ECONOMIC STATUS OF LOCAL
SERVICE AIRLINES

By Robert W. Harbeson

The local service airline industry has undergone a radical transformation in the past
five or six years as a result of three interrelated influences: traffic growth, the acquisi-
tion of larger and more modern aircraft, and significant developments in regulatory
policy. The changing character of the industry is reflected in the increasing frequency
with which its members are referred to as regional carriers rather than local service
carriers. A significant related development has been a very great increase in the
number of scheduled air taxi operators, which some have proposed to convert into
“third-level” airlines to take over at least a portion of the operations which the local
service carriers have found unprofitable. It seems appropriate, therefore, at this
time to analyse some of the economic and managerial factors influencing the financial
position of the local service airline industry, to examine the relative progress of the
individual carriers toward financial self-sufficiency, and to review the evolution of,
and recent developments in, regulatory policies influencing the economic role and
financial position of the industry.

DETERMINANTS OF CARRIER COSTS

Certain data necessary for an economic analysis of the local service airline industry
are presented in Table 1. The carriers are grouped by size, as measured by available
ton miles, and ranked by a number of variables affecting their cost and profit
position. The data are for 1967, the last full year for which data were available at
the time of writing. Frontier Airlines and Central Airlines were omitted because
they were merged in October 1967, and therefore data are not available for the full
year. During 1968 the number of local service carriers was further reduced from
twelve to nine by the merger of Lake Central with Allegheny and the merger of
Bonanza, Pacific, and West Coast to form Air West. These mergers have eliminated
the four smallest local service airlines.

The data in this table (and in Table 8) indicate a positive rank correlation
between the size of a local service carrier and a number of variables affecting its cost
and profitability. This is particularly evident when one compares the two largest and
two smallest carriers, but the relationship is more irregular among the intermediate-
size carriers. Thus North Central ranks third in size and Bonanza eighth, but on
many of the relevant variables North Central ranks low while Bonanza ranks high.
The same contrast exists to a somewhat lower degree between Piedmont and Trans-
Texas. The two largest and three smallest carriers rank lowest on the percentage of
passenger-miles in monopolised (g9o—100 per cent controlled) markets, while the
intermediate-size carriers rank highest. However, the four carriers that rank highest
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TABLE 1

Local Service Airlines Ranked in Accordance With Factors
Affecting Cost and Profitability, 1967!

Average

Over-all Average on-line Passenger

available Stage passenger miles per

ton-miles length irip city pair
Carriers (000) Rank  (miles)  Rank  (miles)  Rank (oo0)  Rank
Large
Allegheny 138,835 1 135.1 3 220.1 6 1087.6 3
Mohawk 109,815 2 137.3 2 230.7 4 1197.5 2
Medium large
North Central 90,843 3 92.2 10 176.3 10 385.8 9
Piedmont 88,851 4 116.0 5 266.5 1 572.3 5
Trans-Texas 88,540 5 122.6 4 228.5 5 430.6 8
Ozark 87,608 6 113.6 6.5 206.4 vi 495.6 6
Medium small
Southern 55,510 7 104.6 8 190.7 9 299.4 10
Bonanza?2 52,236 8 158.9 1 250.0 2 2362.7 1
Pacific2 51,155 9 112.7 7 198.5 8 752.2 4
Small
West Coast2 43,044 10 113.6 6.5 244.3 3 440.9 7
Lake Central3 39,102 II 99.2 9 173.5 11 279.3 11

Over-all

Over-all revenue

revenue ton-miles Revenue Plane

ton-miles per station passengers miles per

per route- per year per airport route mile

Carriers mile Rank (000) Rank  per day  Rank  per day  Rank
Large
Allegheny 25,972 I 1464.3 1 170.4 1 27.76 I
Mohawk 18,236 2 1349.6 3 153.2 2 17.89 3
Medium large
North Central 9,515 7 647.6 8 91.7 6 11.92 5
Piedmont 17,804 3 1047.7 4 102.9 4 20.01 2
Trans-Texas 8,110 8 685.1 7 78.6 8 11.81 7
Ozark 10,487 5 792.4 5 96.9 5 11.85 6
Medium Small
Southern 7,596 9 493.9 9 64.3 9 9.80 9
Bonanza2 13,722 4 1384.4 2 152.5 3 13.29 4
Pacific2 9,872 6 690.4 6 89.7 Vi 9.18 10
Small
West Coast2 6,198 10 462.8 10 51.0 11 8.14 11
Lake Central3 5,509 I1 351.8 11 51.0 10 11.35

1Data for Frontier and Central not included because of merger during the year.
2Merged to form Air West, 23 February 1968.
3Merged into Allegheny, 1 July 1968.
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Revenue Over-all
hours per revenue Passenger Break-even
day per load factor load factor passenger
plane all scheduled scheduled load
Carriers services ~ Rank  service  Rank  service  Rank  factor Rank
Large
Allegheny 6.32 4 42.8 7 46.1 5 48.2 Il
Mohawk 6.35 3 44.5 4 50.0 3 52.8
Medium large
North Central 6.46 2 47.0 3 45.7 7.5  52.3 10
Piedmont 6.59 I 53.2 1 53.3 2 56.7 6
Trans-Texas 5.37 10 39.4 9 45.7 7.5 53.0 8
Ozark 5-40 9 443 5 46.5 4 54.3 7
Medium small
Southern 6.01 6 44.1 6 45.9 6 50.2 5
Bonanza2 6.26 5 477 2 53.5 1 62.7 2
Pacific2 5.56 7 39.2 10 44.8 8 72.6 1
Small
West Coast2 4.50 I1 41.3 8 44.2 9 61.9 4
Lake Central3 5.52 8 34.6 11 34.9 10 62.1 3
Nationwide Percentage of all airline
Percentage rank in passenger-miles handled
passenger- passenger- by carrier
miles in miles of
90—-100Y, largest in largest  in largest 10
controlled city-pair city-pair city-pairs
Carriers markets Rank served served served
Large
Allegheny 46.1 10 149 52.7 60.1
Mohawk 52.0 8 88 7.0 40.1
Medium large
North Central 745 3 398 80.2 88.8
Piedmont 79.0 2 497 100.0 98.1
Trans-Texas 69.4 5 129 14.4 42.4
Ozark 88.3 1 504 100.0 99.9
Medium Small
Southern 71.2 4 627 100.0 95.5
Bonanza2 67.6 6 60 27.7 54.4
Pacific2 42.3 1 364 76.5 64.7
Small
WestCoast2 57.8 7 274 28.1 61.7
Lake Central3 51.0 9 227 9.0 34.5

