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INTRODUCTION

The Fifth International Workshop on the Future of Aviation conducted by the
Transportation Research Board (TRB) was held at the National Academy of
Sciences in Washington, D.C. on October 6-8, 1987. It was sponsored by the
Federal Aviation Administration (FAA), the TRB Committee on Aviation Economics
and Forecasting (A1J02), and the TRB Committee on Light Commercial and General
Aviation (A1J03). The General Chairman of the Workshop was James E. Gorham,
Chairman of the A1J02 Committee. He was assisted by John W. Fischer
(Congressional Research Service), and Paul Steggerda (Honeywell-Sperry Flight
Systems Group), both members of A1J02, and by Karl Zaeske (Rockwell
International, Collins Division), chairman of the A1J03. Liaison with the
Federal Aviation Administration was provided by Gene S. Mercer, and Robert
Bowles. In addition, Ms. Ellen Kranidas, Director of the FAA Office of
Aviation Policy and Plans, addressed the Workshop on important aspects of
FAA/TRB working relationships. Thomas B. Deen, TRB Executive Director,
welcomed the participants, and TRB Aviation Specialist E. Thomas Burnard
coordinated Workshop arrangements and compilation of the Circular.

The Workshop was attended by more than 90 invited participants, including
representatives of all segments of the U.S. aviation community and aviation
experts from Canada, France, Italy, Japan, Netherlands, Spain, Switzerland,
West Germany, and U.S.-based representatives of interests in Singapore, Sweden
and Switzerland. A list of the participants will be found at the end of this
Circular.

The Workshop was divided into three segments: an opening plenary session,
with presentations by distinguished speakers on the broad economic outlook and
that of the aviation community, seven concurrent panel discussions for one and
a half days on various aspects of aviation development, and a concluding
plenary session at which each of the Panel Moderators summarized the
conclusions of their workshops.

The reports of the Panel Moderators represent the views of the panel
participants and not necessarily those of the moderator, his organization, the
Transportation Research Board, or the Federal Aviation Administration.



MAJOR FINDINGS

U.S. Economic Outlook. Gross National Product (GNP) was forecast to grow, in
real terms, at an annual rate of 3.2 percent through 1988. The growth of GNP
is expected to slow to 2 percent in 1989 and perhaps 1.2 percent in 1990, thus
creating a growth recession (continued growth but at a declining rate).
Although the federal debt was reduced in 1987 and additional exports have
improved the trade balance, the United States still spends more than it earns.
Exports would have to grow three times as fast as imports to bring our external
debt under control. Also, to control a continuing high external debt, tighter
fiscal policies and higher interest rates would be required. This would have a
recessionary influence.

The effect of these factors on U.S. airline revenue passenger miles is not
expected to be severe. Fuel costs are expected to remain relatively stable
until about 1991-92, when they will begin to rise. Labor costs may increase by
2.5 percent to 47 percent in the next few years, and financing costs will
increase with rising interest rates.

Air Transportation. Worldwide passenger traffic growth has averaged about 8
percent from 1967 to 1986. Estimates to the year 2000 are in the 5.0 to 5.2
percent range. The growth rate of traffic outside the United States is
estimated by the International Civil Aviation Organization at 7 percent. In
the Pacific Rim area rate of growth is expected to be nearer 12 percent. U.S.
domestic traffic growth in this period may be closer to 4 percent.

The faster growth of international traffic was attributed to the
globalization of the airline industry and to changed market forces in the
United States. Growth factors that have accounted for past rapid U.S. air
travel growth have changed in several ways. The steady decline in real
(inflation adjusted) cost of air travel has reached the point were unit costs
in the next decade will remain steady or slowly rise in real terms. The
increased quality of service from improvements in speed, comfort, convenience,
and safety of air travel have been largely realized. Past demographic and
cultural factors, such as the baby-boom, are declining and are not clearly a
plus or a minus. The rise in discretionary income of two-earner families has
leveled off, and the use of discretionary income for air travel is meeting more
competition from mortgages, savings, and luxury goods. Further, foreign travel
by U.S. citizens will be adversely affected by the decline in the exchange
value of the dollar. Conversely, this will encourage travel to the United
States by foreign nationals.

