The State and Future Trends of the US
Aviation Industry

- National Market in Transition and Developments in Asia i

July 2007

Japan International Transport Institute

‘ /I TI is supported by Z g&%@



CONTENTS

I. Passenger Companies

1. Is the Demand for Passenger Airline Service Continuously Increasing?....... 4
(1) An Overview of the Passenger Airline Business inthe U.S. .............. 4
(2) The Six Major Network Carriers .........ceeieeeeeiiieiiiiiiieee e 5
(B) LOW COSEt CaITIEIS....ccieeeiiiiiie e e eeeee et e e e e e e et e e e e e e e e e e e e 9
2. Is the Supply Capacity of the U.S. Passenger Airlines Increasing? ............ 10
(1) An Overview of the Passenger Airline Business in the U.S. ............ 10
(2) The Six Major Network Carriers ..........uueeiieeeeieeiieiicee e 11
(B) LOW COSE CaITIBIS....ceieieeiiiiiieee e e e ee et e e e e e et e e e e e e e e eesennnnnns 16
3. Have U.S. Passenger Airline Companies Improved Revenues?................. 17
(1) The Six Major Network Carriers ..........cceeiieeeeeieeeiiiieeee e e 17
(2) LOW COSE CaITIBIS....ciiiieeeiiiiiee e eeeee et e et e e e e e e e eenaannnnes 20
4. Efforts by the Six Major Network Carriers to Improve Revenue Structures. 21
(1) Operating REVENUE ..........uuuiiieieeeeeeeeiiie e e e e e e e e 21
(2) Operating COSES ....ccoeeeeeeeeee e 25
5. Has the Cost Structure of the Six Major Network Carriers Changed?......... 28
(1) Personnel COSES .....ccooiiiiiiiiiiie e 28
(2) FUBI COSIS ..o 32
6. Responses by the Six Major Network Carriers to Revenue Improvement .. 36
(1) FAre INCrEASES .....ce e ettt e e e e e e e 36

(2) Revenue Expansion by Outsourcing Spoke Routes to Regional Carriers
....................................................................................................... 39
(3) Entering the International Market ... 41
7. Are the Low Cost Carriers Capable of Sustaining Profits?...............ccccueee. 44
(1) Cost Trends of LOW COSt Carriers ........cevieeeeeieeeiiiiiiieeeeeee e 44

(2) Comparison Between the Six Major Network Carriers and Southwest
....................................................................................................... 47
ST @] o 18] o] o 51



Il. Suggestions for Japanese Airlines

1.AreUS-Japan Routes Stild]l Functoi2o.n.i.n.gp2 as

(1) Overall Traffic Volume Between the U.S. and Asia.............cceeeeee. 52
(2) Performance by U.S. Carfiers ......cccocivuiiiieiiiiie e 56

(3) Comparison Between Flights Through Japan and Those Bypassing
JAPAN <. 58
2. Can Flag Carriers, Including Japan, Survive in the Asian Market? ............. 68
G T O o 1 od 1] Lo o 81

ifGat e



|. Passenger Companies’
1.Is the Demand for Passenger Airline Services Continuously Increasing?

(1) An Overview of the Passenger Airline Business in the US

2006 saw passenger demand grow, together with the number of passengers
and RPM (revenue passenger miles), passing the peak level of the year 2000.
However, the rate of increase has substantially declined.
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! Data used in Section | of this report regarding operation and business performance are

providedbyt he US Department of Transpor tmaBeyeo&Agrew For m 41,

and prepared by this Institute.



(2) The Six Major Network Carriers?

The passenger numbers trend of the six major carriers in the domestic market
showed signs of recovery from 2003 to 2005, but declined in 2006.
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% The six major US major carriers consist of American, Continental, Delta, Northwest, United and
the former US Airways. US Airways merged with America West on September 27, 2005, but
integration of the operations of the two companies was scheduled to take place over 24 months,
and they continue to provide data to the DOT as separate entities. As such, they will be referred
to as the former US Airways and the former American West in this report. fExpanded Network
Carriersomeans the total of the six major carriers and regional carriers affiliated with the six major
carriers.



The RPM trend of the six major network carriers was in recovery 2003 through
2005, then in decline in 2006.

RPM (million passenger miles)
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The number of passengers carried by the six major network carriers leveled
off from 2003 through 2005 while the PRM saw an upward trend. The
decreasing rate of the number of passengers(4.9%) in 2006 was larger than
that of RPM (2.7%) as opposed to the number of passengers (4.9%),
indicating that the six major network carriers experienced a declining demand

centeri

ng on short-range routes.




In an attempt to observe the impact of the decrease in RPM of the six major
network carriers on other modes, the RPM trend of the six major network
carriers is compared to the trend of VMT (unit mile).>

The automobile mode trend remained level during the 2004-2005 period when
the six major network carriers saw an upward trend, while during the period of
2005 through 2006 when the six major network carriers experienced a

declining trend, it exhibited an upward trend.