1Data for Frontier and Central not included because of merger during the year.
2Merged to form Air West, 23 February 1968.
3Merged into Allegheny, 1 July 1968.

Sources: Civil Aeronautics Board, Air Carrier Traffic Statistics, Air Carrier Financial Statistics,
Comparative Selected Data for Local Service Air Carriers, Air Carrier Analytical Charts and Sum-
maries, Competition Among Domestic Air Carriers.
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in this respect serve the smallest markets, as shown by the rank in passenger-miles
of the largest city-pair served.

Since the size of the local service carriers is positively rank-correlated with the
variables affecting cost and profitability, one might expect a negative rank correlation
between size and subsidy (per revenue ton-mile or per passenger-mile). This is clearly
demonstrated in Table 2. On the other hand, the data do not show a statistically
significant relationship between revenue (per ton-mile or per passenger-mile) and
either size or subsidy (per revenue ton-mile or per passenger-mile).

The costs of the local service carriers, both individually and overall in comparison
with the trunk lines, are analysed in Tables 3—-6. Table g shows an inverse relation-
ship between the ranking of carriers by size and their unit operating expenses. As in
Table 1, the relationship is very clear if the two largest and two smallest carriers are
compared but is less regular in the case of the intermediate-size carriers. Thus
Trans-Texas and Bonanza, which rank fifth and eighth in size respectively, show
total unit costs similar to those of the two largest carriers, Allegheny and Mohawk.
On the other hand, North Central, ranking third in size, has the second highest unit
costs.

TABLE 2

Revenue and Subsidy Position of Local Service Airlines, 1967!

Revenue per Subsidy per

ton mile, Revenue per revenue ton Subsidy per

scheduled passenger mile, sched- passenger

and un- mile uled and un- mile

scheduled scheduled scheduled scheduled
Carriers service Rank service Rank  service Rank service Rank

(cents) (cents) (cents) (cents)

Large
Allegheny 81.43 6 7.9 4.5 6.6 10 0.7 9
Mohawk 83.08 3 8.0 3 7.5 9 0.8 8
Medium large
North Central 90.02 1 8.8 1 12.3 7 1.4 5.5
Piedmont 75.98 8 7.3 7 4.6 11 0.5 10
Trans-Texas 79.68 7 7.6 6 12.7 6 1.3 6
Ozark 81.78 4 7.9 4.5 11.2 8 1.2 7
Medium small
Southern 81.64 5 7.7 55 17.5 3 1.9 3
Bonanza2 69.17 11 6.5 9 14.5 5 1.4 5.5
Pacific2 75.39 10 7.0 8 17.0 4 1.8 4
Small
West Coast2 75.49 9 7.7 5.5  24.3 2 2.5 2
Lake Central3 88.39 2 8.6 2 30.6 I 3.3 I

1Frontier and Central not included because of merger during the year.

2Merged to form Air West, 23 February 1968.

3Merged into Allegheny, 1 July 1968.
Sources : Civil Aeronautics Board, Air Carrier Financial Statistics, Air Carrier Traffic Statistics, Com-
parative Selected Data for Local Service Air Carriers.
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TABLE 3
Unit Costs of Local Service Airlines, 19671

Costs in cents per available ton mile

Ratio

Total Total indirect Total

direct indirect to direct expense
Carriers expense  Rank  expense  Rank  expense  Rank Rank
Large
Allegheny 16.7 10 19.3 10 115.6 4 36.0 10
Mohawk 18.0 7 20.2 8 112.2 6 38.2 8
Medium large
North Central 20.4 55 258 2 126.5 I 46.2 2
Piedmont 21.7 2 20.4 7 94.0 11 42.1 6
Trans-Texas 17.8 8 17.7 11 99.4 10 35.2 11
Ozark 20.4 5.5 20.6 6 101.0 9 41.0 7
Medium small
Southern 21.1 4 22.7 5 107.6 8 43.8 4
Bonanza2 17.6 9 20.1 9 114.2 5 37.7 9
Pacific2 19.9 6 23.1 4 116.6 3 43.1 5
Small
West Coast2 21.4 3 23.6 3 110.3 7 45.5 3
Lake Central3 23.1 1 27.4 1 118.6 2 50.5 I

1Frontier and Central not included because of merger during the year.
2Merged to form Air West, 23 February 1968.
3Merged into Allegheny, 1 July 1968.

Sources : Civil Aeronautics Board, Air Carrier Financial Statistics and Air Carrier Traffic Statistics.

