Internet Mini Case # 8

Southwest Airlines Co.

The fourth largest U.S. airline in terms of passengers carried and second largest in scheduled domestic departures, Southwest (LUV) flies to 59 airports in 58 cities in 30 states. The company’s operating strategy has been built around providing high frequency, short-haul, point-to-point, low-fare service. Southwest has resisted attempts to expand too rapidly, choosing to add new destinations only when the company had the resources and anticipated adequate demand to go into a new location with a minimum of 10–12 flights per day. Average flight length in 2001, the most recent full year for which data are available, was 514 miles with an average duration of approximately 1.5 hours. The company’s point-to-point route system provides more direct, non-stop flights than the traditional hub and spoke system so that connections, delays, and total trip time are minimized approximately 75% of Southwest’s passengers fly nonstop. When possible, Southwest avoids the more congested hub airports in favor of conveniently located satellite or downtown airports such as Chicago Midway, Houston Hobby, Dallas Love Field, Baltimore-Washington International, Oakland, Providence, San Jose, and Islip (New York). Southwest’s fare structure is relatively simple compared to major full-service carriers. Fares feature low, unrestricted, unlimited, everyday coach fares with lower fares available on a restricted basis.

Marketing and Operations

Southwest continues to have the lowest cost per available seat mile flown (ASM) of any major passenger carrier in its market ($0.0731 per seat mile in first quarter 2002 vs. $0.0769 in the same quarter 2001). According to the company, Southwest alone accounts for 90% of all discounted air travel in the United States. The company’s low-cost position is supported by low reservation and ticketing costs, type of plane flown, low food costs, and quick turnaround times that minimize the number of aircraft out of service and allow the company to lease fewer airport gates.

Passengers can book flights on Southwest through travel agencies or directly with the company by telephone or Internet. Southwest does not interline with any other airline (the company does not even transfer baggage to other airlines), has no commuter feeder relationships, and does not have ticketing arrangements with major online travel services such as Orbitz, Priceline, Expedia, and Travelocity. The first airline to establish a home page on the Internet, Southwest began offering e-tickets via its home page on the Internet in 1996. For the quarter ended March 31, 2002, the company reported that approximately 46% of its passenger revenue was generated by online bookings. The company estimates its cost per booking on the Internet at about $1—significantly less than the $6-$8 cost of booking via travel agents.

Southwest operates only one aircraft type, the Boeing 737, which simplifies scheduling, maintenance, flight operations, and training. At the end of 2001, the company a total of 246 737 (200, 300, and 500 series) aircraft in service, of which 99 leased. Southwest was the launch customer for the Boeing 737-700, the newest and most efficient of the 737 type. The company took delivery of its first 737-700 in December 1997; at April 18, 2002, Southwest had 118 737-700s in service. The average age of aircraft in the company’s fleet is less than 8.5 years.  

Because most of its flights are short, Southwest does not offer meals—only peanuts and drinks. (Data on beverages is not available; however, the company does disclose that it served 91.7 million bags of peanuts in 2001!) In early May 2002, the company announced that, for the first time, it will offer transcontinental nonstop service, beginning with Baltimore-Los Angeles. And, while transcontinental flights are the “genie” that many competitors, including USAir, hoped would not get out of the bottle, some industry observers wonder whether adding long-haul flights is inconsistent with the focused strategies that have made Southwest successful.   

Turnaround times that average just 25 minutes (compared to an hour or more for major competitors) help increase asset productivity and lower costs. Although 81% of Southwest’s 34,000 employees are unionized, the company has been able to negotiate flexible work rules that enable it to meet rapid turnaround schedules. It is not unusual for pilots to help flight attendants clean airplanes or help the ground crew load baggage. Because employee productivity is very high, Southwest can maintain a lean staff and avoid layoffs. Quick turnaround times are also facilitated by the lack of reserved seating and the crews’ thorough knowledge of the 737 aircraft. The company has announced, and begun to roll out, a new automated boarding pass that will replace Southwest’s traditional plastic boarding pass. The new boarding pass will be available 90 minutes before departure at any one of three airport locations:  at the Skycap counter, ticket counter, and departure gate. Beginning 20 minutes before departure, boarding passes will be available at the departure gate only. Southwest introduced the new boarding pass to reduce the amount of time a passenger spends in lines at airports.

