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The Current Sate of the U.S. Aviation Industry and its Future Outlook
- TheRiseof Low-Cost Carriersand CountermeasuresTaken by Major Network Carriers-

After enjoying abrisk demand from the mid-1990s to 2000, the U.S. aviation industry faced a sharp deterioration in
earnings in 2001 as a consequence of arecession, and experienced an unprecedented operating crisis after the terrorist
attacks on September 11, 2001. The six maor network cariers posted massive operating deficits of $19.1 hillion
combined for 2001 and 2002. U.S. air travel demand started to recover in 2003, but the mgor network cariers'
(hereinafter referred to as “mgor network carriers’) il suffered a massive operating loss of $4.8 billion in the same
year. On the other hand, low-cost carriers showed rapid growth over the same period, accounting for dmost aquarter of
the domestic market share, and continued posting operating profits. According to our anaysis last year, the dear
difference in performance between these two carrier groups is attributed to the hub and spoke system of the mgjor
network carriers. In order to maintain this high-cost system, these carriers have a fare-setting system that depends
heavily on highfare passengers and have routed less convenient flights through hub airports. This business model has
dienated passengers from mgjor network carriers amid intensifying competition with low-cost carriers offering low-fare,
point-to-point service.

U.S ar travel demand grew sgnificantly in 2004 and almost recovered to its 2000 pesk. However, due to higher
crude oil prices, mgor network carriers are ill facing an operding crisis resulting from enormous operating l0sses,
while low-cost carriers keep expanding their ar travel share and enjoy operating profits as a whole despite the
deterioration in the cost environment. As a difference in business models has led to a clear performance gap in favor of
low-cost carriers, mgor network carriers have been reviening their hub and spoke systemwith a focus to reduce costs,
amplify fare sysems, incress e direct flights, and purchase capacity from regiona carriers. However, these efforts have
not yet paid off. In the foreseegble future, low~cost carriers will continue to grow, while mgor network carriers will
remainduggish.

This report andyzes transportation and revenue/cogt trends based on Form 41 data of the U.S. Department of
Transportation (US DOT) and quantitatively anayzes the rise of low-cost carriers in the domestic market, usng US
DOT’s Domestic and International O&D Survey of Airline Passenger Data and OAG (Officia Airline Guide) data. In
addition, this report examines the recent actions of both major network carriers and low-cost carriersin order to identify
the current status of the U.S. aviation industry. JTI commissioned Morten Beyer & Agrew to organize Form 41 data
and asked Eclat Consulting to organize the other data.

I. Analysisof Trangport and Revenue/Cogt Trendsinthe U.S. Aviation Industry
1. Changesin Demand

? KeyPants

Air traved demand in the US. aviation industry dedlined from its 2000 peak. However, due to the rapid growth
of loncost carriersaswell as demand growth for major network carriers, enplanements and RPM s (revenue

passenger miles) in 2004 almost recover ed to the peak levels of 2000.

Major network carriers put more emphass on long-distance flights in the domestic market. Their international

operationsareseeingarecovery, mainly intheL atin American market.
Low-codt carriersenjoy seady growth in air travel demand, with almost a quarter of the domestic market share.

They have also increased the average length of their routes, providing fierce competition for major network

carriersevenin transconti nental flights.

Regional carriers are seeing a steady increase in air trave demand heped by flights carried out in accordance
with capacity purchasing agreements made with major network carriers. They are increasing the numbers of

thelr jet airplanesinorder toreplace part of the mainlineroutes of major network carriers.

1In this report “major network carriers” refer to American, Continental, Delta, Northwest, United and
US Airways.

2 In this report “low-cost carriers” refer to seven airlines. Southwest, JetBlue, Frontier, Spirit, AmericaWest,
AirTranandATA.




(1) U.S. Aviation Industry asa Whale
INn2004, t he number of enplanementsin the market asawholestood a 660.4 million (up 8.3% from 2003), almost
recovering to the peak leve of 2000 (669.6 million).
In 2004, reverue passenger miles (RPMs) stood & 712.6 billion RPMs in the market asawhole (up 11.1% from
2003). Thisisan increase of 2.9% from 692.7 billion RPMs in 2000 and represents areturn tothe pesk level. RPMs
have been growing faster than enplanements because of the recovery in internationa flight operations of mgor
network carriersaswell astheincreasein long-distance flights by low -cost carriers.
The number of enplanementsin thed omestic market has shown amost the same trend as the entire market. Unlike
enplanements decreasing 2.5% since 2000, RPM s have increased 4.7% since 2000, primarily dueto theincreasein
long-distanceflightsby low-costcarriers.
The number of enplanementsin the international market® stood a 61.3 million (up 15.5% from the previous yesr),
increasing 11.0% from the 2000 level. On the other hand, RPMsgood at 180.0 hillion RPMs (up 15.7% from the
previousyear). This figuredecreased by 2.2% from 2000, in contrast to the more than 10% growth in enplanements.
Thisisbecause mgor network carriers enjoyed increased RPMsin theinternational market, particularly inthe Latin
American market, which isgeographicdly closetotheU.S.

(2 Major Network Carriers
In 2004, enplanements in the market as a whole increased to 387.4 million (up 4.6% from 2003) for the firgt time
since 2001, but down 11.4% from a peak in 2000. RPMs in the market as awhole aso increased for the first time
since 2001, rising 9.1% from 2003 to 519.6 hillion RPMs, but decreasing 3.7% from their pesk in 2000. Dueto the
increased number of long-distance flightsin the domestic market, aswell asarecovery intheinternational market,
RPMs have been decreasing at a much slower rate (about one-third that of enplanements). Mgor network carriers
have increased the number of flight operations with regiona carriers in accordance with their capacity purchasing
agreements“. Asaresult, the actud figures shown havenot necessarily decreased assuggested by these data
The trends shown inenplanements and RPMsin the domestic marketwere almost the same asthose for the market
as awhole. In 2004, totd enplanements were 333.0 million (up 3.0% from 2003), while RPMs increased 6.2%
from 2003 to 346.0 billion RPMs Compared with the 2000 level, RPM s (down 5.0%) have been fdling a& amuch
dower rate (about onethird that of enplanements, down 14.1%). Thisis because the average distance traveled in
the domestic market increased from 939 miles in 2000 to 1,039 milesin 2004, with mgor network carriers putting
moreemphasison long-distance flights.
In 2004, internationd  enplanements and RPMs both showed significant growth of more than 15% from 2003
(enplanements were 54.5 million, up 15.3% from 2003 and RPM s totaed 173.5 billion passenger miles, up 15.5%
from 2003). Compared with the 2000 level, enplanements increased by 9.7%, while RPMs decreased by 1.0%,
showing little change from the 2000 level. This is because RPMs have been recovering mainly in the Latin
American market, which is geographicaly closetothe U.S.

(3) Lon-Cost Carriers’
The enplanements for low-cost carriershave consistently increased to 147.7 million in 2004 (up 10.6% from 2003,
while mgjor network carriers have experienced a decline in enplanements. As a result, low-cogt carriers have
expanded their share of the domestic market from 20.3% in 2000 to 25.7% in 2004. RPMs have aso consistently
increased, reaching 124.0 billion RPMsin 2004 (up 14.3% from 2003). As aresult, the share of RPMs by low-cost
carriers in the domestic market expanded from 17.2% in 2000 to 24.4% in 2004.
RPMs have grown faster than enplanements because the average flight distance has increased from 703 milesin

¥ Thesum of the Atlantic market, the L atin American market and the Pecific market.

* Seefootnote 6.

®> Among the low-cost carriers providing international flight services (i.e., JetBlue, Frontier, Spirit, America West and
ATA), Spirit and ATA do not digtinguish their internationd flights traffic and revenue/cost data from domestic flight
dataand JetBlue and Frontier do not separate their internationd flights' revenue/cost datafrom domestic flight data. For
this reason, this report employsthe data on the entire market unless otherwise indicated.
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2000 to 839 miles in 2004. In this regad, low-cost carriers are engaged in fierce competition with the maor
network carriers, especidly intranscontinenta flights.

(4) Regional Cariers
In 2004, enplanements stood at 94.3 million (up 23.2% from 2003), expanding the domestic market share from
9.9%in 2000 to 16.4% in 2004. RPMs aso grew to 38.1 billion passenger miles (up 28.8% from the previousyear),
increasing the domestic market sharefrom 2.68%in 2000 to 7.5%in 2004.
Regional carriers have recently enjoyed significant demand growth because major network carriershave expanded
flight operatiors with regiona carriers, based on capacity purchasing agreements. Major network carriers operate
flight operatiors with regiond carriers in the domestic market as well as in the international market (the Latin
American market).
RPMshave grown faster than enplanements on ayearto-year basis, mostly because the average flight distance has
increased from 298 miles in 2000 to 404 miles in 2004. This suggests that regiond carriers have increased the
numbers of their own jet airpl anes’ on long-distance service, replacing aportion of mgor network carriers mainline
flights.

*The term * regiond carier” does not have a specific definition in the gpplicable laws and regulations, but it usudly
means an airline that forms a partnership with mgjor network carriers, uses smdler arcraft (eg., regiond jets or
turboprops) for connecting loca communities with the major network carrier’s hub airport; cultivates new markets by
using regiond jets, and provides more frequent flights to urban aress. In accordance with their “capacity purchasing
agreement” with major network carriers, regiona carriers providetheir capacity as part of mgor network carrier’ sflight
network operations. In thistype of agreement, mgor network carriers are usualy responsible for flight schedules, fare
pricing, reservation and ticket sdles and also pay predetermined expenses to regiond carriers. (In this sense, the
agreement is“risk freg” for regiona carriers.)

This andyss covers 11 airlines that provide data on their flight operations and earnings (i.e, AirWisconsin, Atlantic
Coast, Horizon, Mesaba, Pinnacle, American Eagle, Allantic Southwest, Executive, Trans State, SkyWest and
ExpressJet). With regard to regiona carriers, the report uses data based on the entire market, unless otherwise indicated.
"Inthe U.S. domestic market, regional carriersflew 8,067 regiond jet flights aday in 2004, which represents 2.7 times
asmany asthosein 2000 (2,987 regiond jet flights). (Source: OAG Schedule Tapes and Innovata).
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2. Changesin Capacity

?

Key Paints

The capacity of the U.S. aviation industry consistently decreased after 2000, but improved in 2004, ailmost
returning to the peak level of 2000.

In responsetotherecent upward trend in air travel demand, major network carriersstarted restoring ther
trangport capacity and significantly expanded their capacity in the Latin American market.

Low-cost carriers have consigtently increased their capacity, accounting for about aquarter of the entire
domestic market. The increase in low-cost carriers capacity compensated for the decrease in mgjor
network carriers capacity snce 2001.

Regional carriershave been sgnificantly expanding their capacity since 2002, when major netwak carriers
relaxed their Labor Scope Redtriction, which allowed regional carrierstoincreaseregional jet flights.

(1) U.S. Aviation Industry asaWhole

In 2004, available seat miles (ASMS) increasal to 940.1 hillion seat miles for the market asawhole (up 8.1% from
2003), increasing for the first time since 2001. ASMs decreased only 1.8% from their pesk in 2000 and have now
amost returned to the 2000 leve.

The domestic market showsasimilar trend to that of the marketasawhole. In 2004, ASMsregistered 712.8 hillion
ASMs (up 7.0% from 2003, increasing for thefirst time since 2001. Thisfigureisonly 0.4% lessthanthepeak in
2000, showing almost full recovery tothe 2000 levd.

IN2004, theinternational markets accounted for 227.4 billion ASMs (up 11.9% from 2003), increasing for the first
time since 2001. However, thisfigure has decreased 6.1% since 2000, fdling short of the 2000 pesk.

(2) Major Network Carriers

In 2004, mgor network carriers accounted for 674.4 billion ASMs in the market as awhole (up 6.1% from 2003,
increasing for the first time since 2001, but ill 8.5% down from the 2000 level. Given that RPMs have decreased
3.7% since 2000, capacity has beenrecovering a adower pacethan therecovery inair travel demand. However, it
should be noted that mgor network carriers have increased flight operatiors with regiond carriers over the same
period.

The domestic market shows a similar trend to that of the entire market. In 2004, ASMSs registered 456.0 billion
ASMs (up 3.6% from 2003, showing an upward trend for the first time since 2001. However, thisfigure is down
10.0% from the peak in 2000. Given that RPMs have decreased 5.0% since 2000, capacity has recovered da
dower pacethan air travel demand.

In 2004, theinternational marketsgrew significantly to 218.4 billion ASMs (up 11.9% from 2003), for thefirgt time
since 2001. However, this figure has decreased 5.1% from the peak in 2000. As RPMs have decreased 1.0%since
2000, capecity has not recovered proportionately, as much as air travel demand hes. Looking et the ASM s change
rate for each market from 2000 to 2004, the Atlantic market decreased by 4.4%, while the Latin American market
increased by 10.2% and the Pecific market decreased by 16.2%. This suggests that mgjor network carriers have
significantly expanded their capacity in the Latin American market in responsetoan increasein air travel demand.
In 2004, the load factor stood at 77.0% in the entire market (up 2.1 points from 2003), hitting new record highs
since 1995. However, the bresk-even load factor in 2004 registered a rather high vaue of 90.8% (up 0.7 points
from the previous year) dueto stagnant yields and insufficient cost reductions.

The load factor sbod a 75.9% in the domestic market (up 1.9 points from the previous year) and 79.5% in the
international markets (up 2.5% from the previous year), hitting new record highs since 1995. The brealeven load
factor registered a remarkably high value at 91.5% in the domestic market (up 2.4 points from the previous yesar)
and 88.7% in the internationa markets (down 3.6 points on ayear-to-year basis).




(3) Low-Cost Carriers

ASMs for low-cost carriers have steadlily increased, while those of mgor network carriers have steadily decreased.
In 2004, low-cost carriers increasedtheir ASMsby 11.4% from 2003, to 169.1 billion ASMs. Asaresult, low-cost
carriers expanded their share in the domestic market from 17.3% in 2000 to 24.9% in 2004. Low-cost carriers
expanded their ASMs by 57.2 billionsince 2000, which is greater than the reduction in ASMs (50.8 billion ASMs)
for major network carriers during the same period. This means that the capacity reduction for maor network
carriershasbeentotaly offset by low-cost carriers.

The load factor increased to 73.3%, up 1.8 points from the previous year. On the other hand, the break-even load
factor stood a 76.7%, which is 14.8 points lower than that of mgor network carriers (in the domestic market), but
up 6.0 pointsfrom the previousyear. Thisisbecause of lower yieldsand higher unit costs resulting from higher fuel
costs.

(4) Regional Carriers
Regiona carriers have aso been consistently increasing their ASMs. In 2004, regiond carriers increased their
ASMs by 25.5% from 2003to 550 hillion ASMs. Asaresult, they expanded their share of capacity in the domestic
market from 4.2% in 2000 to 8.1% in 2004.
Regiond carriers have recently been expanding their capacity because major network carriers have increased the
number of flight operations with regiond carriers. In particular, regiond carriershave significantly expanded their
capacity by 25-30% a year since 2002% when they were alowed to increase their number of regiond jet flights
following the relaxation of Labor Scope Redtrictions (i.., the agreement with thepilots' 1abor unionswhich restricts
affiliated regiond carriers jet plane ownership, aiming to protect theworking conditions of pilots).
The load factor increased 1.6 points from 2003 to 69.2%. The bresk-even load factor stands at 65.0%, which
represents a very low level (26.5 points lower than that of the network carriers in the domestic market and 11.7
points lower than that of the low-cost carriers). The break-even |oad factor incressed 4.6 points from the previous
year because cost reductions could not compensate for loweryields.