The well recognised and serious cost disadvantage of the local service carriers as
compared with the trunk lines is clearly revealed in Tables 4 and 5. The most
unfavourable comparisons are in aircraft and traffic servicing, general and administrative
expenses, and direct maintenance, in that order. These three classes of costs together
accounted for 43.3 per cent of total operating expenses of the local service carriers in
1967 (see Table 6). To illustrate further the relationship between size and unit costs,
a comparison is given in Table 4 of local service airline costs with those of Western
Airlines, the smallest unsubsidised trunk line. With regard to the ratio of indirect to
direct expense, which is one measure of management’s ability to control cost, the
local service lines stand between the Big Four and the other trunk lines. Table 5
reveals that between 1958 and 1967 both the local service lines and the trunk lines
other than the Big Four appreciably improved their cost position relative to the Big
Four, a showing made possible by a more than threefold increase in the total volume
of airline traffic and a five-fold increase in that of the local service airlines. The local
service lines showed especially marked improvement in the unit costs of aircraft and
traffic servicing and general and administrative expenses — classes of cost which tend to
decline sharply per unit with increased volume of traffic. On the other hand, the
ratio of local service to trunk line costs for degpreciation and amortisation increased from
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TABLE 4
Comparison of Local Service and Trunk Line Unit Costs, 1967

Costs in cents per available ton mile

Ratio of local service
Big Other ~ Western  Local carrier unit costs to :
Four trunk Air service
lines Linesl  carriers Big Other ~ Western

Four trunk Air

lines Lines!
Flying operations 6.0 5.6 5.9 10.7 178.3 I9I.1 201.9
Direct maintenance 2.3 2.5 2.7 5.3 203.4  212.0 196.3
Depreciation of flight equipment 1.8 1.9 2.3 2.6 144.4 136.8 113.0
Total direct expense 10.1 10.0 10.3 18.6 184.2 186.0  180.6
Passenger servicing 2.1 2.1 2.2 2.1 100.0 100.0 95.5
Aircraft and traffic servicing 3.9 3.4 3.9 9.4 241.0 276.5 241.0
Promotion and sales 2.7 2.6 3.4 3.5 129.6  134.6 102.9
General and administrative 0.9 0.8 1.3 2.2 244.4  275.0 169.2
Indirect maintenance 1.7 1.3 0.9 2.5 147.1 192.3  277.8
Amortisation of development
and pre-operating expense 0.1 0.2 0.1 0.3 300.0 150.0  300.0
Depreciation of other than flight
equipment 0.2 0.2 0.4 0.3 150.0  150.0 75.0
Total indirect expense 11.6 10.6 12.2 20.3 175.0  IQL.5 166.4
Total expense 21.7 20.6 22.5 38.9 179.3 188.8 172.9

Ratio indirect to direct expense 114.9 100.6  118.4  100.1

1Western Air Lines selected for comparison as being the smallest unsubsidised trunk line.
Sources: Civil Aeronautics Board, Air Carrier Financial Statistics and Air Carrier Traffic Statistics.

TABLE 5
Comparison of Local Service and Trunk Airline Unit Costs, 1958 and 1967

Costs per available ton mile
Costs of Big Four Trunk Lines = 100

1958 1967
Medium

size Small Local Other than Local

trunk trunk service Big Four service

lines lines! lines trunk lines lines
Flying operations 96.3 100.9 186.3 93.3 178.3
Maintenance 94.3 83.9 182.2 92.5 192.5
Passenger servicing 94.0 89.4 125.2 100.0 100.0
Aircraft and traffic servicing 101.2 110.9 305.2 87.2 241.0
Promotion and sales 101.9 118.1 125.6 96.3 129.6
General and administrative 89.8 131.9 290.5 88.9 244.4
Depreciation and amortisation 101.8 102.5 79.2 109.5 152.4
Total operating expenses 97.4 101.6 187.9 94.9 179.3

1Continental and Northeast.
Sources : 1958 data from Caves, Air Transport and its Regulators, p. 58; 1967 data from Civil Aeronautics
Board, Air Carrier Financial Statistics and Air Carrier Traffic Statistics.
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TABLE 6

Relative Importance of Categories of Operating
Expenses, Trunk and Local Service Airlines, 1967

Percentage of total operating expenses

Trunk Local Service
Lines Lines
Flying operations 27.5 27.5
Direct maintenance ... I1.1 13.6
Depreciation of flight equlpment 8.4 6.7
Total direct expenses ... 47.0 47.8
Passenger servicing ... 9.9 5.5
Aircraft and traffic servicing ... 17.6 24.0
Promotion and sales ... 12.5 9.0
General and administrative expenses ... 4.2 5.7
Indirect maintenance ... . 7.3 6.3
Amortisation of development and pre-
operating expense ... 0.6 0.8
Depreciation of other than fhght equlp-
ment ... - . 1.0 0.8
Total indirect expenses 53.1 52.1
Total 100.01 100.01

1Percentages do not add to 100 per cent because of rounding.
Source : Civil Aeronautics Board, Air Carrier Financial Statistics.

TABLE 7

Coefficients of Rank Correlation of Qver-all Available Ton Miles with
Local Service Airline Unit Costs, 196751

Costs per available ton mile

Flying operations —0.40
Direct maintenance . —0.25
Depreciation of flight equxpment 0.26
Total direct expense —0.33
Passenger servicing . . . . —o0.15
Aircraft and traffic serv1c1ng —0.14
Promotion and sales 0.g97%*
General and administrative —o0.65*
Indirect maintenance ... . —o0.08
Amortisation of development and pre—operatmg expense 0.98%*
Depreciation of other than ﬂlght equlpment 0.30
Total indirect expenses ... . . —0.55%
Ratio indirect to direct expenses —0.13
Total expense ... —0.52

1Data for Frontier and Central not included because of merger during the year.
*Significant at 5 per cent level of confidence.
**Significant at 1 per cent level of confidence.
Sources: Basic data from Civil Aeronautics Board, Air Carrier Financial Statistics and Air Carrier
Traffic Statistics.

315



September 1970 JOURNAL OF TRANSPORT ECONOMICS AND POLICY

79.2 per cent in 1958 to 152.4 per cent in 1967, reflecting the general re-equipping
of the local service aircraft fleets with new, larger and more expensive planes.