The above facts are interpreted to indicate that a part of the reduction of the
maj or network carri
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Both the number of passengers and RPM in the international market in the
year 2006 surpassed the levels of the year 2000. Unlike the domestic market,
the trend in the international market has shown a steady increase.

Number of Passengers and RPM of the 6
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(3) Low Cost Carriers*

Unlike the six major network carriers, low cost carriers have seen a steady
increase in both the number of passengers and RPM since 2000. This trend
continued in the year 2006.

As a resul t, the | ow cost carriers-6 mar ket
fourth from that of 2005, in terms of the number of passengers and close to
one- fourth in terms of RPM.
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* Defined as the following seven companies: Southwest, JetBlue, Frontier, Spirit, America West,
AirTran and ATA. In the case of those low cost carriers (JetBlue, Frontier, Spirit, American West,
AirTran and ATA), which also operate on international routes (Latin America), some of the data
available is not distinguished statistically from data on domestic operations. Therefore, unless
specified otherwise, the data on these airlines refers to the entire market, both domestic and
international.



2. Is the Supply Capacity of US Passenger Airlines Increasing?

(1) An Overview of the Passenger Airline Business in the US

Responding to the demand increase, an upward trend continued through 2005,
overtaking the 2000 level, which marked a peak. However, 2006 saw a
decline in supply in the domestic market by the six major network carriers and
the rate of increase declined dramatically, and then leveled off.
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(2) The Six Major Network Carriers

(Domestic Market)

In the domestic market where revenue increases are difficult to realize, load
factor is considered to be extremely important. The carriers again turned to a
reduction in supply capacity, transferring business to regional carriers. On the
other hand, they have continuously increased their supply capacity in the
international market thus availing resource savings for the national market.

In the domestic market, they have been reducing the number of flights and
ASM?® since 2005. 2006 saw a trend toward reducing their supply capacity.

The fact that the declining rate in the number of flights (the 2006 rate was
10.03% compared to 2005) substantially exceeds that of ASM (the 2006 rate
was 5.4% compared to 2006) shows that reduction in the number of flights
mainly involved short-range flights.
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®> ASM stands for Available Seat Miles, obtained by multiplying the number of passenger seats by
operating miles, which serves as an index reflecting the capacity of an airline company.
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A steady upward trend in an increase in the supply capacity of regional
carriers leveled off in the year 2006, and for the first time, the number of flights
turned downward in the same year.

The transfer of short-range flights from the six major network carriers to
regional carriers has almost been completed. The six major network carriers
have changed their flight distribution strategy by further eliminating their own
short-range flights, depending upon their respective regional affiliates.
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(International Market)

On the other hand, supply capacity in the international market has been
steadily increasing since 2004 when demand also began to increase.

6 Major Network Carriersin the International
Market
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A comparison between RPM and ASM in international market shows a higher
rate of increase for RPM, indicating that the increase in demand exceeds that
of supply capacity in the international market. This is regarded as one of the
vital factors which have caused the six major network carriers to become more
aggressive in expanding international operations than domestic operations.
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(3) Low Cost Carriers

While the six major network carriers are reducing their supply capacity, the low
cost carriers are constantly increasing their capacity. The domestic market
share held by the low cost carriers rose from 18.1% in 2000 to 27.1% in 2006.

Low Cost Carriers
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3. Have US Passenger Airline Companies Improved Revenues?

(1) The Six Major Network Carriers

The pooled revenue of the six major network carriers turned a profit for the
first time since 2001 due to cost reduction efforts and fare increases, recording
$3,081,500,000 in operating revenue.

When calculated on a per-unit basis,®’ the six major network carriers made a
per-unit base profit totaling 0.46 cents.

6 Major Network Carriers: Overall View
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Earlier, due to the limited nature of competition in the international market,
fares were set against vigorous demand for further expansion of revenue
which was used to support domestic operations where the competition was
fierce vis-a-vis the low cost carriers.

In 2006, due to fuel cost increases, low cost carriers were forced to raise their

® Regarding the cooperative transportation system that exists between the six major network
carriers and the regional carriers with which they are partnered (domestic market and Latin
American market), because both revenues and costs associated with such contractual ventures
as these are not directly related to the major network carrier, since 2003 they have been required
to be reported as Otr ans poéotrrtaantsi poonr traetliaBomehis erleavteendu ecso, sot
reason, regarding calculations of revenues and/or costs on a per-unit basis, since the ASM
denominator is that proportion of flight operations carried out by each company individually rather
than through partner carriers, the values considered to most accurately represent the actual
revenue and/or costs of the operations of each individual company, and thus are used in
transportation related costs as mentioned above.

" The value divided by ASM is used as fPer Unitdvalue in this report.
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fares. As a consequence, the six major network carriers were able to earn
profits in the domestic market for the first time since 2001.
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