Average load factors rose from about 55 percent in 1978 to nearly 65
percent in 1987. By the year 2000, the world load factor was forecast to be 67
percent. Some Workshop participants expect airline yields to level off or
decline, but others expect higher fares and higher yields for the rest of the
decade. U.S. carriers are expected to show a 1987 operating profit of
approximately $2.5 billion and a net of $1 billion. A higher operating profit
is expected in 1988, but this will be offset by higher interest expense thus
producing another year with about $1 billion net profit. Although fuel, labor,
and capital costs are somewhat predictable, increased costs resulting from
government consumer regulations and restraints on airport capacity are not, and
they could be substantial.



Airline Consolidation, As projected in previous Workshops, airline
consolidations have proceeded rapidly in the United States. Over 60 mergers or
acquisitions have occurred since deregulation. In 1987, only 25 carriers
remained in the 48 contiguous states, and eight of these carriers accounted for
95 percent of the traffic. The hub-and-spoke route pattern that has been
followed by the larger carriers has resulted in single carriers controlling more
than two-thirds of the traffic at 14 major hub airports. Consolidation is
expected to continue, but at a much slower pace. New entrants will be very
rare. A similar consolidation also appears to be under way in the travel agency
industry.

The airlines that survive in the continued period of consolidation will have
the following characteristics: (1) a strong nationwide hub-and-spoke system;
(2) strong, sophisticated, yield management; (3) good capacity management; (4)
low labor costs; (5) ownership or participation in a computer-based reservation
system; and (6) marketing programs that allow them to take advantage of size.
Although mergers have generally improved survivability of all carriers, Texas
Air and Northwest have each benefited the most as measured by a rating system
based upon the above factors.

- Regional Carriers. The emerging oligopolistic situation will lead to
more vertical integration between majors and regionals in order to strengthen
hubs and capture passengers at the start of a trip. Ownership and effective
control of regional carriers is now dominated by the major airlines who ticket
95 percent of all regional passengers. Of the top 50 regional carriers, only
three are nonaligned. Traffic for the regionals is growing at an annual rate of
8 to 9 percent and is expected to continue for some time. However, once a
regional/commuter carrier comes into the fold of a major carrier, its identity
is lost as marketing, scheduling, and other management functions are assumed by
the major carrier. The development of "fourth-tier" carriers will not be
significant. They will provide point-to-point service between small communities
in the Mid-West and West with small (19 to 30-seat) aircraft.

- International Ramifications. Major U.S. carriers are also expanding
internationally. Predominantly U.S. domestic carriers, such as American,
United, Delta and Texas Air, served only four foreign gateways in 1978; by 1986
they had expanded to 48 gateways. Increasing penetration of foreign markets by
deregulated major carriers of the United States and Canada provides strong
incentive for European and other carriers to compete on a like basis. The
development of strong multinational carriers in Europe is considered quite
possible. Contributing to this development is the denationalization and
privatization of government-owned carriers in major European countries and
increasing pressure for the formation of a multinational economic system to take
advantage of the European market with 350 million people. Crossnational mergers
and acquisitions may develop from existing maintenance pooling arrangements, and
the European charter industry may be absorbed by the scheduled carriers.

Once started, such consolidations are expected to move rapidly, as they have
in the United States. These multinational carriers may also seek
intercontinental mergers or consolidations with North-American or Pacific-Basin
carriers thereby forming megacarriers that will compete for traffic on a
worldwide scale. Until this consolidation process is complete, European
carriers, followed by carriers from other parts of the world, are expected to
experience a turbulent period.



Business Aviation. During the next five years, the use of business aircraft
will continue to grow at approximately the same rate as the GNP. Because the
size of the business aircraft fleet will stay relatively constant in the next
few years, aircraft utilization rates will gradually increase. As this
happens, firms owning aircraft will be less likely to want to sell them unless
appropriate replacements or additional aircraft are available. Aircraft
manufacturer's inventory, already low for many models, will dry up. Used
aircraft prices will rise, and some increase in demand for new aircraft could
result. As the U.S. dollar continues to drop, U.S. industries with foreign
markets find themselves more internationally competitive and more profitable so
may once again become business aircraft buyers and users. A more profitable
0il industry could also mean their return as aircraft buyers. And, the lower
dollar also leads to increased exports of U.S. aircraft.