8 “\What Happens To Regionals Costs When Growth Stops?’, Aviation Daily (January 5, 2005)
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3. Changesin Revenuesand Costs
(1) Revenues

? KeyPoints
In 2004, total operating revenues of the major network carriers increased, helped by the recovery in air
travel demand. However, unit operating revenues decr eased because of expanded capacity.
The main factors behind the stagnant yields in the domestic markets are: 1) the expansion of flight
networks and improvement in services by low-cost carriers; 2) the shift of business passengersaway from
themajor network carriers, whose yield management practices meant extraordinarily high faresfor them;
and 3) widespread use of the Internet to search for fares, leading to increased transparency and overall
difficultiesfor thecarriersto adopt thehigh fare-setting strategies.
In the international market, total revenues and unit revenues have both recovered to their peak levels of
2000, while yiedds are also showing a trend towards recovery. As magjor network carriersare facing amost
no competition with lowcogt carriersin the international markets, they are able to set more profitable
fares, inresponsetoincreased air travel demand, than they can in the domestic market.
Loncost carriers total operating revenues increased, heped by expanded demand, although unit
operating revenues remained low, affected by dgnificant capacty enhancement. Lowcost carriers also
experienced duggish yieldsdueto incr eased competition.
Regional carriers also enjoyed an increase in total operating rewenues, due to expanded demand, but they
dill experienced a decrease in unit operating revenues, brought about by a significant increasein capacity.
Astheir flight routes are the so-called “ spoke’ routes of the major network carriers and involve reatively
short distances with less competition, yiddsfor regional carriersstand at a high level, but currently show a
downward trend dueto intense competition.

1) Major Network Carriers
TheMarketasaWhole

Operating revenues’ congstently decreased after pesking in 2000, but started to show an upward trend in 2003,
helped by arecovery in air travel demand. In 2004, totd revenues grew to $64.2 billion (up 5.4% from 2003), but
unit revenues decreased dightly to 9.52 cents (down 0.07 cents from 2003) because operating revenues grew &t a
dower pace than capacity expansion. Operating revenue remains low, down 16.5% on atotal basis and down by
0.91 centson aunit basis, compared with 2000 levels.
In 2004, operating revenues, including transport -reated revenues, stood a $76.2 hillion (up 11.5% from 2003),
decreasing 7.2% from the pesk in 2000. The transport rel ated revenues accounted for alarger percentage of overdl
operating revenues, up from 10.7% in 2003 to 15.7% in 2004. Revenues from flight operations with regiona
cariersin the domestic market have congtituted alarger percentage of overall operating revenues.
Yields fdl consstently after peaking in 2000 and, athough they showed a dight increase in 2003, yields again fell
t011.22 centsin 2004, down 0.19 centsfrom the previous year. They remain stagnant, till failing to recover 12.75
centsin 1999, when RPMswere at almost the samelevel.

Domegtic Market
Operating revenues fell consstently after peaking in 2000, but started to show an upward trend in 2003. In 2004,
total operating revenues again decreased to $43.8 hillion (down 1.1% from 2003), while unit operating revenues
also decreasad to 9.61 cents, down 0.45 cents from 2003. Compared with their 2000 levels, operating revenues

°The mgjor network carriers flight operations with regional carriers are not included in ASMs, but the mgjor network
carriers mugt report them separately from 2003 onward when they calculate operating revenues and operaing costs.
This corresponds to the trangport-related revenues and expenses used for accounting purposes. Unless otherwise
indicated, transport +elated revenues and expenses are excluded in order to ensure coherency with the unit-based data.
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shrank 22.0% on atotal basisand decreased by 1.47centson aunit basis.

Operating revenues, including transport -related revenues, stood a $53.9 billion (up 7.7% from 2003), but 10.3%
down from 2000. The transport-related revenues account for alarger peicentage of overal operating revenues, up
from 11.6%in 2003 t0 18.8% in 2004.

Yields fdl consstently after pesking in 2000 and remained congtant from 2002 through to 2003. However, they
again fell to 11.62 centsin 2004 (down 0.54 cents from 2003). They remained stagnant, il failing to recover from
14.07 centsin 1998, when RPMswere at almost the samelevel.

Yields have decreased in the domestic market mainly due to three factors 1) low-cost carriers occupy dmost a
quarter of the domestic market shere and serioudly compete with the magjor network carriersin 70% of the top 5,000
domestic markets (see Section |1 below) -their presence is large enough to provide inexpensive flight options for
arline passengers, 2) business passengers have shifted away from the major network carriers because their
excessive yidd management policies have imposed significantly higher fares on business passengers with highly
inflexible schedules; and 3) since the growing popularity of web-based fare searching hasincreased transparency in
thefare structure, the mgjor network carriers have had to give up their fare-setting practices that were excessively
dependent on passengers buying expensive flight fares. To address these problems, US Airways and Delta
introduced a new, simplified fare system in 2004 and other carriers are now aso taking similar actions. For this
reason, yields are expected toremain low in the foreseegble future (see Section 111).

International Markets
Operating revenues consistently fell after peaking in 2000, but started to show an upward trend in 2004. Total
operating revenues sbod a $20.4billion (up 22.6% from 2003), while unit revenues have aso shown asignificant
rise t09.35 cents, up 0.82 centsfrom 2003. Asaresult, total operating revenues almost recovered to their 2000 leve.
Unit revenues exceeded the 2000 levd by 0.35%.
Yiddsadso fdl consigtently since 2000, but started to show an upward trend in 2003, increasing to 10.43 centsin
2004 (up 0.62 cents from 2003). Unlike the domestic market, the yidd starts a recovery trend in the international
markets. Asthe maor network carriers face amost no competition from low-cost carriers in the international
markets, they are able to set more profitable fares, in response to increased demand, differing fromthe domestic
market.
In the international markets, the trend in transport-related revenues requires close atention. In 2004, transport-
related revenues stood at $1.8 hillion, covering only 8.1% of overal operating revenues, but this increased by
16.8% from 2003. This is because the number of flight operatiors with regiond carriers in the Latin American
market has also increased™.

2)LowCost Carriers

In 2004, operating revenues registered $13.6 billion on anomina basis (up 11.8% from 2003) and 8.07 centson a
unit basis (up 0.03 cents from 2003). An increase in total revenues has increased low cost carrier’'s share in the
domestic market from 12.5% in 2000to 17.2% in 2004.

Yiddsfdl consgently after pesking in 2000, and further decreased to 10.20 cents in 2004 (down 0.43 cents from
2003). In addition to the mgor network carriers, low-cost carriers are dso facing intense competition from other
carriers, including rival low-cost carriers. For this reason, low-cost carriers have no choice but to keep their fares
low.

0 For example, Continental sends flights to 26 citiesin Mexico and 2 dties in the Caribbean region as part of its flight
operations contract with Expresslet. (As of December 31, 2004)
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3) Regional Carriers
In 2004, total operating revenues for regiona carriers increased to $8.5 hillion, up 14.5% from 2003, while unit
operating revenues decreased to 15.46 cents (down 1.48 cents from 2003) dueto asignificant increasein ASMs (up
25.5% from 2003).
Yields have been faling since 2000 and dropped further to 21.91 centsin 2004, down290 cents from 2003.
In 2004, yiddsfor regiond carriers stood at 21.91 cents, higher than the figure of 11.62 cents for mgor network
carriers (in the domestic market) and higher than the 10.20 cents value for low-cost carriers. In most cases, regiona
carriers operate the so-called “ spoke”’ routes that connect major network carriers’ hub airportswith smdler cities. In
the spoke route market, regiona carriers enjoy higher yields because they are facing less intense competition than
on the mainline routes that connect major cities. Major network carriers entrust regional carriers with spoke route
flight operations because mgjor network carriers would incur higher codts in terms of pilots wages, arcraft
maintenance, and pilot training if they actually provided spoke route flight servicesby usingtheir own jet planes.
Regiond carriers are facing incressed competition from low-cogt carriers, now that low-cost cariers are
aggressively expanding into the spoke route market (see Section 11). As aresult, while the yields of the regional
carriers till remain high, they arelikely to decreasein the foreseeablefuture,
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(2) Codts

?

Key Points

Asmajor network carriers have been working on reducing labor costs and other expenses since 2002, thegap in
unit costs between them and the low-cost carriers has been shrinking dightly However, unit costsfor major
network carriersisgtill 1.36 timesas much as that of low-cost carriers, suggesting that their cost-cutting efforts
have not gone far enough. The fundamental cause of their failure to conduct sufficient cost reduction is the high
cost gructure inherent in the hub and spoke system adopted by major network carriers. The productivity of
major network carriersstandsat only 60% of low-cost carriers.

The major network carriers labor cost savings in 2004 were negated by the rapid rise in crude oil prices.

(However, they would gill have posted some deficits even if crude oil prices had not risen). Since they can nat be
sufficiently hedged againgt fue cogts, they will suffer significant adver seimpactsif fue costs stay high.

Low-cost carriers have successfully reduced their unit costs through intensified cost management. In 2004, higher

fuel costsincreased their wnit costs. However, aslow-cost carriers are better hedged againg price increases than
themajor network carriers, they successfully minimized the negativeimpacts of thefue cost hike.

Unit costs for regional carriers have been decreasing due to the significant expansion in capacity, but their unit
cogts stay high because they use smaller aircrafts. Their labor costs havedecreased on a unit bads, asthey have
hired many low-wage workersin order to facilitate rapid growth, but labor costsmight increaseif growth startsto
gagnatein thefuture.

1) Magjor Network Carriers

Total Operating Costs™

i) The Market asaWhole

Major Network carriers operating costs have increased sharply since the late 1990s. Unit costs far outpaced unit
revenues because mgor network carriers sgnificantly incressed wages in 2000 and 2001 when the economic
recession greatly reduced ar travel demand. Subsequently, each carrier sarted cost-cutting efforts to address both
the weaker demand resulting from the September 11 terrorist attacks and increased competition from low-cost
carriers. In 2003, labor costs decreased by $34 hillion (0.23 cents on a unit basis) as US Airways, American, and
United reached agreementswith their labor unionsabout drastic wage cuts.

IN 2004, total operating expensesincreased to $68. 7 hillion (up 5.1% from 2003) due to increased ASMs. However,
unit costsinched down to 10.19 cents (down 0.10 centsfrom 2003). Asthe wage cut agreements of American and
United brought about full-year positive impacts, labor costs decreased sharply to 0.44 cents on a unit basis.

However, the unit cogts only dropped dightly because a sharp rise in crude oil prices pushed up the unit fuel costs
by 0.48 cents, negating the positiveimpact fromlabor cost reductions.

Unit codts have decreased 0.69 cents from a peak in 2001, but still exceed the unit revenues (9.52 cents) by 0.67
cents. Major Network carriers<till need to makefurther cost-cutting efforts.

Total operating costs, including trangport related expenses, increased to $80.3 billion, up 9.8% from the previous
year. Transgport-related expenses comprised 14.4% of the overall operating costsin 2004, increasing from 10.6% in
2003. Flight operations with regiona carriers provided some revenues, but they also imposed a significant cost
burden on mgjor network carriers.

i) DomegticMar ket

In 2004, total operating costs increased to $48.5 hillion (up 1.7% from 2003) due to increased ASMss, but edged
down to 10.64 centson aunit basis (down 0.20 centsfrom 2003).
Since 2002, mgor network carriers costcutting efforts have dightly narrowed the gap in unit costs between

" seefootnote 9.
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themselves and low-cogt carriers. In 2004, the mgor network carriers could not be sufficiently hedged againgt any
sharp risein crude oil prices and suffered significant adverseimpacts from crude oil price hikes. However, aslabor
cost reductions in 2003 showed positive, full-year impacts, the gap in unit costs between thetwo carrier categories
has narrowed from 3.33 centsin 2003 to 2.81 cents in 2004

On the other hand, unit codts in 2004 il exceeded unit revenues (9.61 cents) by 1.03 cents, and were 1.36 times
higher than unit cogts for low-cost carriers. The mgjor network carriers till need to make further cost-cutting efforts.
Tota operating oods, including transport-related expenses, stood a $689 bhillion (up 8.4% from 2003). As
transport-related expenses ($10.4 billion) are larger than trangport -related revenues ($10.1 hillion), flight operations
with regiond carriersin the domestic market do not necessarily improve earnings, when looking at their balance of
paymentsin accordance with their capacity purchasing agreements.

iii) International Markets
Total operating costs increased to $20.2 hillion in 2004 (up 14.4% from 2003), while unit costs aso rose to 9.25
cents (up 0.20 centsfrom 2003).
Tota operating costs, induding trangport -rel ated expenses, sood a $21.4 billion (up 13.9% from 2003). In 2004,
thetransport -related expenses ($1.2 billion) were less than the transport -rel ated revenues ($1.8 billion).

Operating Cogs, Broken Down by Category
i) Labor Costs

Labor is the single largest expense (gpproximately 32.8 percent of total operating costs in 2004). As labor cost
reductions of American and United showed postive, full-year impactsin 2004, total labor costs decreased to $263
billion (down $1.3 billion from 2003) and to 3.91 cents on a unit basis (down 0.44 cents from 2003). Compared
with their pesk in 2001, labor costs decreased sharply by $4.9 hillion ona nominal basisand by 0.52 centson aunit
basis. However, the unit labor costs for the mgjor network carriersdtill remained high, some 1.4 times (1.18 cents)
asmuch as that of low-cogt carriers (2.73 cents).

Due to a sharp rise in the cost of fuel and the necessity of further cost-cutting efforts, al magor network carriers
(except for American) have negotiated with their labor unions since the second half of 2004 in order to revise their
collective bargaining agreements. Asaresult, they successfully reduced labor costs by atota of $2.9 billion per year.
Significant labor cost reductions are expected in 2005.

ii) Fud Cods
Crude ail was $26 per barrd in 2001, but the price started going up in 2003 and surged to $41 per barrd in 2004.
This upward trend gtill continues in 2005, registering $53 as of April 2005. Asaresult, the price of jet fuel amost
doubled from 85.8 cents per gdlon in January 2001 to $1.70 in April 2005. For this reason, the unit fuel cosis in
2004 increased to 1.91 cents (up 0.48 cents from 2003), exceeding the savingsin labor costs (0.44 cents).
Assuming that the fudl unit price remained constant since 2003, we calculated the mgor network carriers fud hill
in 2004 using fud unit price and fud consumption data provided by mgor network carriers to SEC. According to
this calculaion, mgor network carriers could have reduced their fud bill by $3.84 hillion, making their actud fuel
cogtsin 2004 much smdler.
This figureis dmost equd to the increase in their fuel costs ($3.82 hillion) in 2004. According to our caculaions,
overdl operating cogts (including trangport -related expenses) would stand at $76.4 billion in 2004. Given that the
operating revenuesregistered $76.2 billion, mgor network carrierswould have posted much smaller deficitsif fuel
costshadnot increased.
As mgor network carriers could not be sufficiently hedged againgt such price rises, they were less successful in
reducing their fuel cost than low-cost carriers. As a result, the gap in fuel costs between these two air carrier
categories haswidened to 0.29 centson aunit basis.

iii) Digribution Costs
Digtribution costs (on a unit basis) have falen consistently since 2000, but edged up to 0.98 cents in 2004, up 0.01
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cents from 2003. Due to the expansion of ticket sales made viathe Intemnet, especidly via their own websites, and
the expansion of Etickets, digribution costs now congtitute asmaller percentage in terms of overal unit-based
cogts, down from 18.5%in 1995 to 8.3% in 2004.

On the other hand, thereis gtill awide gap in unit-based digtribution costs between mgor network carriers and low-
cost carriers, withthe costs of mgjor network carriers being 1.4 times (0.68 cents) higher.

2) Low-Cost Carriers
Total Operating Cogts

With intensive cost management, low-cost carriers have successfully kept their unit costs lower than their unit
revenues.
In 2004, a sharp rise in the price of fuel increasedthe unit cost to 7.83 cents, up 0.31 cents from 2003, but down
0.39 cents from the peak in 2000. Thisfigureislower than the unit cogts of the mgor network carriers (10.64 cents)
by 2.81 cents. The unit coss of mgor network carriers(in the domestic market) are 1.36 timesgregter than thoes of
low-cog cariers.
Total operating costs continued to increase due to the significant expansion of capacity, reaching $13.2 hillion in
2004 (up 16.0% from 2003).