Finally, in Tables 7 and 8 there are presented co-efficients of rank correlation
reflecting some of the inter-relationships among available ton-miles, unit costs, and
factors reflecting the strength of the route structures of the local service carriers.
Ideally one would employ multiple regression analysis to determine the influence of
individual variables upon unit cost, other variables being held constant, but this is
not feasible because of the existence of inter-correlation between variables (multi-
collinearity), and because of the large number of relevant variables and the small
number of carriers involved. Hence resort was necessarily had to simpler regression
analysis using the Spearman coefficient of ranked correlation.

Table 7 shows an inverse relationship between size, as measured by available
ton-miles, and every item of unit costs except depreciation, amortisation of develop-
ment and pre-operating expense, and promotion and sales expense. Those items
together accounted for only 17.3 per cent of the total operating costs of the local
service carriers in 1967. The coefficient of rank correlation between size and fotal
direct unit cost (— 0.33) is not statistically significant; the coefficient for total indirect
unit costs is statistically significant at the 5 per cent level of confidence (— 0.55) but
falls just short of being significant (— 0.52) for fotal unit costs.! The only individual
classes of costs which show a statistically significant correlation with size are pro-
motion and sales, general and administrative, and amortisation of development and
pre-operating expense, and these accounted for only 15.5 per cent of the total oper-
ating costs of the local service lines in 1967. Allowing for the possible influence of
difference in managerial efficiency, the conclusion would seem warranted that there
is no significant relationship between size and unit cost for this group of carriers as a
whole. This is probably even more true now that the four smallest carriers have been
eliminated as a result of recent mergers.

The extent to which factors reflecting strength of route structure are correlated
with size and with total unit cost, respectively, is shown in Table 8. Plane miles per
route mile per day, overall revenue ton-miles per route mile, and revenue passengers
per airport per day are highly correlated with both size and total unit cost. Total
unit cost appears to be related more closely to strength of route structure than to
size, and some of the relationship between size and total unit cost is ascribable to the
significant positive correlation between size and several factors reflecting route
strength. But there is no a priori reason why there should necessarily be a close
relationship between strength of route structure and size of firm. For example,
Pacific Southwest Airlines is small even by comparison with the local service lines.
Yet by serving the extremely strong (though intensely competitive) San Francisco-
Los Angeles market, and by aggressive management and promotional pricing, it
has been financially successful. The recent airline mergers, by eliminating the four
carriers suffering the most significant disadvantages of small scale operations,
will undoubtedly improve the overall financial position of the industry once the

1The minimum coefficient of rank correlation which is statistically significant for these data is
0.535 at the 5% level of confidence and 0.729 at the 1% level. See S. Siegel, Non-Parametric Statistics
for the Behavioural Sciences (N.Y.: McGraw Hill, 1956), App. Table P, p. 284.

316



ECONOMIC STATUS OF LOCAL SERVICE AIRLINES Robert W. Harbeson

TaBLE 8
Coefficients of Rank Correlation of Local Service

Airline Over-all Available Ton Miles and Total
Unit Cost with Factors Reflecting Strength of Routes, 1967

Correlation Correlation
with over-all with total
available cost per available
ton miles ton mile
Stage length (miles) 0.41 —0.62%
On-line passenger trip (miles) ... 0.19 —0.55%
Plane miles per route mile per day ... 0.80%* —0.53%
Revenue hours per plane per day, all
services ... 0.65* —0.04
Passenger miles per city pair ... 0.35 —0.65%
Over-all revenue ton miles per route mile 0.75%* —0.65%
Revenue passengers per airport per day 0.75%* —0.64%
Percentage of passenger miles in go—100%,
controlled markets ... 0.20 0.03
Passenger load factor, scheduled service 0.53*% —0.41
Over-all revenue load factor, scheduled
service ... 0.51 —o0.19
Break-even passenger load factor —0.8g** 0.34

*Significant at 5 per cent level of confidence.
**Significant at 1 per cent level of confidence.
1Frontier and Central not included because of merger during the year.
Sources : Basic data from Civil Aeronautics Board, Air Carrier Financial Statistics and Air Carrier
Traffic Statistics.

substantial operating and managerial problems connected with the mergers are
overcome.? But the foregoing analysis suggests that, within limits, the extent to
which future local service mergers and/or route awards will improve the cost position
of the industry will depend more upon the degree to which they strengthen route
structures than upon their effect in increasing the average size of firms. A study
some years ago by Professor Koontz found that, except for the smallest carriers,
strength of route structure was more important than size in determining the financial
strength of the trunk lines.3

2The difficulties attending the formation of Air West are notorious. See, for example, Wall Street
Journal, 19 September 1968, 15 September 1969. See also Acquisition of Air West by Hughes Tool Co.,
Docket 20665, Init. Dec. (14 April 1969), Supplemental Init. Dec. (9 May 1969), Order Nos.
69-7-102, 69-7-103 (22 July 1969).

3H. D. Koontz, “Economic and Managerial Factors Underlying Subsidy Needs of Domestic
Trunk Line Air Carriers,” 18 Journal of Air Law and Commerce 127-156 (Spring 1951). A recent study
which concludes that the local service airline industry is not subject to substantial increasing returns
to scale is George Eads, Marc Nerlove, and William Raduchel, “A Long-Run Cost Function for the
Local Service Airline Industry: An Experiment in Non-Linear Estimation,” 51 Review of Economics
and Statistics 258-270 (August 1969). -
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EVOLUTION OF REGULATORY POLICY

In view of the central importance of route structures to the financial health of the
local service airline industry, we consider next the evolution of Civil Aeronautics
Board policies bearing upon it. In a series of area cases between 1945 and 1949 the
Board investigated the need for local air transport in almost all sections of the country
and established a skeleton nationwide route pattern for carriers seeking to provide
this type of service. The concept of a local and feeder airline which evolved from
these cases was that of a carrier whose function was to provide (1) local service
between small and medium-sized cities not served by trunk airlines and (b) con-
necting service between these points and larger population centres or “hubs.” In
order to ensure that the carriers would be confined to this function, they were
uniformly required to serve every intermediate point on every flight provided.
However, from the very beginning the local carriers were never completely distin-
guishable from the trunk lines, since the trunk lines also provided some local service.