Beyond five years, business aviation's share of the market is expected to
increase as a result of increased airline fares, increased air traffic delays,
possible favorable tax incentives, and better control of product liability.

Helicopter Outlook. Market conditions indicate that the civil helicopter
industry will experience slow, but steady, growth over the next decade. The
offshore oil market will remain low until about 1990, when an upswing is
anticipated. Use of helicopters for business and corporate purposes could show
stable to modest growth although inhibited by lack of downtown heliports. The
market potential for helicopters in commuter intercity travel is considered to
be significant, but unrealized. Law enforcement and medical emergency use is
one of the fastest growing sectors of helicopter use.

There are significant roadblocks to growth, particularly in the use of
rotorcraft for business and intercity commuter services. These include
problems of airspace procedures, lack of heliports, noise, and other
environmental and zoning considerations. It was also found that a greater
sharing of technology by Dod, NASA, and FAA for civil applications as well as
an enhanced government-industry communication process will advance the use of
helicopters. The tilt-rotor concept is considered by many to offer real
promise for short-haul intercity service, provided suitable landing areas are
available and noise reduction measures are accomplished.

Aircraft Manufacturing: - Airline Aircraft. The underlying factors for this
forecast of airline aircraft needs include the following: (1) an average annual
free-world revenue passenger mile rate of growth to the year 2000 of 5.2
percent; (2) a world load factor of 67 percent; (3) fuel prices remaining
steady until the early 1990s, then increasing toward the year 2000; and (4)
retirement of existing aircraft at approximately 200 per year - down from 225
per year in previous forecasts. Evaluation of these factors resulted in
forecast of 430 new units per year, up from 400 in the 1985 Workshop forecast.

For the period 1988 - 2000, worldwide deliveries of commercial aircraft
with 80 seats of more are forecast to be about 5,500, of which 56 percent are
in the short-range class with 80 to 145 seats. Aircraft retirements in the
same period are estimated to be about 2,500, of which nearly three-quarters are
in the short-range class. The net change in the world fleet is expected to be
just over 2,800 aircraft -- including an additional 822 long-range, 727
medium-range, 1,409 short-range 145-seat aircraft, and a reduction of 130
aircraft with less than 145 seats. Although many production lines are near



full capacity and there are high backlogs of deliveries, manufacturers are
uneasy about the future. Lease arrangements and options to buy are becoming
more popular than outright purchases. Most new products are in the development
stage. Before they reach the market, research and development cost and reduced
cash flow will put heavy pressure on the manufacturers.

- Regional Carrier, Business and Helicopter Aircraft. The regional
carrier segment of the industry is now in a reequipment phase. About 1,000
aircraft are on order worldwide for delivery in the next five to six years.
These are 19-passenger aircraft, costing about $3.5 million each and
30-to-40-passenger planes carrying a $7 million price tag. The trend toward
lease instead of purchase of these aircraft is also increasing, as are the
terms of the leases. 1In the past, lease of 10 to 12 years were normal; they
are now increasing to 14 to 16 years with some talk of up to 20 years.

Business aircraft sales peaked in 1981 and have declined since. There were
350 new aircraft shipments in 1987, shipments are expected to increase to 535
by 1992. Deliveries of civil helicopters in 1988 are expected to be about 375
worldwide (100 in the U.S.). According to some forecasts, 14,000 helicopters
will be produced worldwide in the next decade, 6,000 of which will be for civil
use.

Airport Congestion and Delay. Airport and airway constraints continue to be a
major limitation on the efficient and economical development of the air
transportation system, particularly in the United States. FAA statistics for
the first three quarters of 1987 indicate that continued consolidation of U.S.
carriers and their use of hub-and-spoke route patterns have resulted in a 7
percent increase in air carrier operations at air traffic control towers. This
trend is expected to continued. Although FAA has taken measures to speed up
the flow of air traffic (particularly in the East Coast and West Coast
corridors), the carriers have adjusted some of their schedules, and airport
improvements have been made, these steps alone are not adequate to resolve
delay problems. Delays will continue as long as there are airport capacity
limitations and FAA forecasts indicate serious long-term concerns in this

area. In 1986, 11 major airports experienced an average delay of more than 8
minutes per operation. This number is expected to increase to 16 by 1991, and
to 26 by 1996. New airports are needed to provide the necessary capacity.
Since planning and constructing new airports requires a decade or more, it is
already very late in the process to prevent significant additional delays.