Operating Cogs, Broken Down by Category
i) Labor Costs
Labor cogts on a unit basis further decreased to 2.73 cents in 2004, down 0.02 cents from 2003. Low-cost carriers’
unit labor costs have been kept significantly lower than thoseof mgor network carriers. While mgjor network
carriers have been working on labor cost reduction, low cost carriersstill spend only 60% of wha mgor carriersdo
on unit labor costs.

i) Fud Cods
Due to a recent surge in the price of crude ail, fud costson a unit basis started to incresse in 2003 and rose even
further to 1.62 centsin 2004, up 0.29 cents (21.8%) from 2003.
Fuel cogts for low-cogt carriersrose @ a much dower pace than for the network carriers (34.0%) because low-cost
cariers’ hedging strategy had a postive impact on fuel costs. Low-cost carriers were much better hedged, with
regard to fuel costs, than major network carriers. As Southwest and JetBlue were particularly well hedged, jet fuel
costs per gallon*for Southwest and JetBlue were only 70% and 89% of the average for major network carriers,
respectively.
In 2005, low-cost carriers are better hedged than major network carriers. If fuel costsremain high, thefue cost gap
between these two airline categorieswill surely expand on aunit basis.

iii) Digribution Costs
Low-cogt carriers put more emphasis on flight ticket sales and service via their own webstes. In 2004, unit-based
distribution costs decreased even further to 0.68 cents, down 0.05 cents from 2003.

3) Regional Carriers
Total Oper aing Costs
With an increase in available seatsand flight distances (due to the increased use of regiond jets), unit operaing
costs have continued to shrink since 2001. This figure decreased even further to 14.24 cents in 2004, down 0.75
centsfrom 2003.
Regiona carriersexperienced much higher unit operating coststhan low-cost carriers (7.83 cents) aswell as major
network carriers (10.64 cents inthe domestic market). Thisismainly becauseregiona carriers use smaler aircrafts.

12 See each cartier’ s 2004 Annua Report (FORM 10-K submitted to SEC).
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Operating Costsby Category

On aunit basis, labor costs decreased to 4.28 cents in 2004 (down 0.45 cents from 2003). This figure decreased
about 1 cent from 2002, immediately before regiona carriers greetly expanded their flight operations with mgjor
network carriers. Asregiona carriers have successfully hired many new pilotsat low Wagesl3 to support their rapid
expansion, their increase in labor costshas been smaller than theincreasein capacity. However, if their operational
growth dows, regiona carriers will experience a reduction in the number of new employees and a higher
percentage of elderly workers, which will result in an increase in unit labor codts,

With the recent surgein the price of crude oil, fuel costs continueto rise sharply. In 2004, the cost of fuel increased
to 2.69 cents, up 0.49 cents from 2003.

Unit Operating Costs
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Low-Cost _Carriers 723 766 757 751 762 821 809 766 751 7.83
Regional Carriers 1911 1873 1871 1882 18.05 18.60 19.16 1766 15.00 14.24

4) Factors Contributingto I nadequate Cost Reductionsby Major Network Carriers

As mgor network carriers’ hub and spoke system requires connecting flights, it leads to higher coststhan direct,
pointto-point flight operations for the following reasons: 1) the need to secure airport facilities (e.g., boarding
gates) and passenger/baggage handling personne for the smooth operation of connecting flights; 2) lower aircraft
utilization because of connections and 3) higher fuel consumption from taxiing during each takeoff and landing. In
addition, the hub and spoke system, compared with the single aircraft operation adopted by many low-cost carriers,
results in higher costs due to severa additiond factors: @) the necessity to provide adequate airport facilities and
personnel during peek hours at hub airports significantly lowers operationa efficiency and b) the need to operatea
varigty of arcraftsin line with market demand pushes up maintenance costsand pilot training expenses.

In addition, mgjor network carriers suffer from lower productivity, as there are gtill many workplace rules that
reduce productivity, such as restrictions on working hours for flight crews and on the type of work that can be
carried out by ground service personnel.

Assuming that the number of available seats per employee represents the carrier’ s productivity, the productivity of
the network carriersin 2004 stands at dightly lessthan 60% of that of |ow-cost carriers.

Bu\What HappensTo Regiorals Costs When Growth Stops?’ A viation Daily (January 5, 2005)
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4. Operating Profit and Loss

?

Key Points

Whilethey recorded a profit in 2000, since 2001, major network carriershave consstently posted deficits. In 2004,
they posted massive losses of $4.1 billion. They recorded losses of about $49 Hillion in the domegtic market due to
stagnant passenger revenues, insufficient cost-cutting efforts, and the imbalance between revenues and costs. On
the other hand, the major network carriers posted some $0.8 billion prdfit in the international markets, hdped by
increased operating revenues. Theseincludetrangport related revenues and expenses.

Sincethe September 11 terrorist attacks, major network carriershave been benefiting from atotal of $10.8 billion
in gover nment support, which has contributed t othesurvival of carriersthat suffered from afinancial criss.
Low-cost carriers have been posting operating profits. They reported decreased profitsin 2004, but ill returned
profits of about 9.4 billion. This is attributable to their successful cost-cutting effortsin responseto declining
revenue.

Regional carriers are posing sable profits, helped by joint flights with major network carriers. However, they
might face a dedline in earnings for the following reasons. harsher competition has been reducing their fare
income; major network carriers might review their capacity purchasng agreementsin order to reduce coss, and
sagnant growth will pose difficultiesin the hiring of new employeesand increase unit-based labor cods.

(1) Mgor Network Carriers
1) TheMarketasaWhole

TrendsinOperating Profits/L osses
Total operating profits ™ fell into deficit in 2001, after recording a profit of $2.6 billion in 2000. In 2002 and 2003,
these deficits decreased on a year-to-year basis but in 2004 the operating losses increased to $4.5 hillion, up 1.6%
from 2003. With increased ASMSs, operating revenues in 2004 increased (mainly in the international markets) by
$3.27 hillion from 2003, but operatingcosts aso incressed by $3.34 hillion due to asurge in fuel costs, exceeding
increases in operating revenues.
Since 2001, unit profits and losses have dso been in deficits after recording profits of 0.35 cents in 2000. In 2004,

¥ Represents the number of available seats divided by the number of employees,
5 Excludestrangport-related revenues and expenses.

17




the unit loss was reduced to 0.67 cents, down 0.03 cents from 2003, but mgjor network carriers are il failing to
post unit profits.

Including transport-related revenues and expenses, tota operating losses were $4.1 hillion in 2004 (down 14.9%
from 2003) because, as mentioned earlier, trangportrelated revenues exceeded trangport-related expenses.
Accumulated lossesfor the major network carriers registered $28.1 hillion since 2001, accounting for more than
40% of the $64.2 hillion operating revenues reported in 2004.

Impact of G overnment Assstance

Since the September 11, 2001 terrorist attacks, the U.S. government has been providing various assistance
programs for air carriers, such as direct cash infuson, government-provided war risk insurance program, an ar
carrier [oan guarantee program in accordance with the Air Trangportation Safety and System Stabilization Act, tax
refunds based on the Job Cregtion and Worker Assistance Act of 2002, and reimbursament of security expenses
legidated in the Emergency Wartime Supplemental Appropriations Act of 2003 Major retwork carriers, in
particular, have enjoyed significant benefits from these assistance programs. The U.S. government gill continued to
provide the federal loan guarantee program and wartime aviation insurance schemé® in 2004. Some air carriers
have also received tax refunds” in accordance with the Job Creation and Worker Assistance Act of 2002. Up until
2004, major network carriers benefit ed from a total of $10.8 billion in government assistance, which amountsto a
massive 38.4% of their accumulated losses since 2001. Without government assistance, air carriers would have
suffered atotal of $40 hillionin accumulated deficits.

According to our calculations, these government assi stance programs provided American with the largest benefits
($3.3hillion), followed by United ($2.5 billion), Delta ($1.9 billion) and US Airways ($1.2 billion). In March 2003,
US Airways received $1 hillion in loans, of which $900 million are guaranteed by the federa government. When
looking at individual carriers, American lost earningsto the brink of applying for bankruptcy protection in 2003;
United has been under bankruptcy protection since the end of 2002 and is gtill in the rehabilitation process, and
Delta was likdly to filefor bankruptcy protection in 2004 US Airwayshad been protected under the bankruptcy
law since August 2002, but this carrier once broke away from bankruptcy protection' by obtaining a loan
guarantee from thefederal government. In thisway, the federal government provided massive assistancein atimely
manner and played a significant andcritical rolein the survival of carriersthat wereindanger.

Egimated Benefits from Government Support Programsfrom 4Q 2001 to 2004 Year-End

(in &L million)
. Governmnet-
Direct Cash RengurseTnet Provided War Tax Refunds Total
Infusion OEx icnlég Sy Risk Insurance (Estimate) ota
P (Estimate)

American 694 383 470 1,760 3,307
Continental 361 179 206 0 746
Delta 636 402 457 450 1,945
Northwest 428 216 275 169 1,088
United 774 315 357 1.089 2535
U.S.Airways 307 222 226 407 1,162
Total 3,200 1717 1991 3.875 10,783

(Note) The data on direct cash infusion and reimbursement of security expenses represent actua payment data, while
other figures given are estimates.

18 The US government will provide these support programs until December 31, 2005. This deadline was extended

severd times.

Y Air carriers may gain tax refunds by carryback for 5 yearsif they suffer operating deficits from September 10, 2001 to

September 11, 2004.

18| n September 2004, US Airways filed for bankruptcy protection again.
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2) DomesticM ar ket

Total operating losses kept decreasing on ayear-to-year basis through 2002 and 2003, but grew to $4.7 hillion in
2004, up 37.9% from 2003. Thisis attributable to decreased operating revenues (down 0.5 hillion from 2003) and
increased operating expenses (up $0.8 hillion). Unit operating losses aso rose to 1.03 cents, up 0.26 cents from
2003. Tota operating loss, including transport-rel ated revenues and expenses, sbod a $4.9 billionin 2004.
Operating lossesin the domestic market were larger than that in market as awhole becausemgjor network carriers
failed to take adequate action on their revenues and expenses, while low-cost carriers' increasedtheir share of the
domestic market. Mgjor network carriers are experiencing adrop in passenger revenues for the following reasons:
1) low-cost carriers have expanded their flight networks and improved their services, 2) business passengers have
shifted away from the mgor network carriers because their excessive yield management imposes expensive fares
on these passengers; and 3) the trangparency of fares has increased due to the growing use of Internet-based fare
search engines. On the other hand, major network carriers have been reducing their labor costs significantly, but
such cost-savings have been completely negated by the sharp rise in the cost of fudl. Even if unit fuel costs had
stayed congtant after 2003, mgor network carriers would gill have posted some operating deficits. Without the
surgein fud cogts, they would have continued posting deficitsin 2004. Thisis chiefly attributable to the following
factors: 1) the mgor network carriers hub and spoke system incurs higher costs than the point-to-point flight
service becauseit requires connecting flightsand 2) powerful labor unions may limit improvementsin productivity
and prevent proper cost-cutting efforts.

3) International Markets
Major network carriers kept posting deficits after 2001, but enjoyed operating profits of $02 billion in 2004. They
a so posted 0.10 cents profit on aunit basis. Asmgjor network carriers are facing amost no competition from low-
cogt carriers in international markets, they are able to set more profitable fares, in response to increased demand,
than they can in the domestic market. As a result, operating revenues increased by $3.8 billion from 2003,
significantly exceeding theincrease in operating expenses ($2 5hillion). Tota operating profit, including transport-
related revenues and expenses, soodat $0.8 hillion in 2004.

(2 Low-Cod Carriers

Low-cogt carriers have posted operating profits every year while mgor network carriers experienced massive
operating losses. In 2004, operatingcosts increased dueto increased ASMs, but total operating profit still registered
$0.4 hillion.

On aunit bas's, revenues were hovering a alow level of around 8 cents, but low-cost carriers il returned unit
profits, helped by efforts & minimizing unit costs. Due to multi-year efforts to reduce unit costs since 2000, these
decreased to 7.51 centsin 2003. In 2004, the figure rose to 7.83 cents (up 0.31 centsfrom 2003) dueto higher fuel
costs, but unit costsremained lower than unit revenues of 8.07 cents (up dightly by 0.03 centsfrom 2003). Thisled
to aunit profit of 0.25 cents. Unlike mgor network carriers, low-cost carriers have been posting operating profits
because they have successfully reduced their costsin line with their revenuelevels.

(3) Regional Carriers
Except for 2001, regiona carriers have been posting operating profits every year since 2000, registering total
operating profits of $0.7 hillion in 2004. However, operating profit decreased by $.2 hillion in 2004 from the
previousyear, as operating revenues grew at ad ower pace than operating cods.
On aunit basis, regiond carriers continued posting a relatively large unit profit (1.22 cents) in 2004, while major
network carriers suffered a unit loss of 1.03 cents (in the domestic market) and even low-cogt cariers faced a
stagnant unit profit of 0.25 cents. Hights operations with the mgor network carriers are riskfree for regional
carriers because they receive afixed return regardless of actud flight revenues. In this regard, flight operations with
major network carriers provide astablerevenue sourcefor regiona carriers.
Asfor the trends in unit revenues and unit aosts since 2002, regiond carriers successfully reduced their unit costs
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fester than decreases in unit revenues experienced in 2002 and 2003. However, in 2004 unit revenue decressed by
1.48 centsfrom the previous year and this could not be covered by the unit cost reduction. Asaresult, unit profit fell
sharply (down 0.73 centsfrom 2003).

This decline in earnings could be the following reasons; on the revenue side, low-cost carriers have aggressively
commenced flight operations on the same routes as the regiond carriers. This increases competition and reduces
fare income for regiond carriers. In addition, the mgor network carriers are likely to review their capacity
purchasing agreements in order to further reduce their costs. On the cost side, possible stagnant growth in regiona
carrierswill makeit harder to hire new employees and increase unit-based labor costs.

Unit Operating Profit (Loss

Cents
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I1. Expangon of Low-Cogt Carriers

This section examinesthe rise of low-cost carriersand theimpact this has had on mgor network carriers, Tothisend,
the section categorizes the top 5,000 U.S. markets according to stage length, market size and route type and andyzes
various indicators such asthe number of markets, O& D passengers, average fares, and passenger revenue for the 2000-
2004 period™.

1. Analyssby Stage L ength Category

?Key Paints
(Number of markets)
As the number of markets for low-cogt carriers hasincreased by more than 20% , low-cost carriers are
competing in 70% of themarketswherethe major network carriers provideflight services.
The major network carriers have increased their numbers of direct flights in response to aggressive market
entry by thelow-cost carriers.
(Air travel demand)
In addition to medium-range markets, air travel demand for low-cost carriers has significantly expanded in
long-digance flight mar ketswher ethe major network carriershavetraditionally enjoyed a competitive edge.
(Averagefares)
In all flight distance categories, major network carrier shave set higher faresthan low-cost carriers.
In general, there has been a tendency for the aver age fare to fall. Particularly in the medium-distanceflight
mar kets, the aver agefar e hasfall en shar ply dueto increased competition between two air carrier groups.
(Passenger revenue)
Lowcogt carriers have increased their passenger revenue in all flight disgance categories. They are
experiencing a dgnificant increase in passenger revenue, epecially in the medium-+todong distance flight
mar kets.
On the other hand, major network carriers have experienced a decline in passenger revenue in all flight
distance categories. They have experienced a sgnificant drop in passenger revenue in medium-to-long
distanceflight marketswherelow-cost carriershave put most emphasison market entry.

() Number of Markets
Low-cogt carriers are competing with mgor network carriersin dmogt al markets where the former provide flight
sarvices. The number of markets for low-cost carriers has increased from 2,826 to 3,456. Low-cost carriers and
major network carriers are competing with each other in 70% of al marketsin 2004, compared with 57% in 2000.
Passenger revenue for major network carriers primarily comes from the three stage length categories(i.e., 500-999
miles, 1,000-1,999 miles, and 2,000+ miles). In these three markets, the percentage of competing markets has
increased significantly from 49% to 63%, 69% to 83%, and 79% to 94%, respectively.
Thetotal number of markets remains amost constant for mgjor network carriers, but they now provide direct flights
in 1,713 markets, a sgnificant increase of 89 markets from the previous total of 1,624. This indicates that major
network carriers are expanding their direct flight services to counter the aggressive market entry practices of low-
cost carriers. Except for the 0-249 male category and the 250-499 mile category, direct flights have significantly
increased in dl middle-to-long stage length markets where the low-cost carriers have put most emphasis on market
entry (up by 123 markets).