Following these early area cases, a series of measures were taken which greatly
strengthened the route structures and financial position of the local service lines, but
which inescapably involved a progressive departure from their role as originally
conceived. Indeed, it is generally recognised, though not officially acknowledged,
that the strengthening of their route structures and financial position was closely
linked with the departure from the original conception of their role as local service
carriers.

One of the first steps taken was to relax the original rigid requirements imposed
upon the local service lines. Overflight of intermediate points was permitted after a
minimum amount of service had been provided for the communities concerned,
but the carriers were still required to serve two intermediate points between terminals
and were subject to other restrictions designed to prevent competition with the then
subsidised trunk lines. Likewise from an early date the weakest carriers were allowed
to disappear, either by merger or by non-renewal of their certificates, so that by the
time permanent certification was provided in 1955 the number of local service lines
had been reduced from twenty-three to thirteen.

In 1956 the Civil Aeronautics Board initiated another series of “area” cases to
investigate the need for revision and expansion of the route structure of local service
airlines. In the first of these cases to be decided, the Seven States Area Investigation,*
and in subsequent cases, the Board authorised service to a substantial number of
additional communities but at the same time announced a ‘“‘use-it-or-lose-it”’ policy
under which, in general, after a test period, service might be withdrawn from route
segments averaging fewer than seven passengers per flight mile and from airports
enplaning an average of fewer than five passengers per day. In general, a minimum
of two flights per day was required at each point during the test period. A second
policy introduced by the area cases was a liberalisation of the local carriers’ skip-stop
authority. The carriers were permitted to fly non-stop in non-competitive terminal-
to-terminal markets after each intermediate point had received two daily round
trips; but where a local carrier competed with a trunk line it was required to make an
intermediate stop, and in some instances two. A third policy was that of transferring

428 C.A.B. 680 (1958).
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operating authority from trunk lines to local service carriers at smaller points which
the trunk lines found unprofitable to serve with the larger and faster planes coming
into use.

The Board’s concern to reduce local service subsidies (except where relevant to
the area cases) appeared to diminish in the late 1950’sS until President Kennedy
delivered his Transportation Message of April 1962. The relevant passage in this
message was as follows:

I am asking the [Civil Aeronautics] Board to develop by 30 June 1963 a step-
by-step program, with specific annual targets to assure sharp reductions of
operating subsidies . . . within periods to be established by the Board for each
type of service or carrier.5

In response to the President’s request the Board in 1963 presented a programme
which was expected to reduce the subsidies paid to local service, helicopter, Alaskan,
and Hawaiian airlines by g0 per cent over the five-year period 1962-67.7 Principal
reliance for subsidy reduction was on the expectation that revenues would increase
twice as fast as costs, but it was also proposed to realise savings by (1) reducing the
number of flight frequencies for which the government would pay subsidies on high-
density routes, (2) encouraging airport consolidation, and (3) continuing to apply
the use-it-or-lose-it policy announced in the Seven States case. On the other hand,
consideration of the possibility of reducing subsidy by granting to local service
carriers certificates to operate high-density routes was deferred pending hearings,
and the encouragement of mergers as a means of accomplishing the same end was
not mentioned. The possibility of reducing subsidy through the development of new,
more economical types of aircraft was rejected.

The achievement of subsidy reduction during the period 1962-67 fell somewhat
short of the projections in the Board’s programme. Total subsidy payments to all
classes of carriers fell from $81,725,000 in 1962 to $60,916,000 in 1967, a reduction
of 25.5 per cent instead of the projected 30 per cent, while subsidies to the local
service carriers alone fell from $66,724,000 to $52,190,000, or 21.8 per cent. Trans-
port operating revenues did not increase twice as fast as operating expenses during this
period, as expected ; they increased by 151.7 per cent as compared with a 107 per cent
increase in operating expenses.

The route mileage of the local service carriers increased from 2 3,660 at the begin-
ning of the area cases in 1956 to 39,818 in 1967, an increase of 68.3 per cent. This
increase in route mileage plus the transfer of points from the trunk lines resulted in a
large increase in the number of airports served exclusively by local carriers between
1956 and 1967, despite the policies of airport consolidation and use-it-or-lose it. On
the other hand, there was an even larger decrease in the number of airports served
exclusively by trunk lines, resulting in a net decrease in the total number of airports
receiving scheduled airline service; and the number of airports authorised to be

SRichard Caves, Air Transport and Its Regulators (Cambridge, Mass.: Harvard University Press,
1962), p. 226.

6The Transportation System of Our Nation, Message from the President of the United States, H.R.
Doc. 384, 87th Congress, 2nd Sess. (Washington, D.C., Govt. Printing Office, 1962), p. 7.