Aviation Safety. The effects on safety brought about by the economic
deregulation of the airlines can be grouped as those associated with the
federal government and those associated with the airline operators.

The increased number of reported near mid-air collisions can be attributed
to the increase in traffic resulting from deregulation and the reduced number
of qualified air traffic controllers since the 1981 controllers strike. In
addition, there are shortages of qualified FAA air carrier operations
inspectors, maintenance inspectors and technicians, and navigational aid
technicians, To a large extent these shortages reflect budgetary restraints
imposed on FAA by Congress and the Administration.



With regard to airline operations, a recent survey of its members by the
Air Line Pilots Association indicated that about two thirds of them believe
that safety has declined with airline deregulation - particularly in the
maintenance and air worthiness of the equipment. Economic pressures may have
encouraged extended operation of presently owned aircraft, and reduction of
some engineering and safety staffs. Proper surveillance of operations and
maintenance is essential to assuring compliance with FAA safety standards and

regulations.



PRESENTATIONS

FAA PROGRAMS FOR IMPROVING AVIATION

The Honorable Albert W. Blackburn, Associate Administrator for Policy and
International Aviation, Federal Aviation Administration

I appreciate the opportunity to join this discussion of the future of
aviation. FAA Forecasts rely upon a large data base, but many changes are
reshaping modern aviation. To provide accurate forecasts for the future of
aviation, we need the best possible understanding of the many variables that
will change, often unpredictably, in the coming months. Beyond the
unpredictable variables that deserve our attention, I'd like to focus part of
my discussion today on programs that the FAA will emphasize to promote changes
during the next sixteen months.

Forecasting in Perspective

I'd like to start by urging a word of caution in approaching all forecasts
~- and forecasters. It is often tempting to blame the messenger for the
message. Even children understand this principle at an early age. I'm
reminded of a second grader who was asked to report on Socrates. She got all
of the essential details in three sentences, which I quote:

"Socrates was a philosopher. He went around giving advice.
They killed him."

Aviation forecasters have not been subjected to that punishment, yet; but
our industry has changed rapidly during the past year. Many observers believe
that the industry could plan better if it had more precise information about
Air Traffic Operations, the size of air carriers' fleets, the price of aviation
fuels, the growth rate of the economy, or a host of other variables that just
might, in someone's mind's eye, provide a critical edge on the competition.

I think that the beginning of maturity in analyzing forecasts is
recognizing that they are highly dependent upon the responses they evoke from
people. Where one manager might look at a forecast of 47 growth in air traffic
control tower operations and say, "We'd better get more than our share of that,
or we won't make money," another manager will say, "Well, if it's only going to
be 47 growth, we'd better not buy another airplane."

In either case, the response affects whether forecast growth rates are
matched, exceeded, or underachieved. Of course, I'd encourage everyone using
forecasts to plan rationally, and never let personal hopes overtake good
judgment, as much as that is tempting at times.

That thought was reinforced last week when the head of the Postal Service
reported that this year's $200 million deficit was, and I quote, "due to
inaccurate mail volume projections, unexpected expenses, and budget overruns."
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Now, it's relatively easy to summarize those factors as 'forecasting
error," but, really, even the Postal Service forecast that it would lose money
this year, the only question was whether it would be $1 million, the
prediction, or $200 million. For good decisions, we have to get the magnitude
of the prediction right, as well as its direction. In general, FAA's
forecasters have gotten the directions right, and the magnitude of our errors
have not been on the order of 200 to 1.

Forecasts always depend upon the best available data, and we have been
doing our best to improve the data we have, while seeking the data that we
don't have in usable form. Our data files on the major air carriers --
operations, passenger enplanements, rates, routes, and other matters -- are
good. We need better information about some of the other forms of aviation
acitvities, especially helicopter operations, even in busy places like the New
York Metropolitan area.

Outside of the United States, the International Civil Aviation Organization
predicts an average annual growth rate for passenger enplanements of 77 over
the next 10 years. In the Pacific Rim, their forecast is 127, with air cargo
operations in the region increasing 227. During a recent trip to the People's
Republic of China, I learned that their passenger enplanements this year are up
347 over last year.