9 For moreinformation on market category definitiors and datasources, see Reference 1.
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Number of Marketsby Stage Length Category (2000 vs. 2004)

Stage_Length Averagefli_ght Totd Major r}etwork Low-cost carriers Number of competi ng markets
(miles) digtance(miles) number cariers (share of competing markets: %)
0-249 1867 189 21 253? 245 52? 6 48 19% ? 583 2%
230? 215 35?7 4
250-499 370? 370 748 740? 731 2867 344 285 3% ? 335 46%
461? 7442 143? 156
500-999 752? 757 1,646 1,627? 1,627 808 ? 1,039 801 4% 2 1,036 64%
5247 611 1727 222
1,000-1,999 1,384? 1,382 1,564 15567 1,559 10847 1301 1080 6% ? 129 8%
307? 334 121? 179
2,000+ 2,499? 2,502 751 750 ? 751 596? 707 595 7% ? 707 94%
102? 111 25? &6
Totd 5,000 49267 4,913 28267 34% 2809 57% ? 3430 T70%
1,624? 1,713 4967 664

(Notes) 1. Thenumber of total marketsas of 2004.

2. In the columns for network carriers and low-cost carriers, the upper portion shows the tota number of
marketswhilethe lower portion showsthe number of direct flight markets.

(2) Air travd demand(O& D Passengers)

Air travel demand serviced by low-cost carriers has increased sharply in the 500-999 mile category (up by 8.77
million passengers, or an incresse by 35%). In addition, demand for low-cost carriers has aso dramatically
increased by 83% in the 1,000-1,999 mile category (up by 15.13 million passengers) and 106% in the 2,000+ mile
category (up by 6.03 million passengers). Thisdemonstrates that demand for low-cost carriers hasincreased sharply
inthelong -distance flight markets where mgjor network carriershavetraditionally had acompetitiveedge.

The mgjor network carriers have aso expanded their long-distance transport capacity in response to the growth of

low-cost carriers. While overdl air travel demand decreased by 7%, they experienced agrowth in demandof 4 %in
the 1,000- 1,999 milecategory and 5% in the 2,000+ mile category.

Major network carriers have traditionally enjoyed significant market share in the middle-to-long distance markets.

However, aslow-cost carriersrapidly expanded their sharein these markets, the share of mgjor network carriers has
decreased sharply from 67% to 62% in the 500-999 mile category, from 72% to 67% in the 1,000-1,999 mile
category, and from 77% to 71% in the 2000+ mile category. On the other hand, the low-cost carriers’ share has
expanded significantly in these three markets: from 21% to 28%, 18% to 29%, and 12% to 22%, respectively.
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0&D Passengers (mil) by Carrier Type
450 1
400 o
350
300 -
250 4 ——
200 1
150 A
100 —
] g E
0 T T T T T T T T T
00 04 00 04 00 04 00 04
Network Lcc Other Total
[2 0000 - 0249 B 0250 - 0499 00500 - 0999 01000 - 1999 82000 4]
Network Lcc Other Total
2000 2004  Change 2000 2004  Change 2000 2004  Change 2000 2004  Change
0000 - 0249 12.32 8.11 -34% 8.75 7.84 -10% 13.97 9.35 -33% 35.03 2530 -28%
0250 - 0499 38.78 2830 -27% 32.24 34.96 8% 7.33 6.12 -17% 78.35 69.38  -11%
0500 - 0999 81.59 75.35 -8% 25.10 33.87 35% 14.24 11.68 -18% 120.92 120.89 0%
1000 - 1999 74.38 77.17 4% 18.29 33.42 83% 10.75 4.05 -62% 103.41 114.64 11%
2000 + 36.29 38.05 5% 5.67 11.70 106% 4.95 3.66 -26% 46.91 53.42  14%
Total 243.35 226.97 -7% 90.05 121.79 35% 51.24 34.86 -32% 384.63 383.62 0%
2000 2004 2000 2004 2000 2004 2000 2004
0000 - 0249 5% 4% 10% 6% 27% 27% 9% 7%
0250 - 0499 16% 12% 36% 29% 14% 18% 20% 18%
0500 - 0999 34% 33% 28% 28% 28% 33% 31% 32%
1000 - 1999 31% 34% 20% 27% 21% 12% 27% 30%
2000 + 15% 17% 6% 10% 10% 10% 12% 14%
0&D Pssengers (mil) by Stage Length
140 7
120 1 [
100
80 — —
60 1
40 1 —
201
0 T T T T T T T T T T T T T
0. 24904 29 - 2004 88 - 9094 1030 - 19994 0f00+94
O Network BLcc OOther
Stage Lenght mile 0-249 250-499 500-999 1000 - 1999 2000+
2000 2004 Change 2000 2004  Change 2000 2004  Change 2000 2004  Change 2000 2004  Change
Network 12.32 8.11 -34% 38.78 2830 -27% 81.59 75.35 -8% 74.38 7717 4% 36.29 38.05 5%
Lce 875 7.84 -10% 32.24 3496 8% 25.10 33.87 35% 18.29 33.42 83% 5.67 11.70 106%
Other 13.97 9.35 -33% 733 6.12 -17% 14.24 11.68 -18% 10.75 -62% 4.95 366 -26%
Total 35.03 2530 -28% 78.35 6938 -11% 120.92 120.89 0% 10341 11464 11% 46.91 53.42 14%
Stage Length (mile) 0-249 250 -499 500-999 1000 - 1999 2000+
2000 2004 2000 2004 2000 2004 2000 2004 2000 2004
Network 35% 32% 49% 41% 67% 62% 72% 67% 7% 71%
Lce 25% 31% 41% 50% 21% 28% 18% 29% 12% 22%
Other 40% 37% 9% P 12% 10% 10% &% 11% ™%
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(3) AverageFares
The mgjor network carriers set higher faresthan low-cost carriersin al stage length categories. In 2004, the average
fare of mgor network carriers was dmost twice that of low-cogt carriersin the short -digance markets (the 0-249
mile and the 250-499 mile ranges), but only 30-40% higher in the very competitive middle-to-long distance
marketswherelow-cost carriers aggressively aimed at market entry. In these highly competitive markets, the gapin
average fares between thesetwo air carrier groupsisnarrowing.
From 2000 to 2004, the average fare rose dightly for both mgor network carriers and low-cost carriersin the short-
distance markets, but sharply fdl in the middle-to-long distanc e markets. Over the same period, the average fare of
magjor network carriers decreased by 11.3% in the 500999 mile category, 18.1% in the 1,000-1,999 mile category,
and 26.7% in the 2,000+ miles category. The rate at which the fare dropped rose as the flight distance increasal.
The average fare of the low-cogt carriers dso fel, by 2.9%, 14.8% and 19.4%, respectively in the aforementioned
distance categories. The average fare for low-cost carriers has been fdling a a dower pace than that of mgor
network carriers, but shows asimilar downward trend. This downward trend of the averagefare inthe middle-to-
long distance markets could be attributableto the increased competition between thetwo air carrier groups.
When calculaing the average fare per mile (yield) based on average stage length data (as of 2004), both low-cost
cariers and mgor network carriers register larger yields as the flight distance decreases. The 2,000+ mile category
registersthe lowest yield, whilethe 0-249 mile category returns the highest yields. For low-cogt carriers, the highest
yield (33.9 cents) is 6.1 times asmuch as the lowest yidd (5.6 cents), while for mgor network carriers the highest
(65.6 cents) is 8.6 times asmuch asthe lowest (7.6 cents), showing awider yield gap for the mgjor network carriers
between different sage length categories. In the 0-249 mile category, mgor network carriers face the lesst
competition from low-cost carriers, implying that mgor network carriers set higher fares in less competitive
markets.
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(4) Passenger Revenue

Low-cost carriers increased their passenger revenue in al gage length groups except for the 0-249 mile category,
where weaker demand reduced passenger revenues. T he middle-to-long distance markets, whereair travel demand
is highest, have shown the largest increase in passenger revenue. Passenger revenue has increased by $790 million
(up 30%) for the 500-999 mile category, $1.38 hillion (up 56%) for the 1,000 1,999 mile category, and $660
million (up 67%) for the 2,000+ mile category.

The mgor network carriers have experienced a reduction in passenger revenuein al stage length categories. They
registered a sharp drop in revenue (down $2.37 billion) in the 500999 mile category . In addition, as the average
fare has been fdling significantly in the long-distance markets (the 1,000-1,999 mile category and the 2,000+ mile
category), passenger revenue for major network carriers dropped sharply by $2.14 billion and $2.17 billion in these
two markets despite increased air travel demand. The middle-to4ong distance markets have been the major revenue
source for mgor network carriers but the rapid growth of low-cost carriers in these markets has had a serious
impact on their passenger revenue. Especidly in long-distance markets, stronger air travel demand has not led to
increased revenues, mainly due to lower fares. This has had a significant negative impact on the profitability of
major network carriers.

Passenger Revenue (bil) by Carrier Type
70 7
60 1 _
50 1
40
30 1 ] —
20 1
10 A E —
0 T T T T T T E T T T T T 1
0 04 00 04 00, 04 00. 04
Retwork Lcc Other Total
||:| 0000 - 0249 B0250 - 0499 00500 - 0999 01000 - 1999 82000 +|
Network Lcc Other Total
2004  Change 2000 2004  Change 2000 2004  Change 2000 2004  Change
0000 - 0249 152 1.00  -34% 055 050  -10% 0.83 0.66  -20% 2.90 216 -25%
0250 - 0499 527 402 -24% 220 246 12% 0.81 066 -19% 8.28 714 -14%
0500 - 0999 1297 1060 -18% 265 344 30% 1.86 138 -26% 17.48 1542 -12%
1000 - 1999 1401 1187 -15% 247 385 56% 1.62 054 -67% 18.09  16.26 -10%
2000 + 935 718 23% 0.99 165 67% 0.93 075  -19% 11.27 959  -15%
Total 4311 3468 -20% 8.86 11.90 34% 6.04 3.98  -34% 58.02 5057 -13%
Network Lcc Other Total
2000 2004 2000 2004 2000 2004 2000 2004
0000 - 0249 2% 3% 6% % 14% 17% 5% %
0250 - 0499 12% 12% 25% 21% 13% 17% 1% 14%
0500 - 0999 30% 31% 30% 29% 31% 35% % 30%
1000 - 1999 32% 34% 28% 32% 27% 13% 31% 32%
2000 + 22% 21% 11% 14% 15% 19% 19% 19%
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Passenger Revenue (bil) by Stage Length
20 1
18 1
16 1 I —]
14 1 1 .
121 —
10 1
8
61
4 1
2 ﬁ E
0 T T T T T T T
0924904 £9 - 4004 2 - 9994 1008 - 19964 g0+ 04
[ENetwork OLcc Oother]
Stage Length (mile) - 250499 i
2000 2004  Change 2000 2004 2000 2004 2000 2004  Change 2000 2004  Change
Network 152 100 -34% 5.27 402 -24% 1297 10.60 -18% 1401 1187 -15% 935 718 -23%
Lce 055 050 -10% 220 246 12% 265 3.44  30% 247 385 56% 0.99 165 67%
Other 0.83 066 -20% 0.81 066 -19% 1.86 138 -26% 162 054 67% 0.93 075  -19%
Total 2.90 216 -25% 8.28 714 -14% 1748 1542 -12% 1809 1626 -10% 1127 959 -15%
Stage Length (mile) 0-249 250 - 499 500 - 999 1000 - 1999 2000+
2000 2004 2000 2004 2000 2004 2000 2004 2000 2004
Network 52%  46% 64% 56% 74% 69% 7% 73% 83% 75%
Lcc 19% 23% 27% 34% 15% 22% 14% 24% 9% 17%
Other 29%  31% 10% % 1% 9% 9% 3% 8% 8%
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2. Analyssby Market Size

?Key Points

(Number of markets)
The number of markets for low-cost carriershasbeen increasingin all market sizes except for the 840,000+
passenger s mar ket.
On the other hand, major network carriers have significantly increased their direct flights in the 0-17,999
passengers market and the 18,000-84,999 passenger s mar ket where low-cost carriers pursuedan aggressve
market entry strategy.

(Air trave demand)
Demand for low-cost carriers hasexpanded in all market szes, except for the 840,000+ passengers market.
Lowcogt carriers enjoy significant demand growth in the three core markets (18,000-840,000 passenger )
which provide the major income source for both major network and low-cost carriers. They are also
increasingtheir air trave demand in low-density markets (lessthan 18,000 passengers).
On theother hand, major network carriers have been experiencing reduced demand in all market sizes except
for thelowdensity marketswith lessthan 18,000 passengers. They face a sharp fall in demand in high-density
markets, leading to a greater dependency on low-density markets.

(Averagefares)
In all market szes, major network carriersset their fares40% -80% higher than low-cost carriers.
Fares have fallen for both major network and lowcost carriers, but major network carriers fares have been
falling faster than those of lowcost carriers.

(Passenger revenue)
Low-codt carriersenjoy increased passenger revenuein all market sizes.
In contrast, major network carriers have experienced reduced passenger revenuein all market sizes other
than low-densty markets. Despite a greater dependency on these markets, the major network carriers have
not yet experienced a significant increasein revenuefrom low-density markets.

(1) Number of Markets

The number of markets for low-cost carriers has been increasing in dl market sizes except for the 840,000+
passengers market. They have been especidly active in entering the markets with less than 18,000 passengers (up
by 353 markets) and 18,000 84,999 passengers markets (up by 225 markets) where mgjor network carriers operate
inagreat number of markets. Asaresult, the percentage of competing markets has been getting higher in al market
szes, except for the 840,000+ passengers market.

The totad number of markets for major network carriers has remained amost constant across every market size.
However, mgor network carriers have significantly increased the number of direct flights in the 0-17,999
passengers markets (up by 70 markets) and the 18,000-84,999 passengers markets (up by 54 markets) where low-
cogt carriers pursued an aggressive market entry strategy. This suggests that they have enhanced their direct flight
operatiors in responseto aggressive market entry by low -cost carriers.
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Number of Marketsby Market Size (2000vs.2004)

Maketsize | Averageflight | Totd M gor network Low-cost Number of competing markets
(passengerslyear) | distance (miles) | number cariers cariers (Wﬁ?ﬁg‘;&gpﬁl ng
0-17,999 1,218? 1,309 199 1,961? 1,962 8097 1,162 798 41% ? 1155 59%%
201? 271 8?7 %6

18,000-84,999 1,111? 1,187 1964 1,936? 1,935 1,164? 1,389 1161 60% ? 1,386 72%
6807 734 102? 161

85,000-289,999 1,056? 1,110 748 740? 731 600? 643 597 81% ? 631 86%
503? 488 207? 274

290,000-839,999 934? 984 247 247?245 27? 227 217 88% ? 225 92%
2007 184 1457 168

840,000+ 802? 856 42 42? 40 36? B 36 86% ? 33 8%
40? B 24?7 5

Tota 5,000 4,926? 4,913 2,826? 3,456 2809 57% ? 3430 70%

1,624? 1,713 4967? 664

(Notes) 1. Dataontotd marketsasof 2004.

2. Inthe columnsfor major network carriers and low-cost carriers, the upper portion shows the total number of
marketswhilethelower portion showsthe number of direct flight markets.

(2) Air travd demand(O& D passengers)

Demand for low-cost carriershas been increasing in dl market sizes, except for marketswith 840,000+ passengers.