Flights to Southwest’s “Top Ten” airports (in order: Phoenix, Las Vegas, Houston Hobby, Baltimore/Washington, Dallas (Love Field), Chicago Midway, Oakland, Los Angeles (LAX), Nashville, and San Diego) account for just over 46% of the company’s 2,800 average daily flights while flights to the “Top Five” account for just under 27%.

Despite its low costs, Southwest delivers consistently high levels of service and ranks high on such metrics as on-time performance, baggage handling, and customer satisfaction. The company, which has ranked number one in fewest customer complaints for the last eleven consecutive years in the Air Travel Consumer Report, was also named a charter member of the International Airline Passenger Association’s Honor Roll of Airlines. The American Consumer Satisfaction Index, developed and maintained by the University of Michigan, ranked Southwest first among airlines based on its customer satisfaction survey of the industry.

Human Resources/Employee Relations

Southwest has worked hard to maintain a positive, nontraditional corporate culture of flexibility and fun through good employee and union relations (the company has ten collective bargaining agreements covering over 80% of its employees.) According to the April 2001 issue of Fortune, Southwest is an employer of choice among college students and ranked among “The 50 Most Coveted Employers” in a vote by MBA students in a survey conducted by Universum, an academic consulting firm.      

Finance

In 2001, Southwest posted a profit for the twenty-ninth consecutive year. The company was better positioned than perhaps any of its competitors to withstand the potentially devastating impact of the September 11 terrorist attacks. Southwest had approximately $1 billion in cash and cash equivalents on hand, enabling it to meet the severe demand on cash flow faced by all airlines as they began to restore service on September 14. According to industry analysts, the company also had the strongest balance sheet and highest credit ratings in the U.S. airline industry, which enabled it to quickly borrow, at reasonable rates, the cash necessary not only to sustain operations but also to fund employee profit sharing commitments and meet contractually obligated capital expenditures. Southwest was the only major airline to maintain a full schedule, operating 100% of its aircraft. The company also maintained full employment with no layoffs, furloughs, or unpaid leaves. Excluding fuel costs (which dropped) and despite significantly higher expenditures for security and insurance, Southwest was able to decrease its operating costs per ASM by 2.5% in the fourth quarter of 2001.    

Although the company’s net income decreased 82.3% from the same quarter in 2001, Southwest was the only major carrier to post a profit for the first quarter of 2002. The company’s operating revenues for the first quarter decreased 12% to $1.26 billion, reflecting the difficult industry revenue environment.   Operating expenses per ASM for the first quarter decreased 4.9% primarily because of lower jet fuel prices and lower travel agent commissions. “Other” expenses increased slightly in the first quarter, reflecting increased interest costs. Although Southwest’s load factor (RPM/ASM) declined to 62.9% in the first quarter, the company’s May traffic report, released June 5, showed a 4.4% increase in revenue per passenger mile over the same quarter in the prior year, and a load factor for May 2002 of 69.7%, the same as for May 2001. (NOTE:  complete annual reports and SEC filings are available from the company’s web site, http://www.freeEdgar, and http://www.wsj.com.)    
Industry

On the morning of September 11, 2001, terrorist attacks shut down the U.S. airline industry. The Federal Aviation Administration (FAA) suspended all commercial flights within hours after the attacks on the World Trade Center’s Twin Towers and the Pentagon and, although some flights resumed three days later on September 14, the industry still had not recovered nine months later. 

Continuing concerns about the safety of flying, a weaker than expected economic recovery, and delays resulting from both tighter security and fewer flights led to a passenger traffic year-over-year decline of approximately 12% among the nine major U.S. airlines in April 2002.   