Since deregulation of rates and routes in 1978, industry observers have
devoted great attention to growth and consolidation among U.S. air carriers.
We've seen many changes in the industry, including hub-and-spoke route systems,
the internationalization of both manufacturing and maintenance, the air traffic
controllers' strike and rebuilding of the system, and equipment changes
affecting airports and aircraft.

The changes aren't going to stop. In fact, the long-term health of
aviation depends upon entrepreneurs reshaping their operations to take
advantage of changes in market conditions initiated by others. Perhaps even
more, industry success depends upon inventing new goods and services to reshape
market forces--naturally to the benefit of the consumers who ultimately bear
all the price tags.

Market Forces Changes

What do I mean by changes in market forces? Let me offer a few examples.

Following the oil price shocks of 1974 and 1979, nearly all economic
forecasts built upon an assumption of a steady increase in fuel prices. When
President Reagan deregulated oil prices in January, 1981, most forecasters
sustained those assumptions.

In fact, if it weren't for the reductions in fuel prices, the savings
consumers have realized under deregulation would be considerably less. 1In
other words, the reduction in fuel prices provided an unanticipated cushion
enabling aviation to reduce costs--and prices--with smaller cuts in other
budget items than might have been necessary otherwise. In the FAA's Third
Quarter Industry Review, we estimate fuel savings during the current fiscal
year at $3.3 billion.
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It now appears that fuel prices are rising again, in part because of
uncertainties in the Persian Gulf, and in part because of the increased demand
reflected as people respond to lower prices. Overall, air carrier jet fuel
consumption increased 6.47 during the first three quarters of fiscal 1987,
compared to the same period a year ago. We should expect that continued rising
price trends would slow rates of increase in fuel consumption, but that might
be offset by a variety of factors.

One leading factor that will affect the trend is the tendency toward
consolidation among air carriers. The mergers combining Continental, Eastern,
Texas Air, New York Air, and People Express are completed, as are the
unifications of Northwest and Republic, TWA and Ozark, and Delta and Western.
The Department of Transportation is considering rejection of a proposed merger
of US Air and Piedmont--on Anti-Trust Grounds. It appears safe to predict a
limit to further consolidation, just as it seems safe to forecast that there
are no major new entrants on the horizon.

Just as the expansion of air carriers to compete in new markets had
consequences for air traffic operations, the consolidation of rates and routes
(an economist might call this "rationalization of systems and equipment") is
having its own air traffic control consequences.

At an aggregate level, air carrier operations at FAA air traffic control
towers grew 77 during the first three quarters of Fiscal 1987. That growth
rate exceeds our previous expectations, and was a factor in the Department of
Transportation's decision to seek additional increases in the air traffic
control workforce earlier this year.

That aggregate hides several interesting particulars, however. For
example, as more carriers shifted operations from Washington National Airport
to Dulles, air traffic operations at DCA declined by 1.87, while Dulles became
the fastest growing airport in the country, with a 128.57 increase in activity
over a year ago.

The consolidation of People Express substantially influenced the 87
reduction in operations at Newark, leading to an overall 1.37 decrease in air
traffic operations in the New York area during the first three quarters of
Fiscal 1987. Similarly, the combination of TWA and Ozark was a major factor in
reducing air traffic operations at St. Louis by 5.77% compared to the previous
year. The combination of Northwest and Republic contributed to the 1.87
decrease in air carrier operations at Minneapolis-St. Paul.

Not surprisingly, with operations at these major hubs reduced in the face
of overall system growth, we experienced fewer delays than anticipated.
Changes in air traffic operations at these facilities undoubtedly contributed
to the major reductions in air traffic control system delays during the summer
of 1987 -- another point where predictions of excessive congestion, even our
own, were wrong.

Naturally, reducing congestion in the national airspace system in the face
of a 77 increase in tower operations required changes in air carrier operations
as well as FAA procedures. Earlier this year, the FAA implemented its Enhanced
East Coast Plan, increasing routes into, and out of the New York area to move
air traffic more efficiently. The FAA also enhanced its central flow control
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facility with improved aircraft situation display technology, and strengthened
central flow's hand monitoring movements in the national airspace.