Low-cost carriershave enjoy ed significant demand growth in three core market sizes, 290,000-839,999 passengers,

85,000-289,999 passengers, and 18,000-84,999 passengers markets. In these three core market Szes, low-cost
cariers have increased their number of passengers by 10.08 million (up 28%), 8.89 million (up 31%) and 800
million (up 66%), respectively. They dso have expanded their passenger base by 4.93 million passengers (up
283%) in those markets with less than 18,000 passengers. The passengers in these smallersized markets now

account for a larger percentage of overall passengers, an increase from 2% to 5%. This suggests that they have

expanded flight servicesn ot only in high-density but aso in low-density markets.

Demand for mgor network carriers has remained constant or has decreased in dl market sizes, except for those
with less than 18,000 passengers. They faced a sharp drop in demand in high-density markets, losing 6.12 million
passengersin the 840,000+ passengers (down 21%), 9.82 million passengers in the 290,000-839,999 passengers
(down 14%), and 4.19 million passengersin the 85,000 289,999 passengers markets (down 6%). Ontheother hand,
they have enjoyed considerable demand growth (up by 4.04 million passengers, or 24%) in low-density markets
with less than 18,000 passengers. This market now accounts for a larger percentage of their overal passengers,

increasing from 7% to 9%. This suggests that asignificant decrease in demand in high-density markets has led to
greater dependency on low-density markets.

With low-cogt carriers expanding into rdaively high-density markets, the total market share of magjor network
carriers has fdlen sharply in the tree core markets of 290,000-839,999 passengers (down from 58% to 52%),

85,000- 289,999 passengers (down from 63% to 60%) and 18,000:84,999 passengers markets(down from 70% to
66%). On the other hand, the total market share of low-cost carriers has increased from 31% to 41%, from 25% to
33%, and from 15% to 24%, respectively, in these three market groups. In particular, demand for low-cost carriers
has increased up to 41% in the markets with 290,000-839,999 passengers, coming close to the share of mgor
network carriers (52%).
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0&D Passengers (mil) by Carrier Type
450 1
400 A
350 1 —
300 1
250 1 ——
200 1
15091 —
100 A —
N E E
0 T T T T T T T T T
Ogetwork 04 00 LCC 04 OOOther 04 00 Total 04
|_|:|0 t0 17,999 118 000 to 84,999 0185 000 to 289,999 £1290,000 to 839,999 1840,000+
Network Lcc Other Total
2000 2004  Change 2000 2004  Change 2000 2004  Change 2000 2004  Change
0t017,999 17.01 21.05 24% 1.74 6.67 283% 275 3.36 22% 21.51 31.08 45%
18,000 to 84,999  54.75 54.48 -1% 12.05 20.05 66% 11.35 850 -25% 78.15 83.02 6%
85,000 to 289,999  73.93 69.74 -6% 29.05 3794 31% 13.52 864 -36% 116.50 116.33 0%
290,000t0839,999  68.80 58.98 -14% 36.51 46.59  28% 13.23 813 -39% 118.54 113.70 -4%
840,000+ 28.85 2273 -21% 10.71 1054 -2% 10.39 6.22 -40% 49.95 39.49 -21%
Total 243.35 22697 -7% 90.05 121.79 35% 51.24 34.86 -32% 384.63 38362 0%
Network LCC Other Total
2000 2004 2000 2004 2000 2004 2000 2004
0to 17,999 7% 9% 2% 5% 5% 10% 6% 8%
18,000 to 84,999 23% 24% 13% 16% 22% 24% 20% 22%
85,000 to 289,999 30% 31% 32% 31% 26% 25% 30% 30%
290,000 to 839,999 28% 26% 41% 38% 26% 23% 31% 30%
840,000+ 12% 10% 12% 9% 20% 18% 13% 10%
0&D Passengers (mil) by Market Size
140 1
120 A S —
100 A
80 1 —
60 —
40 A
20 1 ﬁ ﬁ
§017,9084 18,408 - 84,88 8500- 28086 20008 839,96 %o.0084
|EI Network dLcc O Other|
Market size 0t017,999 18,000 to 84,999 85,000 to 289,999 290,000 to 839,999 840,000+
2000 2004  Change 2000 2004  Change 2000 2004  Change 2000 2004  Change 2004  Change
Network 17.01 21.05 24% 5475 54.48 -1% 73.93 69.74 -6% 68.80 5898 -14% 28.85 2273 -21%
Lcc 174 6.67 283% 1205 20.05 66% 29.05 37.94 31% 36.51 4659 28% 10.71 1054 -2%
Other 275 336 22% 1135 8.50 -25% 1352 8.64 -36% 13.23 8.13 -39% 10.39 6.22  -40%
Total 21.51 31.08 45% 7815 83.02 &% 116.50 116.33 0% 11854 113.70 -4% 49.95 3949 -21%
Market size 01017,999 18,000 to 84,999 85,000 to 289,999 290,000 to 839,999 840,000+
2000 2004 2000 2004 2000 2004 2000 2004 2000 2004
Network 79% 68% 70% 66% 63% 60% 58% 52% 58% 58%
Lcc 8% 21% 15% 24% 25% 33% 31% 41% 21% 2%
Other 13% 11% 15% 10% 12% 7% 11% % 21% 16%

29




(3) AverageFares

Inall market sizes, mgor network carriers set their fares 40%-80% higher than low-cost carriersin 2004.

From 2000 to 2004, the average farefor mgjor network carriershas declined by morethan 10% in dl market Szes.
Low-cogt cariers have dso experienced lower average fares, except for the markets with 290,000-839,999
passengers and 840,000+ passengers. However, they have experienced only a single-digit dropin fares, except in
markets with less than 18,000 passengers where their drop rate (-19.4%) is grester than that of the maor network
carriers (-15.5%). Low-cost carriers have enjoyed higher average fares in two market sizes, but the leve of fare
hikes stood a avery low level (1.1% and 2. 7%, respect ively) and there were gtill wide gapsin faresbetween these
two carrier groups.
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(4) Passenger Revenue

Low-cost carriers have enjoyed increased passenger revenue in al market szes. Their passenger revenue has
increased consderably by $251 hillion (up 32%) in the three core market sizes. They have dso expanded their
passenger revenue (up $530 million, or 209%) in the low-density markets (less than 18,000 passengers), the only
market category where mgor network carriers have been experiencing an increase in passenger revenue. In this
regard, low-cost carriers are having a significant impact on mgjor network carriers' revenues in both high-dengity
and low-density markets.

Major retwork carriers have experienced a decline in passenger revenue in al market sizes except those with
18,000 passengers. Due to wesker air travel demand and lower average fares, passenger revenue dropped sharply
by $7,01 hillion (down 20%) in the three core markets which account for about 80% of their overal revenues.
Major retwork carriers have been severely affected by low-cost cariers aggressive market entry strategy. In
addition, weaker demand and lower average fares have reduced passenger revenue by $1.58 hillion (down 33%)
even inthe highest-density markets of 840,000+ passengers. On the other hand, as passenger revenue has increased
by 4% ($150 million) in the less than 18,000 passengers market, due to the 24% incresse in ar travel demand,
major network carriers have experienced an increase in passenger revenue in the low-density markets. Asaresult,
these markets now condtitute a larger percent age of their overal revenues, increasing from 8% to 10%. With the
considerable revenue drop in high-density markets, major network carriers have become more dependent on low-
density markets. However, as low-cost carriers have also experienced an increase in air travel demand in low-
density markets, mgor network carriers have been experiencing a significant decline in their average fares (down
15.5%) due tothe increased competition. Asareault , passenger revenuehas only edged updlightly despitestronger
demand, failing to produce arapid increase in revenue.
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Passenger Revenue (bil) by Carrier Type
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Ofetwork 04 00, cc 04 000ther 04 00Total 04
010 to 17,999 018,000 to 84,999 (185,000 to 289,999 [1290,000 to 839,999 [1840,000+

Network Lcc Other Total
2000 2004 Change 2000 2004  Change 2000 2004 Change 2000 2004 Change
01017999 330 345 4% 0.25 0.78  209% 0.45 047 4% 4.01 469 17%
18,0001084,999  9.89 861 -13% 1.48 228 54% 159 109 -32% 1296  11.98 -8%
85,00010289,999 13.53  10.90 -19% 3.05 382 25% 187 107 -43% 1844 1580 -14%
290,00010839,999  11.63 853 -27% 3.28 422 29% 142 088  -38% 1633 1363 -17%
840,000+  4.77 319 -33% 0.80 081 1% 071 047 -34% 6.28 447 -29%
Total 43.11  34.68 -20% 8.86 11.90  34% 6.04 398 -34% 58.02 5057 -13%
Network LCcC Other Total
2000 2004 2000 2004 2000 2004 2000 2004
01017999 8% 10% 3% % % 12% 7% 9%
18,0000 84,999 23% 25% 17% 19% 26% 27% 22% 24%
8500010 289,999  31% 31% 34% 32% 31% 27% 32% 31%
290,000t0839,999  27% 25% 37% 35% 24% 22% 28% 27%
840,000+  11% 9% 9% 7% 12% 12% 11% 9%
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Market Size 01017999 18.0001084,900 85.00010289,990 220,000 10 839,900 840,000+
2000 2004  Change 2000 2004 Change 2000 2004  Change 2000 2004  Change 2000 2004  Change
Network 3.30 345 &% 9.89 8.61 -13% 1353 10.90 -19% 11.63 853 -27% 477 319 -33%
Lcc 0.25 0.78 209% 1.48 2.28 54% 3.05 3.82 25% 3.28 422 29% 0.80 0.81 1%
Other 0.45 047 &h 159 1.09 -32% 1.87 1.07 -43% 1.42 0.88 -38% 0.71 0.47 -34%
Total 4.01 469 17% 12.96 11.98 -8% 18.44 15.80 -14% 16.33 1363 -17% 6.28 447 -2%
Market Size 0t017,999 18,000 to 84,999 85,000 to 289,999 290,000 to 839,999 840,000+
2000 2004 2000 2004 2000 2004 2000 2004 2000 2004
Network 82% 73% 76% 72% 3% 69% 71% 63% 76% 71%
Lce 6% 17% 11% 19% 17% 24% 20% 31% 13% 18%
Other 11% 10% 12% P 10% 7% 9% 6% 11% 11%
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3. Analyssby Route Type

?Key Points
(Number of markets)
The number of markets for low-cost carriershasincreased in all route types, especially on theLSand LM
routes.
Major network carriershaveincreased their direct flightson theL Sand LM routesby usingregional jets.
(Air trave demand)
Demand for low-cost carriers has expanded in all route types, particularly in markets that have been the
major revenuesour ces for major network carriers.
Demand for major network carriers has decreased sharply on LL and LM routes, the maj or revenue sources
for them. On the other hand, demand considered on an enplaned segment passenger sbasis has expanded on
LSand LN routes, suggesting increased demand on spokeroutes.
(Averagefares)
Except for SN routes, major network carriersset their fares30%-70% higher than low-cost carriers.
Major network and low-cost carriershoth have experienced adeclinein fares, but faresarefalling sharply for
major network carriers.
(Passenger revenue)
Lowcod carriershaveincreased their passenger revenuesinall routetypes.
Passenger evenues for major network carriers have decreased sharply on LL and LM routes, the major
revenue sourcesfor major network carriers. Thishasled to greater dependency on spokeroutes.

(1) Number of Markets
Low-cogt carriers have increased their number of markets in al route types, paticularly on LS routes (up 272
markets) and LM routes (up 104 markets). As a result, competing markets now constitute a larger percentage of
every route type. Competing markets account for about 90% of LL and LM routes, the main markets for major
network carriers. Low-cost carriers provide many direct flights on LL routes (185 markets), LM routes (246
markets), and LS routes (112 markets). In these route types, they have significantly increased their direct flights (up
59 markets, 60 markets, and 40 markets respectively), leading to increased competition with mgjor network carriers.
The totd number of markets for major network carriers has remained amost unchanged in dl route types. They
have increased their direct flights on LS routes (up 65 markets) and LN routes (up 18 markets) by using regiond
jetsto providedirect flightsfrom major hub airports.
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Number of Marketsby Route Type (2000 vs 2004)

Average flight | Totd Magor network Low-cost Number of competing markets
distance (miles) | number cariers cariers (percentage of competing
markets: %)
LL route 1177? 1,242 510 510? 510 400? 443 400 78% ? 443 8%
4127 412 126? 185
LM route 9647 1,044 1066 1,066? 1,064 823? 927 823 7P ? 95 8™
492? 492 186? 246
LSroute 867? 963 1479 1477? 1475 6927 964 690 4P0 ? 990 6%
435? 500 7?2 112
LN route 698? 780 617 601? 601 141? 204 13 Z% ? 200 3%
1827 200 9 23
MM route 7647 848 480 477? 471 399? 446 3% 8% 7?7437 B
46? 43 64? 60
MSroute 737? 826 660 6577 655 336? 419 34 5% ? 414 6%
46? 49 36? 35
MN route 478? 562 73 50? 51 15? 19 B3 26 7?18 P
7?2 10 1?1
SSroute 5857 598 7 77? 76 19?7 31 9 6 230D M
3?5 »2
SN route 39%6? 591 16 10? 9 1? 3 1 106 2?3 3%
0?0 0?0
NN route 149? 205 2 1?7 1 0?0 0O 0o 270 %
1? 2 0?0
Totd 5,000 49267 4913 28267 3456 | 2809 5 ? 3430 ™%
16247 1,713 496? 664

(Notes) 1. Dataontotd marketsasof 2004.
2. Inthe columnsfor major network carriers and low-cost carriers, the upper portion shows the total number of
marketswhile the lower portion showsthe number of direct flight markets.

(2) Air Travel Demand (O& D passengers)

Except for MM routes, demand for low -cost carriers has become stronger in al route types, particularly on LL
routes (up by 14.04 million passengers, or53%), LM routes (up by 10.64 million passengers, or 31%) andintheLS
market (up by 5.27 million passengers, or 74%). They have successfully atracted passengersin the main markets
formaor network carriers.

With active market entry by low -cost carriers, passengers using mgor network carriers have decreased sharply on
LL routes (down by 8.35 million passengers or 7%) and LM routes (down by 7.22 million passengers or 11%).
Magjor nework carriers have dso experienced a dight decrease in their air travel demand on LS routes (down by
1.66 million passengers or 5%) and LN routes (down by 0.11 million passengersor 2%), which fal under the spoke
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route category. On the other hand, on the routes where flights do not connect with large hub arports (L), air trave

demandhas notbeenasgresat, but has been increasing.

When andlyzing the demand for themgjor network carrierson an enplaned segment passengers basis between 2000
and 2004, it can be seen that the number of passengers has been decreasing sharply on LL routes (down by 2680
million passengers or 11%) and LM routes (down by 10.75million passengers or 9%) aong with enplanements
caculated on an O&D passengers basis. On the other hand, they have experienced a declinein demand onLS and
LN routes on O& D passengers basis, but increased passenger numbers on an enplaned segment passengersbasison
LS routes (up by 2.85 million passengers, or 5%) and on LN routes (up by 1.25 million passengers, or 8%). This
meansthat air travel demand has increased for those flights connecting a largehub airport with asmal hub airport
(S or non-hub airport (N), suggesting that demand for mgor network carriers has increased on spoke routes. On
routes other than thesefour categories, air travel demandhas beensmall, but hes incressed except on MM and NN
routes.

