non business travel.
On these long-haul routes carriers have
chosen to place their coach fares close to the
formula fares, even though at such distances
and traffic densities operating costs are ex
pected to be substantially below the formula
fares. The drops in fares took place in the off-
peak fares. Night coach fares were around 80
percent of the coach fares, while the super
coach were less than 50 percent of the coach
fares. Nevertheless, these fares reflect a move
ment away from the "deep discounts" offered
in 1977 and 1978. On these particular routes,
however, the majority of passengers travel on
the discount fares. For the first time, in the
third quarter of 1978. trunks carried more pas
sengers travelling on discount tickets than
they did on full fares.
In general, the response of the trunk carriers
to i he decreasing regulation of fares has been to
experiment v ith discount fares rather than
taking the opportunity to lower coach fares.
Thf characteristics of the discounts have been
t' <"f depth— between 30 to 50 percent of coach
farts—and thecontrolson theircapacity which
hmits them usually to 30 percent of the air
craft's seats. The effect of these deepdiscounts
has been to lower yields, and in effect to lower

the average price of air travel. In real terms, the
average yield on the domestic trunks fell from
4.54 cents to 4.14 cents, a drop of 8.8 percent
[21]. This was the largest drop in real yields
over the period 1955 to the present, and con
trasted with 1979, when they rose. The net
profit on domestic trunks rose to $748 million
in 1978, up from $421 million in 1977 |22].

4. SUMMARY
The passing of the first year of the ADA
allows a number of observations concerning
the incidence of the regulations operated by the
CAB prior to 1978. Perhaps the most striking
indication of the incidence of these regulations
has been that the trunk carriers have not
dropped, as some had predicted, a large number
of routes from their networks. Those routes
that have been dropped have found other carri
ers ready to provide services. Some of these
services have been in aircraft of a less advanced
technology. Such substitutes have been more
frequent where the commuter carriers have
replaced the routes vacated by the local carri
ers. Indeed, most of the movement of carriers in
and out of routes have been on those serving
the smaller centres. Such movement suggests
the former entry and exit regulation on the
local routes, and the policies of subsidization,
were serving to allocate aircraft and carrier
types to routes which were inappropiate to
their capabilities.
There is, however, a reverse side to the fact
that the trunk carriers have dropped few
routes from their net works. With theexception
of Braniff, the trunk carriers have entered only
a few new routes. Such behaviour suggests the
operation of the CAA by the CAB did not
unduly restrict the "grandfather" trunks and
their descendents from entering and compet
ing on routes they desired. The movement of
carriers into routes serving the "sunbelt."
however, suggests the trunks had been slow to
adjust to the shift in the location of the growth
of the nation during the seventies.
As for the efficacy of the Board's policy of
protecting these trunks from direct competi
tion on their scheduled routes, it would appear
that it has nurtured eleven, sturdy carriers.
Although the figures have been affected by
unexpected strikes, the share of the traffic on
the domestic scheduled routes operated by new
entrants has been very small. The local carri
ers have shown their intentions of entering and
competing on trunk routes, but they have been
less forthcoming in actually entering. One rea
son is possibly because the carriers did not
have the equipment to enter these routes. The
first year of deregulation occurred when most
carriers were operating aging fleets. Of per
haps more immediate importance, has been the
Board's policy of granting multiple authoriza
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tions on many routes. It appears to have caused
carriers, and particularly carriers new to the
trunk system, to reconsider whether there
would be adequate returns from competing. It
is interesting to note, for instance, that Mid
way Airlines started operating out of Chicago's
Midway Airport with DC-9s in September
1979. This has been the only carrier, out of the
dozen which were awarded rights in the land
mark case of July 1978 [23], to have actually
started operating.
The new entrants into the industry, perhaps
not unexpectedly, have moved into the routes
serving the small communities. The small
sums [24] so far spent on subsidizing carriers to
operate at the level of "essential" services indi
cate that the ADA correctly defined the thresh
old of entry into these routes as being low. At
this broad base of the industry, carriers have
left and entered routes. In contrast, no "brand-
new" carriers have been formed and entered
into the scheduled routes. Instead, on these
routes there has been the existence of the
threat of entry rather than the actual wide
spread entry of competing carriers.
While the threat of entry can have a power
ful effect on the behaviour of the incumbent
carriers, the lack of actual new entrants gener
ates questions. It becomes important to know
whether the potential restrictions to new car
riers at airports have actually operated against
their entry into routes. How substantial were
the inherited advantages of the formerly pro
tected carriers?
The evidence from the "short run" is that
carriers wishing to use new airports in order to
compete on new routes have not found undue
restrictions [25]. Where new carriers have
found difficulties in obtaining slots it appears
that the primary reason has been due to airport
congestion, rather than due to restrictions
imposed by incumbent carriers. There is no
powerful evidence, however, to suggest such
difficulties have substantially reduced the
threat of new entrants.
The effect of the advantages enjoyed by the
incumbent carriers over new carriers is diffi
cult to establish. We can observe only the
short-run changes. In that time the fares on
many routes have developed a marked, two-
tiered structure, with the higher tier pushing
close to the standard fare set by the Board, and
the lower fare pitched at substantially lower
levels, and often set toattract the non-business
traveller. In view of the average financial per
formance of the carriers, the intense competi
tion at this fare level that has gone on and the
high share of passengers travelling on discount
fares, there is reason to believe that non
business passengers travelling on the lower
tiered fares did not pay less than marginal
costs for their services. If such fares were

lower than marginal costs, then it is likely the
financial performance of the carriers would
have been far worse. Alternatively, if all fares
were at the lower tier, it is likely they would
have incurred heavy losses. In short, the mar
ginal costs of producing services on many
routes appear to be substantially below the
average costs of producing such services. In
such cases it would seem that there are econo
mies of carrier scale.
If the carriers enjoyed market power as a
result of their former protection and if there
were no economies of scale, then the entry of
competitors would see the diminution of the
difference between the fares until they become
one fare, equal to marginal and average costs.
This does not appear to be happening on many
routes. Indeed, the fact that many carriers are
pushing up to the fare ceiling with their upper
tier fares suggests that the Board is constrain
ing their pricing strategies. Given the existing
threat of entry, it appears that the discrimina
tory pricing structure will exist into the long
run [26], for it represents the economies of scale
on many routes rather than the exercise of
market power inherited from protective regu
lation. The existence of such economies of
scale, however, does not necessarily imply that
they will represent a substantial barrier to
entry.
The first year of the ADA was an exceptional
one. The growth in traffic was substantially
greater than the trend of the last two decades
[27] while high utilization and productivity
increases were registered [28]. There is reason
to believe that the increases in utilization
represented not only the rapid, exogenously
determined growth of that year, but also the
gains in efficiency of an industry in which car
riers werealigningtheirequipmentand setting
their fares in markets where they were pre
viously constrained by regulations. They have
also been constrained by the lack of adequate
equipment. This should change over the next
few years. It remains to be seen, however,
whether these gains in efficiency will be sus
tained over the full cycle of the industry. It will
also be interesting to observe the reaction of
the carriers if theeconomy makes its predicted
downturn. It is unlikely they will request pro
tective regulation, but like many other indus
tries, they may request indirect financial
assistance from the government.
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