In addition to these changes in air traffic control technology and
procedures, the Department of Transportation conducted scheduling negotiations
with major air carriers regarding operations at particularly congested hubs.
As is always the case, efficient national airspace system operations required
close cooperation among all system users. Once again, when it was needed, the
spirit of cooperation was there.

I'd like to take full credit for the improvement in system performance, but
I must also acknowledge that good weather during August and September had
something to do with the 407 reduction in delays achieved during those months
compared to a year ago. Of course, I'm not aware that there's anyone in this
room I should thank for good weather--but if any of you have closer connections
than I do, pass along my appreciation.

Air Traffic Control Procedures

Let me emphasize that changes in air traffic control procedures to improve
safety and efficiency in the system are constantly under consideration at the
FAA. These will take several forms in the foreseeable future.

As part of the National Airspace System Pian, the FAA is beginning
operations with the new host computer. Installments are coming on line at the
rate of two new centers per month. This equipment has five times the storage
capacity and ten times the processing speed of the computers being replaced.
It will enable En Route Centers to monitor more air traffic, while providing
the capacity to install programs such as the Mode C Intruder Alert, which will
reduce the chances of mid-air collisions.

We are also analyzing airspace procedures to strengthen FAA's services.
Within his first month in office, Administrator Allan McArtor issued a special
Federal Air Regulation revising Terminal Control Area procedures in the Los
Angeles basin, and proposed new regulations to establish 9 additional terminal
control areas, bringing nearly all hubs under stricter air traffic control
procedures.

The agency is also reviewing West Coast air traffic operations, with the
intention of developing a West Coast plan to replicate the success achieved on
the East Coast.

These air traffic control procedural changes are not adequate to resolve
the nation's continuing concerns about delays in the national airspace system.
The delay issues will remain as long as there are airport capacity limits, and
our forecasts indicate that we have serious, long-term concerns in this area.

Need For New Airports

We need new airports. The United States has not opened a new major airport
since Dallas-Fort Worth, in 1973. Denver is now considering another airport,
and major expansion plans are being developed at DFW. A look at some of our
forecasts of future delays, however, demonstrates that further expansion



planning is absolutely essential. Given the planning time required for major
airports, it is already very late in the process to get the construction done
before significant additional delays confront the system.

Last year, 1986, of the 50 major airports whose operations are closely
monitored by the FAA, 11 reported an average delay of greater than eight
minutes per operation. These include the three New York airports, Boston,
Atlanta, Chicago, DFW, Denver, San Francisco, and Los Angeles. (See Figure 1.)

We have found that when average delays (and here we are talking only of weather

and airtraffic delays, not including air carrier maintenance and equipment
delays) exceed eight minutes per operation, the travelling public gets very
unhappy.

By 1991, we forecast that an additional eight airports will reach this
category--giving the nation a total of 19 airports where the average delay per
operation is more than eight minutes. (See Figure 2.) The concerns will
continue along the East Coast, increase in a midwestern cluster which includes
St. Louis, Detroit, and Nashville, and intensify considerably along the West
Coast, with San Jose, Ontario, and Phoenix joining the current congested
airports.

AIRPORT DELAY LEVELS

SAN LEGEND

+ 5.0 MINS/OP
® 5.1 TO 8.0 MINS/OP
.>n.o MINS /0P

Figure 1. 1986 Average Delay at 50 U.S. Airports
Source: Federal Aviation Administration
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AIRPORT DELAY LEVELS

LEGEND

+ £5.0 MINS/OP
® 5.1 T0 8.0 MINS/OP
@ >58.0 MINS /0P

Figure 2. 1991 Estimated Average Delay at 50 U.S Airports
Source: Federal Aviation Administration

AIRPORT DELAY LEVELS

LEGEND

+ <5.0 MINS/OP
@ 5.1 T0 B.0 MINS/OP
@ >8.0 mins/oP

Figure 3. 1996 Estimated Average Delay at 50 U.S Airports
Source: Federal Aviation Administration
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By 1996, we forecast that 29 airports will be experiencing average delays
of eight minutes or more per operation. (See Figure 3.) What appears as
relatively localized concerns for today's short term becomes a national concern
in less than ten years, with significant needs for new capacity essential to
provide adequate service for the 650 million passengers who will rely upon air
carriers by then.