With the rgpid growth of low-cost carrierson LL, LM and LS routes, magor network carriers have experienced a
significant drop in market share from 73%to 69% onLL routes, 58% to 52% on LM routes, and 67% to 61% on
LS routes, while the market share of low -cost carriers has increased significantly from 17% to 26%, 29% to 39%,

and 14% to 22% on these routes.
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O&D Passengers (mil) by Carrier Type
450 1
400 A
350 1 [
300 A
250 1
200 A
150 1 1 |
100 A
= =
[0] T T T T T T T T 1
ORIetwork 04 00 LCC 04 OOOther 04 00 Total 04
OLarge Hub to Large Hub OLarge Hub to Medium Hub  OLarge Hub to Small Hub
OLarge Hub to Non Hub OMedium Hub to Medium Hub @Medium Hub to Small Hub
B Medium Hub to Non Hub OSmall Hub to Small Hub H Small Hub to Non Hub
E Non Hub to Non Hub

2000 2004 Change 2000 2004 Change 2000 2004 Change 2000 2004  Change
Large Hub to Large Hub  116.77 108.42 -7% 26.58 40.62 53% 16.66 7.46 -55% 160.01 156.50 -2%
Large Hub to Medium Hub ~ 67.88 60.66 -11% 34.48 4512 31% 15.46 10.87  -30% 117.82 116.65 -1%
Large Hub to Small Hub 35.29 33.63 -5% 7.11 12.38  74% 10.10 9.36 7% 52.50 55.36 5%
Large Hub to Non Hub 6.37 6.26 -2% 0.80 1.46 83% 2.79 2.77 -1% 9.96 10.49 5%
Medium Hub to Medium Hub 9.22 9.42 2% 16.00 15.94 0% 2.17 1.19 -45% 27.39 26.55 3%
Medium Hub to Small Hub 6.98 7.50 7% 4.70 5.61 19% 1.98 1.43 -28% 13.66 14.54 6%
Medium Hub to Non Hub 0.26 0.34 33% 0.19 0.32 70% 0.97 0.90 -8% 1.42 1.56 10%
Small Hub to Small Hub 0.57 0.67 18% 0.19 0.32 63% 0.26 0.23 -12% 1.02 1.22 19%
Small Hub to Non Hub 0.02 0.06 217% 0.01 0.02 236% 0.10 0.10 2% 0.12 0.17 41%
Non Hub to Non Hub 0.00 0.02 34620% 0.00 0.00 #NIA 0.73 0.54 -25% 0.73 0.55 -24%
Total 243.35 226.97 -7% 90.05 12179 35% 51.24 34.86 -32% 384.63 383.61 0%
Netwark Lee Qther Iotal
2000 2004 2000 2004 2000 2004 2000 2004
Large Hub to Large Hub 48% 48% 30% 33% 33% 21% 42% 41%
Large Hub to Medium Hub ~ 28% 27% 38% 37% 30% 31% 31% 30%
Large Hub to Small Hub  15% 15% 8% 10% 20% 27% 14% 14%
Large Hub to Non Hub 3% 3% 1% 1% 5% 8% 3% 3%
Medium Hub to Medium Hub 4% 4% 18% 13% 4% 3% 7% %
Medium Hub to Small Hub 3% 3% 5% 5% 4% 4% 4% 4%
Medium Hub to Non Hub 0% 0% 0% 0% 2% 3% 0% 0%
Small Hub to Small Hub 0% 0% 0% 0% 1% 1% 0% 0%
Small Hub to Non Hub 0% 0% 0% 0% 0% 0% 0% 0%
Non Hub to Non Hub 0% 0% 0% 0% 1% 2% 0% 0%
0&D Passengers (mil) by Route Type
180 7
1601M
1401[7
120 1 H
100 4
80 1
60 1
40
] H |:| A H
0 S L T S S N I S = = = ———
0p 04 0p 04 0p 04 0p 04 09 04 0Q,504 0Q,n04 0Q 404 00,04 0Qn04
DO Network OLcc Oother
Route Type Large - Large Large - Med Large - Smal Large - Non Ved - Med Ved - Smal Med - Non Smal - Smal Smal - Non
2000 2004 Change 2000 2004 Change 2000 Change 2000 2004 Change 2000 2004 Change 2000 2004 Change 2000 2004 Change 2000 2004 Change 2000 2004 Change 2000
Network 11677 108.42-7%  67.88 6066 -1% 3520 3363 5%  6.37 626 2% 922 942 2% 698 750 M6 0.6 034 3 057 0.7 18% 002 006 217% 000
Lee 2658 4062 53% 3448 4512 31% 711 1238 74%  0.80 146 83% 1600 1594 0% 470 561 10% 019 032 70% 019 032 63% 001 002 236% 000
Oter 1666 746 55% 1546 1087 0% 1010 9.36 7% 279 277 -1% 217 110 -45% 198 143 -28% 097 090 -8% 026 023 -12% 010 010 2% 073
Total 16001 156.50-2%  117.82 116.65-1% 5250 55.36 5%  9.96 1049 5% 2739 2655 % 1366 1454 96 14z 156 10% 102 122 1% 013 018 4% 073
Route Type Large - Large Large - Med Large - Smal Large - Non Med - Med Ved - Smal Med - Non Smal - Smal Smal - Non Non -
2000 2004 2000 2004 2000 2004 2000 2004 2000 2004 2000 2004 2000 2004 2000 2000 2004 2000
Network 73%  69% 58%  52% 67%  61% 64%  60% 34%  35% 51%  52% 18%  22% 56%  55% 15%  34% 0%
Lce 17%  26% 29%  39% 14%  22% 8% 14% 58%  60% 34%  39% 13%  21% 19%  26% 5% 11% 0%
Other 0% 5% 13% 9% 19% 1% 2% 26% o 15%  10% 8% 57% 2% 19% 0% 55% 100%
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Enplaned Segment Passengers (mil) by Carrier Type
700 7
600 7 F —
500 ||
p— |
400 i
300 1 — |
200 1 |
100
o . . . B3 = . . .
OIQetwork 04 00 LCC 04 00 Other 04 00 Total 04
OLarge Hub to Large Hub OLarge Hub to Medium Hub B Large Hub to Small Hub
Ol arge Hub to Non Hub OMedium Hub to Medium Hub EMedium Hub to Small Hub
B Medium Hub to Non Hub OSmall Hub to Small Hub M Small Hub to Non Hub
B Non Hub to Non Hub

Network LCcC Other Total
2000 2004  Change 2000 2004  Change Change Change
Large HubtoLarge Hub 24420  217.40 -11% 37.42 5585 49% 10.99 905 -18% 29260 28231 -4%
Large Hub to Medium Hub ~ 120.19  109.44 -9% 46.98 56.78 21% 13.68 11.58 -15% 180.86  177.80 -2%
Large Hub to Small Hub ~ 59.19 62.04 5% 7.97 1291 62% 8.69 775 -11% 75.84 82.70 9%
Large Hubto Non Hub ~ 15.58 16.83 8% 0.90 1.63  80% 2.92 287 2% 19.41 21.33 10%
Medium Hub to Medium Hub  4.56 393  -14% 19.70 1795 -9% 167 127 -24% 25.93 23.15 -11%
Medium Hub to Small Hub ~ 2.33 239 3% 554 5.80 5% 1.29 113 -13% 9.16 932 2%
Medium Hub to Non Hub  0.30 039  31% 013 0.23  79% 115 106 7% 1.58 169 7%
Small Hub to Small Hub ~ 0.08 009 6% 0.24 0.25 6% 0.09 008 -13% 0.42 042 2%
Small Hub to Non Hub ~ 0.00 002  2274% 0.00 0.00 #NA 0.20 015  -22% 0.22 019 -11%
Non Hub to Non Hub  0.07 002  -79% 0.00 0.00 #NA 0.86 078  -9% 117 107 -9%
Total 44650 41255 -8% 118.89 15140 27% 4153 3572 -14% 607.17  599.96 -1%
2000 2004 2000 2004 2000 2004 2000 2004
Large Hubto Large Hub ~ 55% 53% 31% 37% 26% 25% 48% 47%
Large Hub to Medium Hub ~ 27% 27% 40% 38% 33% 32% 30% 30%
Large Hub to Small Hub ~ 13% 15% % 9% 21% 22% 12% 14%
Large HubtoNon Hub 3% 4% 1% 1% % 8% 3% %
Medium Hub to Medium Hub 1% 1% 17% 12% 4% 4% 4% %
Medium Hub to Small Hub 1% 1% 5% % 3% 3% 2% 2%
Medium Hubto Non Hub 0% 0% 0% 0% 3% 3% 0% 0%
Small Hub to Small Hub 0% 0% 0% 0% 0% 0% 0% 0%
SmallHubtoNonHub 0% 0% 0% 0% 0% 0% 0% 0%
NonHubtoNonHub 0% 0% 0% 0% 2% 2% 0% 0%
Enplaned Segment Passengers (mil) by Route Type
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Route Type Lage:lae kage - Med Lawe-smal Lawe:Noy Led-Med - - -
2000 2004 cuaga 2000 2004 Chasga 2000 2004 Chasga 2000 2004 Changa 2000 2004 Changa 2000 2004 Chagga 2000 2004 Chasga 2000 2004 Changa 2000 2004 Crasga
Network 2420 217.40-11% 120.10 10944 9% 5919 62.04 B 1558 1683 8% 456 393 4% 233 239 3% 030 039 3% 008 009 6% 000 002 2274%
Lcc 3742 55.8549% 4698 5678 21% 797 12.9162% 09 163 80% 1970 1795 -9% 554 580 5% 013 023 7% 024 025 6% 000 000 #NA
Other 1099 005 -18% 1368 1158 -15% 860 775 1% 202 287 -2% 167 127 -24% 120 113 4% 115 106 M 009 008 -13% 020 015 -22%
Total 29260 282.31-4% 180.86 177.80 2% 7584 82.70 %% 19.41 2133 10% 2593 2315 -11% 916 9.32 2% 158 169 ™ 042 042 2% 020 017 -14%
Route Type kawe - Lage kawge - Med P - - Small-small
2000 2004 2000 2004 2000 2004 2000 2004 2000 2004 2000 2004 2000 2004 2000 2004 2000 2004
Network 83% 7™ 6% 62% 8% 79 8%  79% 18%  17% 2% 26% 9% 23% 200 2% o 9%
Lcc 13% a0 % 32% 1% 19 E 76%  78% 6% 62% @ 4% 5% o 0% 0%
Other 4% W 7% 1% % 5% 13% 1% 12% ™ 6% 2% 1% 100%  91%
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(3) AverageFares

Except for SN and NN routes, major network carriers set their fares 30% -70% higher than low-cost carriersin 2004.
Averagefaresfor mgjor network carriershave decreased in al markets from 2000 to 2004, except for NN routes. In
particular, mgjor network carriers have experienced asharp drop in their main markets due to increased competition
from low-cost carriers down 17.6% onLL routes and down 9.0% on LM routes. On the other hand, fares of low-
cost carriers have either decreased or remained congtant. Even where their fares declined, they showed dower
declines thanthat of mgjor network carriers. As aresult, while there is still alarge gap in the price of flight fares
between these two air carrier categories, the gap has narrowed dightly. In their main markets, the fare gaps have
narrowed from $75 to $50 on LL routes and from $71 to $56 on LM routes, but mgjor network carriers<till set their
fares50-60% higher than low-cost carriers.

Avarage Fare

200 7 Large-Large-  —-Large-Medi

166

140 1
120 1

100 1

80 1
60 -
40 1
20 1

“Nefwork  °fec”™ ° network Toc™ “network  Fec” Rewiork ~ Tec™ “netmorkec etk Toc™ R ook foc™ Mok 18 0 nawor’  ec®

Lce
2000 2004  Change 2000

188 $ 155 -18% $
166 $ 151 -9% $
175 $ 157 -10% $ 94 % 99 5%
165 $ 152 -8% $ 107 $§ 102 -4%
150 $ 137 -9% $ 87 % 89 W
$
$
$
$
#

2004 Change

13 $ 105 -7%
95 $ 95 0%

164 $ 142 -13% 88 $ 90 2%
126 $ 121 -4% 103 $ 91 -12%
159 $ 137 -14% 69 $ 82 18%
131 $ 106 -19%
69 $ 177 156%

106 $ 116 10%
DIV/O!  #DIVIOl  #DIV/O!

(3) Passenger Revenue

Low-cogt carriers have increased their passenger revenue in al  route types. Since air travel demand has become
much stronger on LL and LM routes, which have been the core markets for mgor network carriers, passenger
revenue has increased significantly by $1.26 hillion (up 42%) on LL routes and $1.00 billion (up 31%) on LM
routes, even with average fares remaining unchanged or decreasing.

Revenue for mgor network carriers has decreased sharply on ther mainstay LL routes (down $5.17 hillion, or
24%) and LMroutes (down $2.10 hillion, or 19%), mainly becauselow-cost carriers active market entry hasled to
decreased demand and lower average fares. In four other markets in the six mgor markets for magjor network
cariers, mgor network carriers have aso experienced a dedine in passenger revenue, but this has not been
subgtantid. Consequently, these four markets have congtituted alarger percentage of the overal passenger revenue
of mgor network carriers, rising from 22% to 25%, leading to increased dependency on passanger revenues from
spoke routes.
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Passenger Revenue (bil) by Carrier Type
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401
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Network Other Total
2000 2004  Change 2000 2004  Change 2000 2004  Change 2000 2004  Change
Large Hub to Large Hub ~ 21.96 16.79 -24% 3.01 427 42% 227 0.95 -58% 27.24 2201 -19%
Large Hub to Medium Hub ~ 11.25 9.15 -19% 3.27 427 31% 184 126 -31% 16.36 1469 -10%
Large Hub to Small Hub 6.19 5.29 -14% 0.67 123 83% 0.95 0.93 2% 7.81 745 -5%
Large Hub to Non Hub 1.05 0.95 -10% 0.09 0.15 75% 0.30 0.31 3% 1.44 141 2%
Medium Hub to Medium Hub 1.39 129 -7% 1.39 142 2% 0.30 0.18 -41% 3.08 289 -6%
Medium Hub to Small Hub 1.15 1.07 -7% 0.41 0.50 22% 0.20 0.18 -12% 1.76 175 1%
Medium Hub to Non Hub 0.03 0.04 28% 0.02 0.03 51% 011 0.11 -3% 0.16 0.18 10%
Small Hub to Small Hub 0.09 0.09 1% 0.01 0.03 92% 0.02 0.02 -8% 0.12 0.14  10%
Small Hub to Non Hub 0.00 0.01 157% 0.00 0.00 269% 0.01 0.01 7% 0.01 0.02  43%
Non Hub to Non Hub 0.00 0.00 88931% 0.00 0.00 #NIA 0.05 0.04 -22% 0.05 0.04 -16%
Total 4311 34.68 -20% 8.86 1190 34% 6.04 398 -34% 58.02 5057 -13%
Network Qther
2000 2004 2000 2004 2000 2004 2000 2004
Large Hub to Large Hub 51% 48% 34% 36% 38% 24% 47% 44%
Large Hub to Medium Hub 26% 26% 37% 36% 30% 32% 28% 29%
Large Hub to Small Hub 14% 15% 8% 10% 16% 23% 13% 15%
Large Hub to Non Hub 2% 3% 1% 1% 5% 8% 2% 3%
Medium Hub to Medium Hub 3% 4% 16% 12% 5% 4% 5% 6%
Medium Hub to Small Hub 3% 3% 5% 4% 3% 4% 3% 3%
Medium Hub to Non Hub 0% 0% 0% 0% 2% 3% 0% 0%
Small Hub to Small Hub 0% 0% 0% 0% 0% 0% 0% 0%
Small Hub to Non Hub 0% 0% 0% 0% 0% 0% 0% 0%
Non Hub to Non Hub 0% 0% 0% 0% 1% 1% 0% 0%
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Total 27.24 2201 -19% 16.36 1469 -10% 7.81 745 -5% 144 14 -2% 308 289 -6% 176 1.75 -1% 016 0.18 10% 012 014 10% 0.01 002 45%
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38

Non -

2000

0.00
0.00
0.05
0.05

Non -

2000
0%

%
100%

Non
2004
000
000
004
004

Non
2004
8%

0%
92%

Change

88931%
#NIA
-22%
-15%



[11. Future Movementsin the U.S. Aviation Industry

1. Problemswith Major N etwork Carriers BusinessM odesand ActionsNeeded to O vercomethese Problems

? KeyPoints
Despite an increase in air travel demand, major network carriers have not yet recovered, while low-cost
carriers have been growing. This performance gap is attributable to problems with the major network
carriers busness modd including 1) discriminatory, expensive fare setting practices reulting from excessve
yield management and 2) the inconvenience of longer trave time and distances resulting from increased
connecting flightsin the hub and spoke system.
Whilelow-cost carriers continue growing, major network carriers are working on cost reductions and have
dartedto review ther businessmodesthat contributeto the aforementioned problems.
To be more specific, major network carriers are working on 1) reviewing their hub airports functions
(strategically reviewing multiple-hub airports in order to designate core airports and scale down less
important hub airports) and 2) reviewing their flight network structure (making use of regional carriers,
trandferring someflight operationstointernal low-cost divi Sons, and increasing number sof direct flights).
However, if actively making use of regional carriers, mgjor network carrierswill have to pay a fixed amount
in accordance with their contracts (regardless of actual costs). This approach has not yet significantly
improved their earnings. Transferring flight operations to internal lowcost divisons does not necessarily
produce results because it requires nearly the same amount of labor costs asthe main operations and only
providesmarginal cogt-cutting impacts.
Recognizing the problemsin thdar existing yield management practices and daming to attract fare-conscious
passenger s, somecarrier shave been working on simplifying their fare sructure and have introduced a new
faresystem to providelower fares. M any carriersare now following thistrend. However, many analysts doubt
that demand stimulation will lead to increased revenues, at least in theshort term.