7Civil Aeronautics Board, Report to the President on the Airline Subsidy Reduction Program, Pursuant to
Transportation Message of 1962 (Washington, D.C.: Civil Aeronautics Board, June 1963), pp. 1-3.
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TaBLE g
Extent of Certificated Airline Service in the United States, 1948-677

1948 1956 1967

Authorisations
Trunk line points * 203 67
Local service points 336 202 297%*
Combination points 154 178 170
Total points authorised * 583 534
Suspensions
Trunk line points * 22 6
Local service points 168 12 7
Combination points 10 1 o
Total points not served * 35 13
Number of points served - 548 . 521

*Data not known to be on comparable basis.
**Includes one air taxi point.
Source : Craig Mathews, “Certificated Air Service at Smaller Communities: The Need for Service as a
Determinant of Regulatory Policy,” 34 Journal of Air Law and Commerce, 27-61 (Winter 1968), at p. 27 n.

served exclusively by local service carriers was smaller in 1967 than in 1948. These
data are shown in Table g. Some additional smaller communities may lose
airline service unless they are able and willing to finance the enlarged facilities that
will be necessary as the local service carriers complete the replacement of their piston-
engine equipment with larger turboprop and jet aircraft. An official of the Federal
Aviation Agency testified in 1966 that in order to accommodate the new turboprops
there would have to be modifications at 180 of the airports served exclusively by local
service carriers, at a cost of between $75 million and $100 million, and that larger
expenditures would be necessary to accommodate jet aircraft.®

In its 1966 annual report the Board announced a five-point programme designed
both to improve the service capability of the local carriers and to reduce progressively
their dependence upon subsidy support.® In addition to the previously announced
use-it-or-lose-it and airport consolidation policies, the programme called for (1)
granting more liberal operating authority through removal of outdated operating
restrictions, (2) granting more access to high-density short and medium haul
markets (without eligibility for subsidy), even where competition with trunk lines

8D, D. Thomas, Deputy Administrator, Federal Aviation Agency, in Review of the Local Air Carrier
Industry, Hearings before Aviation Subcommittee of Senate Committee on Commerce, 89th Congress,
and Sess.(Washington, D.C., Govt. Printing Office, 1966), p. 70. Hereinafter cited as Local Air
Carrier Hearings.

9Civil Aeronautics Board, Annual Report, 1966 (Washington, D.C., Govt. Printing Office, 1966),

p. 4.
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was involved, and (3) transferring to local carriers certain routes which were margin-
ally profitable to trunk lines but could be more economically and efficiently served
by the local carriers. The Board explained that, since many of the local carriers were
operating under certificates fashioned in their early infancy, it would undertake to
carry out the foregoing programmes through proceedings involving the realignment
of the entire systems of these carriers. At the last report, eight such proceedings had
been completed.!?

Although mergers seem an obvious and important means of strengthening route
structures and reducing the need for subsidy, they were not mentioned in either the
1963 or the 1966 programme announcement. Nevertheless the Board cited subsidy
reduction as an important reason for approving the recent local service mergers, and
has pointed out that the three mergers could be expected to make possible a reduction
in subsidy totalling more than $2 million annually.!! Three measures which have
contributed indirectly to subsidy reduction should also be mentioned: (1) legislation
in 1958 providing for government guarantees of airline equipment loans, facilitating
re-cquipment with superior aircraft; (2) the Board’s class rate subsidy formula,
developed in 1961 and subsequently amended, providing an incentive to the airlines
for cost reduction; and (3) subpart M of the Board’s rules of practice, providing an
expedited procedure for modifying or removing certain limitations in the certificates
of the local carriers.

Of these various means of reducing subsidy, relaxation of restrictions on operating
authority and certification for service on moderately long, dense-traffic routes are
doubtless the ones most likely to improve the financial position of the local service
lines. These measures have consequently dominated recent regulatory activity
affecting them. The potentialities of certification on dense-traffic, even though
relatively short-haul, routes are clearly shown in a study prepared by the Association
of Local Transport Airlines in 1966.!2 Using 1964 data, the study showed that of the
top 300 airline markets 115 had a stage length of 300 miles or less, and that these
115 markets generated more than g billion passenger-miles, of which the local carriers
accounted for only 13.7 per cent. The 115 markets generated 58 per cent more
revenue passenger miles than the total local service industry, yet they accounted for
only 8.1 per cent of the trunk line revenue passenger miles in 1964. Their traffic
density was 287 per cent greater than the local service average, and their average
stage length of 194 miles was almost double the local carriers’ average of 104 miles.
The implication of these facts is that if the local carriers were permitted to enter these

10Lake Central Airlines Use it or Lose it and Route Re-alignment Investigation, Docket 14868, Order No.
E-23589 (1966), E-24390 (1966), E-25385 (1967); West Coast Airlines Use it or Lose it and Route Re-
alignment Investigation, Docket 13415, Order No. E-24614 (1967) ; Mohawk Route 94 Realignment Invest-
igation, Docket 16133, Order No. E-24669 (1967); Allegheny Airlines Segment 8 and Route Realignment,
Docket 16474, Order No. E-25847 (1967); Allegheny Airlines Route o7 Investigation, Docket 17436,
Order No. 68-9-73 (1968), 69-2-43 (1969); Southern Airways Route Realignment Investigation, Docket
18610, Order Nos. 69-9-132, 69-11-94 (1969); Ozark Airlines Route Realignment Investigation, Docket
16606, Order No. 69-2-97 (1969) ; Central Route 81 Case, Docket 16196, Order No. 69-5-30 (1969).

11Givil Aeronautics Board, Annual Report, 1968 (Washington, D.C., Govt. Printing Office, 1968),
p. I.

12L.ocal Air Carrier Hearings, op. cit., p. 147
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markets on an extensive scale subsidy could be greatly reduced — possibly eliminated
— without serious financial injury to the trunk lines. Moreover certification of local
carriers would probably improve service, since the study presented evidence indicat-
ing that the trunk lines had somewhat neglected service in these markets in favour of
longer haul traffic.