Major airlines, many of which deferred or cancelled new aircraft deliveries, pared down flight schedules, and furloughed employees in the wake of “9/11,” have been slow to increase capacity to previous levels. Some majors have permanently retired up to 5% of their total capacity, mostly large, older, gas-guzzling planes such as the DC-10 and 727. And, while analysts and airline financial officers agree that retiring inefficient aircraft is a positive step toward profitability in an industry that had suffered from overcapacity, a great deal of that capacity is being replaced by low-fare start-ups, most of which are still growing, and by small-jet regional carriers. For example, New York-based Jet Blue Airways (JBLU), while still small (500 million revenue passenger miles in April 2002, about 10% of what Continental carried in the same period), has won over a significant number of business travelers on the long-haul routes that have been the province of big, full-service carriers for years. Strongly capitalized and well-run, analysts predict that Jet Blue can grow at an aggressive 25% per year for the next five years by taking market share from the majors. AirTran Airways (AAI)  (388 discounted flights each day to 37 cities) has been equally aggressive, grabbing share in Baltimore and other markets as troubled USAir cancelled flights. Similarly, both Frontier Airlines (FRNT) and American Trans Air (AMTR) have made traffic gains at the expense of UAL’s United Airlines in Denver and other western cities.      

The airline industry is highly competitive as to fares, frequent flyer benefits, routes, and service. Profit levels in the industry are highly sensitive to changes in operating and capital costs and the extent to which competitors attempt to “match” each other’s fares and services as well as to general economic trends. Energy prices continue to be unpredictable:  favorable prices in the first quarter of 2002 have been followed by sharp increases in April and May. Of increasing concern to carriers is the number of business travelers who are practicing what one industry analyst calls “Airline Avoidance.” Poor service and complex pricing, further exacerbated by arcane rules, regulations, and restrictions on reservation changes, have created an environment in which companies and individuals are purchasing planes, purchasing fractional ownership in planes, or choosing to drive. So many travelers are choosing the latter that Delta Air Lines (DAL) launched a “fare sale” at the end of March 2002 specifically to provide additional customer incentive to fly rather than drive. The short-haul market is crucial to profitability for full service carriers because, in general, travelers pay more per mile to fly short trips.

Increasing numbers of travelers are using Web sites to book airline tickets, hotel rooms, and car rentals. According to the Internet analysis group Jupiter Media Metrix, consumers are expected to spend about $30.8 billion on travel sites in 2002, up from $24 billion in 2001. Concern about prices and practices of online travel services, Congress created a nine-member commission to investigate the pricing, practices, and exclusive marketing agreements of various airline and independent sites. The commission is scheduled to hold its first meeting on June 12, 2002.   

The industry is subject to regulation by a number of federal, state, and local departments and agencies. The Department of Transportation (DOT) has regulatory jurisdiction over passenger airlines with the Federal Aviation Administration (FAA) regulating aircraft maintenance and operations including equipment, ground facilities, licensing, and communications. The Aviation and Transportation Security Act of 2001 established a new Transportation Security Administration (within the DOT) with responsibility for aviation security functions including passenger and baggage screening.

Competitors

Southwest competes with almost all major U.S. carriers on some route segments. Competitors also include such regionals as AirTran, Frontier, and America West. Southwest is ranked first among the largest U.S. airlines in market capitalization (number of shares outstanding multiplied by market price) and seventh in trailing twelve-month (TTM) revenue as of June 11, 2002:
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American Airlines (AMR)
 
 $  3,133

$18,339
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United/UAL Corporation (UAL) 
        648

  15,002
(15.6)

Delta (DAL)



     3,044

  13,140
(11.3)

Northwest Airlines (NWAC)

     1,263

    9,474
(  4.5)

Continental Airlines, Inc. (CAL)
     1,248

    8,511
(  3.1)

US Airways Group (U)

        214

    7,756
(28.8)

Southwest Airlines Co. (LUV)
   13,088

    5,384
7.6

Alaska Air Group (ALK)

        693

    2,112
(  1.9) 
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