(2) Problemswith the business modd

Major network carriers have adopted the hub and spoke system, while low-cost carriers basicaly employ the direct,
point-to-point flight operation system. Despite arecovery in air travel demand, there till remains awide performance
gap between these two carrier groups, and it isnatura to attribute the cause to the differencein the business models used.
In other words, mgjor network carriers arein economic doldrums primarily due to their business modess.

This section examines the problems in major network carriers business models by comparing them with thoseof
low-cost carriers.

1) Discriminatory, rather expensivefar e setting practice resulting from excessve yidd management
Major network carriers have employed the so-caled “yield management” gpproach, aiming to mad mize their
revenues by adjusting fare prices and available seat numbersin line with air travel demand. In other words, they have
secured their revenue by providing low-priced, nonrefundable tickets to leisure passengers who are more flexible with
their schedules, while providing less redtrictive tickets but imposing considerably more expensive fares on business
passengers (who are less flexible with their schedules). Thisis how maor network carriers set their faresin order to
support their high-cost operationd structure.
In contrast, low-cost carriers provide low-priced fares by leveraging their low-cost operation and employing asmpler
farestructure that does not produce any significant fare gapdepending on flight reservation timing.
Inthisway, thereisasdignificant difference in the fare-setting framework between thetwo carrier groups. Asaresult,
passengersrapidly shifted away frommajor network carriers asthe air travel environment changed asfollows;
Business passengers were not very concerned about high fares during the economic boom, but they became more
sengitivetoair fares after the economic downturn and started questioning the extreme fare gap between leisure and
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business passengers®.

As low-cost carriers have expanded and improved their flight network (they now provide flight services in 70% of
the markets where mgjor network carriers operate), passengers have been presented with an increased number of
options.

Due to the widespread use of Internet-based travel reservation Stes, consumers are able to ingtantly find and eesily
compare each carrier’ sfares, andthe transparency of fare-setting practices has significantly improved.

Along with these changes in the air travel environment, ar fares have been faling notably in the middie-to-long
digtance flight markets where low-cost carriers are pursuing an aggressive market entry strategy. As a result, mgor
network carriers are finding it difficult to depend on their excessive yield management strategy which sets extremely
high faresfor business passengers and have no choi ce but to modify thisbusinessmodd.

2) Theinconvenience of longer travel timeand flight distancesasa result of connecting flightsunder the hub and
spokesystem

Since the deregulation of air travel in 1978, major network carriers have established their hub and spoke system in
order to incresse flights and expand revenue by drategicdly locating hub airports, gathering passengers from many
locationsto the hub airports, and then sending them on to their destinations. Under the hub and spoke system, more and
more passengers have to take indirect flights routed via hub airports and experience longer travel time and flight
distances due to connectionseven where direct flightswere availableinthe past.

In thisway, the hub and spoke system hasincreased the frequency of flights bound for passengers’ destinations, but at
the same time has heightened the inconvenience of longer travel time and traveling distances due to flight connections.
In contragt, direct, point-topoint flights operated by low-cost carriers are clearly more convenient than connecting
fl ightsa. One of the reasons for the decline in the market share of mgor network carriersis that many passengers have
shifted to more convenient direct flights, as low-cost carriershave expanded and improved their air route networks.

(2) Major network carriers actionsfor reviewing their busnessmodes

Faced with increased competition from low-cost carriers, mgjor network carriers are working on cutting labor costs
and other expenses. They have started reviewing their business models based on the hub and spoke system and the
yield-management-based fare setting framework. This section examines the actionsthey havetaken in addressing these
issues.

1) Reviewing the hub and spokesystem
The hub and spoke system is effective in serving low-density markets, but the system posesthe following problems
for other markets: longer travel time and distances on many mainline routes due to indirect flights routed via hub

arports; lower operating efficiency because of connecting flights, and a high-cost tructure due to lower utilization of
airport facilities. Themgjor network carriers aretrying to eliminate these problems by taking the following actions.

Reviewing hub ai rport functions

Some air carriers have dready started reviewing their hub airport functions and scaling down certain hub airports.
Since late 2003, American has been smplifying its domestic flight operations by the de-peaking of the Miami hub and
reduction in the size of the S. Louis hub. In 2004, Northwest modified the flight schedule of the Memphis hub, while
US Airways disqudified the Pittsburgh arport from hub operations. In January 2005, Ddta dso disqudified the
Dalag/Fort Worth airport from hub operations and enhanced hub operations a Atlanta, Cincinnati and Salt Lake City
arports.

% According to asample survey covering 30 flight routes in 2003, the most expensive fare of the network carriers was
15 times higher than their average farein 2000 and the most expensive fare stood a more than 800% that of the average
fareon 17 flight routesin 2003.

2! In addition to direct, non-stop flights, low-cost carriers also provide flights that stop at another airport to allow extra
passengersto board. As passengers do not need to change aircreft in this case, it is more convenient for passengersthan
the connecting flightsprovided by mgor network carriers.
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These smplification efforts will ater ASMs a hub airports. According to an andysis of each hub airport’ s share of
overd| ASMsfrom 2000 to 2004, dl carriers put more emphasisontheir largest hub airports, while srategicdly scading
down less important hub airports. Air carriers are reviewing their hub airports status and hub operations in order to
smplify their flight networks.

ASM Shareof Network Carrier’sHub Airports

2000(%)  2004(%) Difference in Share

American

Dallas/FtWorth 40.22 47.67 7.45

Miami 12.12 14.79 2.67

Chicago O'Hare 25.20 29.95 4.75

St.Louis 22.46 7.60 -14.86
Continental

Cleveland 13.47 11.33 -2.14

Newark 39.18 38.10 -1.08

Houston 47.35 50.56 3.21
Delta

Atlanta 51.30 54.60 3.30

Cincinnati 19.45 20.01 0.56

Dallas/FtWorth 12.96 10.59 -2.37

Salt Lake City 16.29 14.81 -1.48
Northwest

Detroit 3791 36.21 -1.70

Memphis 12.96 11.01 -1.95

Mineapolis/ St.Paul 49.13 52.78 3.65
United

Denver 2243 2291 0.48

Washington Dulles 10.65 11.43 0.78

Los Angeles 18.15 15.89 -2.26

Chicago O'Hare 28.80 31.93 3.13

San Francisco 19.97 17.84 -2.13
US Airways

Carliotte 33.33 37.74 4.41

Philadelphia 33.69 37.59 3.90

Pittsburgh 32.98 24.66 -8.32

(Note) JTI prepared thistable based on OAG (Officid Airline Guide) Schedule Data.

Reviewing route sructure

In addition to reviewing hub functions, as described above, the mgjor network carriers are dso reviewing their route
structure by 1) expanding flight operations with regiona carriersin accordance with capacity purchasing agreements, 2)
transferring a portion of their flight operations to interna low-cost divisons, and 3) increasing the numbers of direct
flights.

(Utilizingregional carriers)

By utilizing regiona carriers on spoke routes, maor network carriers are attempting to adjust their capacity in
accordance with actua demand aswell asto cultivate new market demand and increase the frequency of flightservices
by using regiond jets. The utilization of regiona carriers has produced severd positive impacts. transport -related
revenue of mgjor network carriers in 2004 increased 62.8% from 2003; passengers using regiond carriers aso rose
23.3% from 2003; RPMsincreased 28.8%; and air travel demand increased on LS and LN routes where magjor network
carriers utilized regiond carriers.

Major network carriers may have reduced costs, to a certain extent, because outsourcing to regiona carriers reduces
excessive capacity from their own fleets. However, when comparing major network carriers: domestic transport -related
expenses and revenuesin 2004, their expenses exceed revenues. Thissuggeststhat the outsourcing hasfailed to provide
clear improvement in thdr financid balance. Thisis attributable to the fact that mgor network carriers haveto pay a
fixed amount regardless of actud codts, in accordance with their capacity purchasing agreements with regiond carriers.
Asaresult, mgor network carriers are likely tostart reviewing their contracts from a cost reduction perspective.

Evenif mgor network carriers intend to cultivate new markets in partnership with regiona carriers, it might not
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necessarily improve their earnings. This is because mgor network carriers are likely to face even fiercer competition
from low-cogt carriers in small-to-mediumsized markets, judging from their recent actions represented by JetBlue,
which isplanning to enter these markets using the Embraer E 100.

(Trandferringa portion of flight operatiors to internal low-cost divisions)

Ddta and United set up Song and Ted as their internal low-cost divisons in charge of a portion of their flight
operations. In April 2003, Atlantabased Song started itsflight operationsmainly in the leisure markets of the Northeaest,
West Coast and Floridaregions. In September 2004, Song announced itsplanto expand the services offered by itsown
48 planes by modifying Delta's twelve B757 jets in line with Song's specifications, enhancing in-flight entertainment
equipment, and increasing flight frequency with larger aircraft than those used by low-cost carriers. In January 2005,
Song aso announced its planto expand transcontinental non-stop flights for business passengers from New Y ork (JFK
airport) to Los Angeles, San Francisco, Segttle and other locations aswell as direct flightsto San Juan (Puerto Rico) and
Arubafor leisure passengers. After starting operation in February 2004, Ted focused mainly on leisureflights connecting
Denver with 8 cities, including Las Vegas, but it has now expanded its network to connect severa hub airports with 13
citiesin the U.S. and two citiesin Mexico. Ted is aso planning to operate 56 aircraft (it now owns 47) by modifying
United' snineA320 jetsin linewith Ted' sspecifications.

Through these efforts, major network carriers are adopting the business model of low-cost carriers by providing non-
stop flight service a low-priced fares through smple point-to-point flight operations. This gpproach might improve
arcraft utilization efficiency to a certain extent, but such divisonsincur dmost the same labor costs? as the mainline
operations and will only provide margina cost-cuttingimpacts.

(Increasing direct flights)

As a countermeasure to the direct point-to-point flights provided by low-cost carriers, major network carriers have
been expanding their own direct flight services. They provided direct flights in 1,056 markets in 2004, 123 more than
the 933 marketsin 2000. According to aBack Aviation Solutions' survey, mgjor network carriersincressed their number
of direct point-to-point flights (without connections at their hub airports) on atotal of 134 routes from 2003 to 2004
(Ddta 44; Northwest: 39; American: 10; Continentd: 16, and USAirways 25)23.

2) Reviewing fare structure

Major retwork carriers have so far employed the yield management approach to maximize revenues To impose
consderably higher fares on business passengers, they distinguish business passengers from leisure passengers by
applying different fares based on the boarding dates and hours, setting extremely expensive fares for passengers
purchasing last -minute tickets, and requiring a Saturday night stay. However, more and more business passengers have
shifted away from mgor network carriers due to the growth of low-cost carriers, providing less restrictive and lower-
priced flights, and the wider use of the Internet enabling passengersto compare flight fares between two carrier groups.
The U.S. aviation industry as a whole logt 15.25 million passengers in the domestic market from 2000 to 2004, but
passenger numbersfor mgor network carriers decreased by 54.79 million, while those for low-cost carriersincreased by
34.91 million over the same period. This suggests that low-cost carriers gained almost al the passengers who shifted
away from mgjor network carriers.

In regponseto these difficulties, some maor network carriers started reforming their fare structures in order to attract
back their passengers who had become more fare-conscious. In April 2004, US Airways launched the “ GoFares’, which
reduces fares and smplifies fare structure. The “ GoFares’ sets one-way flight fares from $29-$499, reduces fares for
passengers purchasing last-minute tickets, and abolishes the Saturday night stay requirement. US Airways decided to
launch its “GoFares’ program in response to Southwest, which started flight operations at Philadelphia, one of US
Airway’smgor hub airports. US Airways then expanded the program to cover the Washington D.C. routes and the Fort

2 Citi ng this viewpoint, many andysts are skeptical of Song's success. (Jeremy Dann, Harvard Business School
Working Knowledge (October 20, 2003), USA TODAY (November 26, 2003)
“New York Times May 4, 2005
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Lauderdae routes . Deltaadso launched the“ Simplifares’ program in January 2005 after atrid run at Cincinnati airport,
one of itscore hubs, from August 2004. This program is intended to reduce flight fares by a maximum of 50%, set the
oneway flight maximum fare at $499, reduce the number of fare categories from 40 to 6, and lower the fares for
passengers purchasing last-minute tickets. Deltaa so abolished the Saturday night stay requirement which had applied to
some flight services. Ddltal s “ Simplifares’ program is unique because it covers al domestic flights except for shuttle
sarvices. Since Delta started smplifying its fare structure, American and Continental have, in response, taken similar
actions by reviewing their own fare systems, mainly on flight routeswherethey are competing with Delta.

It would be premature to judge the impacts resulting from magor network carriers  efforts to smplify their fare
structure because they have only recently introduced these initiatives. However, according to the opinions of many
andysts immediately after Delta launched its “Simplifares’ program, while strategicaly necessary, this program will
have an adverseimpact on Delta srevenuesin the short tern?*. Deltaestimatesthat the prog ram will have some adverse
impactsin the short term, but will stimulatemarket demand in the long run. American, which took measuresto counter
Delta, estimated thet its program woul d have anegative impact on revenuesin 2005and wasunclear about effectsin the
long run, while Continental estimated that itwould produce deficits of some $200 million ayeerE.

2. Cogt ProblemsInherent to Major Network Carriers

Major network carriers face additiona cogt problems including their pension plans and postretirement benefits,
neither of which low-cost carriershas. This section outlines the latest information on these additional cost factors and
how mgor network carriers are addressing these problems.

? KeyPoints

Major network carriershave 1) a defined benefit pension plan and 2) a podtretirement benefit, neither of which
low-cogt carriers possess. These programsimpose heavy burdenson their earnings.

In their defined benefit penson plan, major network carriers have to makecompulsory contributions,
depending on changesin economicconditions. However, they have been unable to fulfill thisobligation, resulting
in $21 hillion in unfunded pension liabilities as of the end of 2004. Two major network carrierswhich are
currently under bankruptcy protection abolished their pension plans, and some analysts predict that other
carrierswill faceserious difficultiesin maintaining their current pension planswithout legal remedies.

Major retwork carriersarefacing postretirement benefit liabilities of $9.8 hillion as of the end of 2004. They
paid a massive $700 million in 2004. It is clear that they will have to significantly reduce their postretirement
benefits, butit isdoubtful that major network carrierswill beableto reducetheir liabilitieswithout bankruptcy

protection.

(1) Pension Plans
(Compulsory reservefunding liability on pension plans)

Major network carriers operate their defined benefit pension plans and set aside a certain reserve of fundsto prepare
for their future pendon payments. When the reserve fund retio fals below a certain level due to changesin economic
conditions, the rlevant laws require mgjor network carriers to contribute additional, compulsory funds to the pension
planinavery short period To bemore specific, when the reserve fund ratio drops below 90%, mgor network carriersin
principle are required to restore the reserve fund ratio to 90% within 3to 5 years, whilethe carriers are obliged torestore
their reserve fund retio to 90% within3 to 5years whentheratio dropsbelow 80%.