In a recent comprehensive study Mr. Barre Hall points out that a policy of subsidy
reduction has never been unequivocally stated by the Board, that implementation
programmes have not been precisely related to such a policy, and that the Board has
managed to “keep its options open” with respect to the weight to be accorded to
subsidy reduction in future decisions.!3 He concludes that the subsidy reduction
policy announced in 1963 had a “discernible material effect” upon the 1967-68
merger decisions but not upon strong-route certification, liberalised operating
authority, airport consolidation, use-it-or-lose-it, and route transfer and substitu-
tion proceedings. In support of this conclusion he argues that the cases do not show
the weight given to subsidy reduction as compared with other factors, that subsidy
reduction was a factor in cases decided before as well as after 1962, and that the
subsidy reduction policy of 1963 was not specifically referred to as a basis for sub-
sequent decisions.

However, whether or not a systematic or explicit policy is involved, it is perhaps
more significant that, as Hall admits, there were a relatively small number of
strong-route awards in which subsidy reduction was a material factor before 1962
and a relatively large number thereafter. A comprehensive examination by the
present writer of the Board’s decisions during 1968 and the first half of 1969 revealed
more than thirty proceedings as a result of which local service carriers were authorised
to enter, and/or provide non-stop service on, a large number of medium-length and
long-haul routes having fairly high traffic density, in all cases on a subsidy-ineligible
basis and mostly in competition with trunk lines. Subsidy reduction and route
strengthening were referred to as major factors in these decisions and were also
important considerations in decisions to award a particular route to a local carrier
rather than to a trunk line, or to one local carrier applicant rather than another.!#

The basic significance of these decisions lies not merely in their contribution to
route strengthening and subsidy reduction, but in the fact that in accomplishing
these objectives they have inevitably caused the local service carriers to take on the
character of regional trunk lines while still substantially fulfilling their traditional

13Barre Hall, “The Civil Aeronautics Board Policy Favoring Subsidy Reduction to Local Service
Carriers: Its Role and Implementation in the Decisional Process,” 84 Journal of Air Law and Commerce
566-609 (Autumn 1968) and 35 ibid., 59-89 (Winter 1969), at p. 87.

14See Pacific Northwest-Southwest Serivce Investigation, Docket 15459 et al., Order No. E-24970 (1967);
Reopened Pacific Northwest-Southwest Service Investigation, Order Nos. 69-4-11, 69-10-163 (1969) ; Denver-
Grand Junction-Las Vegas Service Investigation, Docket 17914, Order No. E-26232 (1968); Salt Lake
City-Las Vegas-Southern California Case, Docket 17876, Order No. E-26871 (1968;) North Central Air-
lines Subpart M, Docket 19637 et al., Init. Dec. (1968); Allegheny Airlines, Docket 20012 et al., Order
No. 69-8-130 (1969); Denver- Twin Cities Service Investigation, Docket 18828 ¢t al., Order No. 69-4-20
(1969) 5 Gulf States-Midwest Points Service Investigation, Docket 17726 et al., Order Nos. 69-5-25, 69-g-18
(1969) ; Central Route 81 Case, Docket 16196 et al., Order No. 69-5-30 (1969) ; Mohawk Airlines Subpart
M, Docket 20294 et al., Init. Dec. (1969) ; Milwaukee Short Haul Investigation, Docket 19692, Init. Dec.
(1969).
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role. As pointed out in one case, the local service carriers have been awarded “new
routes of length and traffic density that not long ago would have automatically been
considered as, and awarded as, additions to the trunk carrier system.”!5 Moreover
two recent cases suggest the possible development of a new route pattern as local
service carriers take on regional trunk line characteristics. Southern Airways was
authorised to provide service from several points in Florida, Alabama, and Georgia
to Washington and New York, bypassing Atlanta,'6 and Ozark Airlines was author-
ised to provide direct service from several Iowa and Illinois points to the same
terminals, bypassing Chicago.!” The effect is to open new gateways from smaller
traffic centres to distant major terminals and to decentralise the flow of air traffic
away from major regional hubs.

On occasion the Board has restrained the ambitions of the local carriers to expand,
anotable example being its refusal to approve the extension of Central (now Frontier)
Airlines from Topeka, Kansas, to Chicago.!® On the other hand, it has recently over-
ruled the recommendations of its examiners and permitted the extension of Southern
Airways from Memphis to Chicago!® and of Trans-Texas from Albuquerque to
Los Angles.? The examiners had rejected these applications on two grounds: that
financial results would probably be unfavourable, and that expenditures by the
local service carriers to develop traffic at distant stub end terminals in the face of
strong trunk line competition would be likely to impair their ability to fulfil their
normal local service obligations. In view of the subsequent reversal by the Board, the
following comments of Examiner William J. Madden in the Trans-Texas case are of
interest:

Obviously there must be a limit to the route strengthening-subsidy reduction
argument; otherwise every new route award of consequence in the future
would be reserved for the local service carriers. Its consistent application will
result in the build-up of the locals to a size and with operating commitments
that will transform them completely out of the purpose for which they were
established. The present size and the extent of the service areas of Air West and
Frontier are examples. Partly because of recent carrier consolidations, but also
in part with the help of major route additions, each is now a border-to-border
carrier in a lucrative area; and between them they blanket the states west of
Chicago. As to these carriers, it would appear that the limit has been reached,
at least temporarily, and that a period of assimilation and digestion is more
appropriate medicine at this time for strengthening their routes and reducing
their need for subsidy.2!

158ervice to Albuquerque Case, Docket 18586, Init. Dec. (1968), p. 46.

16Southern Airways Show Cause Proceeding, Docket 18754, Order No. 68-7-33 ( 1968).

170zark Extension to New York|Washington Investigation, Docket 18577, Init. Dec. (1968).

18Central Airlines Chicago Entry Case, Docket 18127, Order No. 68-10-106 (1968), reversing Initial
Decision (1967).

19Gulf States-Midwest Points Service Investigation, Docket 174726 et al., Order No. 69-9-18, Supp.
Opinion and Order on Reconsideration (1969), Modifying Order No. 69-5-25 (1969).

208ervice to Albuguerque Case, Docket 18586, Order No. 69-7-136 (1969).

2Service to Albuquerque Case, Docket 18586, Init. Dec. (1968), pp. 46—47.
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POSSIBLE FUTURE DEVELOPMENTS

As the foregoing comments imply, a policy of route strengthening and subsidy
reduction for the local service carriers will, if continuously pursued, present some
important questions of principle. On the one hand, it is conceivable that the present
programme could in the long run virtually eliminate the need for a governmental
subsidy. However, unless accompanied by a more stringent and more strictly en-
forced use-it-or-lose-it policy than prevails at present the result would be merely to
replace a governmental subsidy with an internal subsidy, i.e., one paid by users of
profitable routes rather than by taxpayers in general.?? With substantially higher
and more strictly enforced use-it-or-lose-it standards it might be possible to eliminate
internal subsidisation, but only at the expense of eliminating, for the most part, the
role of the local service carriers as originally conceived and thereby largely com-
pleting their transition to regional trunk lines.?? In view of the successful political
pressure which small communities have exerted in the past to secure and retain air
service it seems likely that, except as resort is had to an alternative described below,
the device of internal subsidisation would be chosen, even though, from the stand-
point of the incidence of the financial burdens involved and for other reasons,
governmental subsidisation is economically preferable.

It has been suggested that it might be possible to maintain local air service in the
traditional sense without either governmental or internal subsidisation by substituting
scheduled air taxi operators for the local service carriers at points which the latter
find unprofitable to serve.2* It is pointed out that there has been a tendency for the
local carriers to discontinue or reduce service at smaller cities after re-quipping
with larger aircraft which can only be used economically on longer-haul, dense-
traffic routes. Hence it is argued that scheduled air taxi operators, using small
planes with lower operating costs, could serve many of these communities profitably
and also offer more frequent schedules.?®

Air taxis operate under a blanket exemption from economic regulation when
using planes of not more than 12,500 pounds gross weight, and may apply for
individual exemptions for larger planes when used for planeload charters. They are

22For a statement of the case against internal subsidisation see Ronald D. Dockser, “Airline Service
Abondonment and Consolidation — A Chapter in the Battle Against Subsidisation,” 32 fournal of
Air Law and Commerce 496—525 (Autumn 1966).

23For an argument in favour of greater attention to the service needs of smaller communities see
Craig Mathews, “Certificated Air Service at Smaller Communities: The Need for Service as a Deter-
minant of Regulatory Policy,” 34 Fournal of Air Law and Commerce 27-61 (Winter 1968). Highway and
air transport have, of course, largely replaced rail service for the intercity movement of passengers. At
the same time, the traffic potential of local and regional air carriers has been adversely affected by
extensive highway improvement, especially the Interstate System, and by the growth of personal and
corporate flying.

24For a discussion of third-level air transport generally see Timothy S. Elliott, “Development of
Third Level Air Transportation,” 29 Fournal of Air Law and Commerce 182—204 (June 1963).

250n the other hand, it has been argued that the use of small planes is not a solution of the problem
of serving smaller communities, because the reduction in cost as compared with larger planes is
small by comparison with the reduction in earning capacity. See Local Air Carrier Hearing, op. cit.,

p. 312.

324



ECONOMIC STATUS OF LOCAL SERVICE AIRLINES Robert W. Harbeson

also eligible to bid for mail contracts, even to serve points on the routes of certificated
carriers. The industry has had a spectacular growth, the number of scheduled
operators increasing from 12 on 1 January 1964 to 240 on 1 November 1968.26 In
addition there were an estimated 2,851 non-scheduled operators in 1966.27 Arrange-
ments to substitute scheduled air taxi service for that of local carriers have been
made at a number of points. The arrangements made by Allegheny Airlines at
Danville, Illinois, and Hagerstown, Maryland, are examples.?® These involve a ten-
year contract under which the local carrier guarantees the air taxi against loss for
two years and provides certain reservation and other services. If the service proves
profitable the local carrier is reimbursed for facilities provided; if the venture fails
the local carrier is obliged to restore the service originally offered. There is thus a
temporary subsidy, which, however, is expected to be less than would be required if
the local carrier provided the service.

It is too early to assess with any degree of confidence the financial prospects of the
scheduled air taxi industry, although it may be noted that despite rapid growth
there has apparently been a very considerable turnover among the operators.?®
Itis safe to assume, however, that a number of communities will not be able to secure
scheduled air taxi service on an unregulated, subsidy-free basis. It is also safe to
assume that these communities will exert pressure through political channels to
secure or retain such a service. In order to meet these demands the scheduled air
taxi operators would have to be converted into regulated and subsidised third-level
airlines. Then there would be initiated another cycle of demands for permission to
use larger and more economical planes, demands for route expansion and strength-
ening to support the larger planes, competition with the second-level regional trunk
lines, and increased subsidies. The present situation affords a rare opportunity to
re-assess how far it is justifiable to maintain air service which cannot be sustained
without assistance in competition with more economical surface transport. Un-
fortunately, there is real danger that, instead, the local service problem may merely
be perpetuated on another level. Plus ¢a change, plus c’est la méme chose.

University of Illinois, USA

26See Dept. of Transportation, Federal Aviation Admin., Scheduled Air Taxi Operators as of November
1968, Table 4.

27See Dept. of Transportation, Federal Aviation Admin., 1966 Census of Air Taxi Operators, Table 1.

288ee C.A.B. Annual Report, 1968, 0p. cit., pp. 118-19. See also “Where Others Get in Pilot’s
Seat,” Business Week, 1 March 1969, p. go.

29See Local Air Carrier Hearings, 0p. cit., pp. 324-25, 441. See also “Scheduled Air Taxis Spread
Their Wings,” Business Week, 7 September 1968, p. 138.

325