On the other hand, as low-cost carriers have adopted the defined contribution pension plan, their pension
contributions are rather stable. They arefreefromtherisk of fluctuationsin their future pension liabilities or changesin

%" Similar expert opinions are also cited in Gary Chase, Industry Update, Lehman Brothers Equity Research (January 4,
2005); Greene William, Industry Update, Morgan Stanley Equity Research (January 5, 2005); and Joe Burey, Fare War
Triggered By DeltaCould Lead To The Carrier’ sDemise, Airline Business Report (January 17, 2005).

% See the 2004 annud reportsavailablefrom air carriers (Form 10-K s submitted to the SEC).
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the reserve fund ratio.

(Compulsory contribution obligationsduetolower reservefund ratios)

Thereserve fund ratio of air carriers has been rapidly deteriorating recently because the U.S. has been experiencing
lower interest rates and stagnant stock prices. Aslower interest rates and stagnant stock prices have been pushing down
the value of pension assets and pushing up pension liahilities, the carriershave beensuffeing arapid drop in the reserve
fund ratio. (This phenomenon is called the “ Perfect Storm’). Due to this phenomenon, for example, the reserve fund
ratio for US Airways and United decreased to 74%°in 2002, and 72% in 2003, respectively. As aresult, the relevant
laws obliged major network carriers to contribute massive compulsory reserve funding in the short term. This posed
additional burdens on the earnings of major network carriers that kept posting massive deficits, placing their pension
plansin criss.

(Pension Funding Equity Act of 2004)

As mgor network carriers suffered from the burden of massive unfunded pension reserves, in April 2004 the U.S.
Congress passed the Pension Funding Equity Act of 2004, which provides some financid remedies including the
exemption of compulsory contributions to fund reserves for two years. Under this new legidation, mgor network
cariers were exempted from a massive financid hurden (the financid relief for mgjor network carriers as awhole was
worth $1.134 billion in 2004%). However, because this two-year financial relief does not permanently exempt the
carriersfromtheir ligbilities, they will have to make massive compulsory contributions again from 2006 onward.

(Actionsby major network carriers)
The total unfunded amount of pension liabilities for mgor network carriers stands a about $21 billion at the end of
2004,
Unfunded Pension Liabilities of the Network Carriers, as of the End of 2004(in $Milliony®

American 2,687
Continental 1582
Ddta 5,298
Northwest 3,820
United 6,425
USAirways 999
Totd 20811

Asthe mgjor network carriers will again face compulsory contributions from 2006 onward, they will have to furnish
massive pension fund paymentswithin afew years. Asaresult, two carriers under bankruptcy protection have chosento
abolish their pension plans. In February 2005, US Airwaystransferred itsthree pension plans (separate pension plansfor
flight atendants, mechanics, and customer service workers) to PBGC (the Pension Benefit Guaranty Corporati on)”.
United al so agreed tohand over its pension plan to PBGC in April 2005 and gained approva from the U.S. Bankruptcy
Courtin May 2005.

On the other hand, the U.S. Congress is seeking to maintain current pension plans and some members of Congress
have submitted hillsto prolong the compulsory contributions period for 25 years. Four mgor network carriers, including
Délta, currently intend to maintain their present penson schemes. However, as they face difficult financia postions, in

Testimony by Duane Woerth (President, Airline Pilots Association) at the Senate Committee on Commerce, Science
and Trangportation (October 7,2004)

' Testimony by Bradley D. Bt (Executive Director, Pension Benefit Guaranty Corporation) at said Senate dmmittee
% Calculated from network carriers 2003 annual reports as well as2004 quarterly reports and annual reports (submitted
to the SEC)

 Calcul ated from major network carriers 2004 Annual Reports (submitted to SEC)

% \When US Airways applied for bankruptcy protection for the first time in 2002, the carrier handed over itspilots
pensionplanto PBGC.
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the absence of any financid or legal remedies, they may fail to contribute in accordance with current laws. Inthis case,
they may apply for bankruptcy protection in order to abolish their current pension plans.

(2) Postretirement benefits

Major network carriers al have different postretirement benefit schemes. As average life expectancy increases, they
foresee heavier financia burdens. Since 2004, United, Deltaand US Airw ays have reviewed their postretirement benefit
programs. As of the end of 2004, major network carriers are facing postretirement benefit liabilities of $9.8 hillion. They
aso paid $700 million for their postretirement benefit programs in 2004. Mgjor network carriers will have to sharply
reducetheir postretirement benefit payments to reduce this massive financid burden However, due to the expected
difficulties of the negotiations with their [abor unions, major network carriers might apply for bankruptcy protectionin
order to reduce their postretirement benefit payments.

Liabilities Payable by Network Carriers, as of the End of 2004, and Actual Payments Made by Network
Carriersin 2004 (in $Million)™

Liabilities payable as Actua payments of

of theend of 2004 network carriersin
2004
American 3303 156
Continental 0 0
Delta 1835 178
Northwest 926 49
United 2401 241
USAirways 1,369 67
Total 984 691

3 Calculated from network carriers: 2004 annual reports (submitted to the SEC)
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3. FutureM ovements

? KeyPoints

(Domesticmark et)
Low-cogt carrierswill continue to expand their operations into high-densty as well as low-density markets,
accderating all-out competition with major network carriers.
In response to the growth of low-cost carriers, major network carriers have already sarted modifying their
businessmodesbut they will need to accelerate further change of these models.
More and more major network carriers are smplifying their fare structure, but demand stimulation might
not boost their revenuesin the short term. Maintaining smplified fare structures and generating profits will
aurely requirefurther cos-cutting efforts.
Itisunclear towhat extent the review of the hub and spoke system has been contributing to improving cost-
efficiency and profitability of majar network carriers. Since creating an effective sysem will take time, low-
cost carrierswill continue expanding their market sharefor thetimebeing.
Tocompetewith low-cost carriers, major network carriersmust be more competitive in providing lowpriced
flight services. It al depends on how much they can reduce their expenses, including their defined benefit
pension plansand postretirement benefits, so that they are ableto effectively compete with low-cost carriers.
The key to continuing growth for low-cost carriersisto maintain their lon-cost operations so that they can
keep providing low fares, the greatest competitive edgefor them. If they fail to do o, they might be forcedto
exit themarket.
Major network carriers and lowcost carriers will eventually reach an equilibrium point, after fierce
competition. The major network carriers that can successfully improve their hub and spoke sysem and
sgnificantly reducetheir costswill become more competitiveand survivein themarket.

(International markets)
Recognizing that the international markets are their major revenue sources, major network carriers will
enhancetheir capacity in order to take advantage of growing air travel demandin these markets.
Aslow-cogt carriers have also been expanding their flight services in the Latin American market mainly
targeting leisure passengers, the competition in this market will get increasingly fierce. Carriers with
international flight serviceknow-how may, after in-depth market resear ch, also enter the Atlantic and Pacific
markets.

(1) Domestic Mar ket

In 2004, air travel demand increased significantly in the U.S. domestic market. With steady growth in the U.S.
economy, air travel demand will keep growing in 2005% Under these conditions, low-cost carriers are planning to
expand ther capacity, whichwill accel eratecompetition in the domestic market. Low-cost carriers are experiencingthe
most growth in the middleto4ong distance markets, highdensity markets and on LL routes where mgor network
carriershavetraditionaly dominated revenue. They are aso entering new markets, such aslow-density markets and LS
and LN routes, on which mgor network carriers have been becoming more dependent recently. Air travel demand and
revenue for low-cost carriers will further increase in thesemajor markets. As seen in JetBlue's planned launch of the
100-seat Embraer for middle-sized markets, competition between thetwo carrier groupswill get fiercer in every market.

Passengers prefer to uselow-cost carriers because they provide a point-to-point, nonstop serviceat lower fares. With
low-cost carriers accel erating their growth, mgjor network carriers will have to review their business model. Firgt of dl,
thiswill force major network carriers to change their fare-setting practices. Sincethe growth of low-cogt carriers has
been pushing down flight faresin many markets, major network carriers are unable to continue an extreme fare-setting

# A ccording to the FAA’s demand forecast RPM s in the domestic market are estimated to expand 1.7% from 2004 to
2005, while growing 4.9% from 2005 to 2006 (FAA Aerospace Forecasts Fisca Y ear 2005-2016).
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practice that depends on some passengers paying expensive fares. They need to change thelr business modds basad on
excessive yield management. Judging from the fact that other maor network carriers followed in the footsteps of US
Airway’'s “GoFares’ program and Ddta's “Simplifares’ program, they are expected to further smplify their fare
Sructures. However, demand stimulation might not boost revenues in the short term. Maintaining smplified fare
structures and generating profitswill surely require further costcutting efforts by major network carriers.

Passengers have shifted away from mgjor network carriers mainly because their hub and spoke system has imposed
longer travel distances and travel time. It is necessary to address this problem as quickly as possible. Since the system
hasinherent cost-raising characteristics, because of its requirement for connecting flights, it is necessary to smplify and
improvethe efficiency of the system. Mgor network carriers are reviewing their hub and spoke systems by putting more
emphasis on mgor hub airports, outsourcing their spoke route operations to regiond cariers, and setting up interna
low-cost divisonsfor expanding non-stop flightsin asimilar manner to that of low-cost carriers.

Major network carriers will inevitably need to acceleratetheir efforts to improve their systems. However, despite the
outsourcing of spoke route operations to regiond carriers or the establishment of low-cost divisions, it is unclear how
much these efforts have contributed to restoring their profitability. Since creating an effective sysemwill taketime, low-
cost carrierswill continue expanding their market sharefor thetime being.

However, since the hub and spoke system is designed to providefrequent flight servicesto many locations, it isaso
undeniable that many low-density areas depend on thissystemfor flight serv ices. For this reason, mgior network carriers
are unlikely to totally abandon their hub and spoke system. They will improve the hub and spoke system, while making
further cost-cutting efforts.

As explained earlier, the magjor network carriers are currently reviewing their business models by incorporating a
portion of low-cost carriers' business modek. To compete with low -cost carriers, major network carriers must be more
cost competitive in order to provide low-priced flight services. It dl depends on how much they can reduce their unit
costs, which aredtill 1.3 times as much asthoseof |ow-cost carriers. However, sinceal of mgjor network carriers posted
deficits in 2004, their cost reduction efforts have obvioudly not been totally successful. United has not yet formulated a
business plan for bresking away from bankruptcy protection. US Airways is again under bankruptcy protection and
finally decided to merge with America West. Delta agreed with its labor union on significant wage cuts and avoided
applying for bankruptcy protection, but it has not restored its earnings and ill implies that it may possibly file for
bankruptcy protection. Furthermore, mgor network carriers are facing massive compulsory contributions for their
defined benefit penson plans as well as Sgnificant expenses on their postretirement benefits, neither of which low-cost
carriers possess. These will surely impose heavy financia burdens on major network carriers. Judging from the fact that
United and US Airways have dready abolished their defined benefit pension plansunder bankruptcy protection, thereis
apossihility for other carriers to take similar actions. In this difficult business environment, other network carriers, in
addition to US Airways, may aso experience drastic organizationa and economic pressure to change if crude oil price
fluctuatiors have adverseimpactsin thefuture.

Additionaly, asseen in thecase of ATA filing for bankruptcy protection in 2004, low-cost carriers do not enjoy stable
earnings and are also affected by increased competition and higher fuel costs. To continue to grow, low-cost carriers
must aso maintain their low-cost operations so that they can keep providing low-priced fares, the greatest strength for
low-cogt carriers. If they fail to doso, they might be forced to exit the market. AmericaWest and US Airways have just
announced their merger. More and more low-cost carriers might reform their operationd framework in line with each
carrier'sfinancial stuation

Eventudly, mgor network ad low-cost carriers will both arrive a an equilibrium point, after fierce competition.
Major network carriers that successfully improve their hub and spoke system and significantly reduce their costs will
become more competitive and survivein the market.

(2) International Markets

In 2004, mgor network carriers significantly expanded their air travel capacity in international markets and posted
operating profits of $800 million. Unlike the domestic market, where they are engaged in fierce competition with low-
cogt carriers, major network carriers currently face almost no competition with low-cost carriersin international markets.
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Asair travel demand is forecasted to grow steadily in the international markets™, magjor network carriers will expand
their capacity in internationa markets as their mgjor revenue sources in order to take advantage of growing air travel

demand, while going on the defensive in the domestic market. As the U.S. government is also actively working on
aviation negotiatiors with foreign nations to expand U.S carriers’ capecity, the government will maintain and strengthen
its present policiesin order to support the carriers’ strategies. Looking at each market in detail,** the Atlantic market will
see steedy growth in air travel demand, while the air travel demand in the Latin American market, which has recently
shown a rapid increase, will continue to grow steadily. The Pacific market has remained stagnant but will enjoy
increased air travel demand, helped by rapid economic growth in Asan countries including Chinaand India.. The U.S.
cariersmay also expand their air travel capacity in the Pacific market, which will face accelerated competition.

On the other hand, aslow-cost carriers have dso been expanding their flight servicesin the Latin American market,
competition here will definitely intensify. Low-cost carriers have not yet started full-scale operations outside Latin
America, but some European low-cost carriers have started entering the Atlantic market®. After in-depth merket
research, carriers who have gained internationd flightservice know-how through chartered flight operations might enter
the Atlantic and Pecific markets. Southwest has started Hawaii route operations through its code sharing agreements
with ATA. Some low-cost carriers might enter international markets through similar code sharing arrangements in the
future.

¥ According to the FAA’ sdemand forecast, RPMsin the international marketswill grow 11.4% from 2004 to 2006 and
7.9% from 2005 to 2006 (FAA Aerospace Forecasts Fisca Y ear 2005-2016).

% According to the FAA’ sdemand forecast, the growth rate of RPMswill stand at 10.6% for the Atlantic market, 14.2%
for the Latin American market, and 10.5% for the Pacific market from 2004 to 2005. The growth rate will register 3.7%
for the Atlantic market, 5.8% for the Latin American market, and 5.0% for the Pacific market from 2005 to 2016. (FAA
Aerogpace Forecagts Fiscd Y ear 2005-2016).

% In May 2005, the German carrier LTU started flight operations between New York and Diisseldorf. In June, Itdian
carrier Eurofly will gtart flight operations connecting New Y ork, Naples, Bolognaand Paermo.
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Reference: Market Category Definitionsand Data Sour ces

1. Category Definitions
Stage Length Category
0-249 miles, 250-499 miles, 500-999 miles; 1,000- 1,999 miles, and 2,000+ miles
Market Sze Category
0-17,999 passengers ayear; 18,000:84,999 passengers, 85,000-289,999 passengers; 290,000-839,999 passengers,
and 840,000+ pasengers
Route Type Category
Large hub to large hub (LL) routes; Large hub to medium hub (LM) routes; Large hub to small hub (LS) routes;
Large hub to non hub (LN) routes; Medium hub to medium hub (MM) routes; Medium hub to small hub (MS)
route; Medium hub to non hub (MN) route; Smal hub to smal hub (SS) route; Smal hub to non hub (SN) route;
and Non hub to non hub (NN) route®)

It should be noted that our analysis covers the top 5,000 U.S. markets. The data used include the number of markets
in 2000 (from 4Q 1999 to 3Q 2000) and in 2004 (4Q in 2003 to 3Q 2004), O& D Tréffic, average fares and passenger
revenues.

2.Data Sources

JTI hes prepared the data after Eclat Consulting organized the market data based on OAG data as well as O&D
treffic, average fares and passenger revenue data based on U.S. Depatment of Transportation survey, “Domestic and
International O& D Survey of Airline Passenger Data’. O& D Trafficrefers tothe flow of passengers between the airport
they depart from and the airport a which they arrive, which includes both direct flight passengers and passengers
transferring to connecting flights. The data on major network carriers aso includesregiond carriers flight operationsin
partnership with mgjor network carriers.

% |arge hub airport: annual passenger share of 1% or more; medium hub airport: 0.25% -0.99%; small hub airport:
0.05%-0.249%; and non hub arport: lessthan 0.05%.
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