Improvements in equipment and procedures are not restricted to large
elements of the system. The FAA has long recognized the importance of
developing additional airport capacity, and Administrator McArtor has
emphasized the need for community involvement to make the cast for additional
runways. However, until additional runways and airports move from the talking
stages to concrete, we have to examine opportunities to improve efficiency at
all existing facilities.

Accordingly, we are accelerating experiments with simultaneous approach
procedures on closely-spaced parallel runways. These appear to afford
opportunities for additional operations at Raleigh-Durham, which experienced a
247 increase in operations during the first nine months of Fiscal 1987. We'll
examine additional opportunities wherever they present themselves.

Benefits to Air Carriers

With the increase in operations and reduction in delays, the increase in
passenger enplanements had to be reflected somewhere--and that appears most
notably in the load factor of the commercial air carriers. Last week, Aviation
Daily's monthly compilation of statistics showed 19 air carriers with load
factors exceeding 607 for the first eight months of the Calendar Year.

Accordingly, the FAA's review of the first nine months of the Fiscal Year
reflects strong performance among the air carriers. The 33 carriers included
in our reports made an aggregate profit of $1.5 billion. Their 6.5% increase
in operating expenses was more than offset by a 13.17 gain in operating
revenues.

Again, the aggregate data varied widely among particular air carriers.
Although major carriers showed substantial gains in profits, the ten regional
carriers in our statistics lost $9.9 million. Their 8.1% gain in revenues did
not offset a 12.27 cost increase.

The increase in load factor is undoubtedly among the forces encouraging air
carriers to keep aircraft in operation where they might have been phased out
more quickly. In February, FAA forecasters projected an increase of 1.7
million aircraft operations by 1998. This forecast anticipated the retirement
of 437 Stage 2 aircraft by 1991.

Given the load factors achieved in 1987, and anticipated to drop off only
slightly in the near future, air carriers are not retiring equipment that is
flying full--and there is no reason to expect that they will do so. Thus, we
now project that those aircraft might fly those additional 1.7 million
operations per year by 1991, moving our air traffic operations measures ahead
seven years.
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Incidentally, this anticipated activity will compound our noise problems,
because implicit in this rate of growth is a delay in retirement of Stage 2
Aircraft. Designs for converting these noisier models to comply with Stage 3
standards might well become more attractive.

Changes Anticipated

I believe that this is the point to stress the traditional economic
assumption, "other things being equal." Since other things rarely respect our
predictions, let me alert you to some of the changes we anticipate.

First, we expect recent increases in air fares to remain relatively
stable. In the past few months, air carriers have raised fares, on average,
157 to 20%. We have already seen some flexibility on these increases on
competitive routes, but high load factors and rising fuel prices will keep
fares up to cover increased expenses.

Second, increased expenditures will be prompted from a variety of sources.
This summer, the Department of Transportation issued consumer protection
regulations that require increased reporting. These costs will be added to
administrative expenditures. Several carriers have added staff to respond to
well-publicized consumer complaints.

Nearly all air carriers are devoting increased resources to marketing their
services--those with good performances telling the public how good they are,
and those that appear to need improvement telling the public how good they're
going to be. It's nice to keep the message upbeat in either version. Whatever
the message, it costs money to deliver, and increasing public confidence is
vital to the continued success of the industry.

Finally, the FAA will require additional expenditures to keep pace with
advances in equipment. Administrator McArtor has announced his commitment to
certification of TCAS-II, and accelerated development of TCAS-III, during this
fiscal year. Let me urge every air carrier to send observers to the flight
tests of TCAS-III that the FAA will conduct at the Technical Center near
Atlantic City. It will convince you beyond a doubt that responsible executives
will require that equipment on their aircraft as soon as it is available.

As the National Airspace Plan moves along, aircraft will require new
equipment for Mode S Data-Link communications, for microwave landing systems,
and other equipment advances that will be developed in the coming years.
Better equipment will improve safety along with service, but it will also be
expensive.

The expenditures are predictable, many of them even enhance training and
operations -- such as expenditures on more simulators that enable greater use
of aircraft in revenue, rather than training, flights. Training, of course,
will also be a heavy portion of continuing expenditures for flight crews as
older pilots retire, for airport security as it is upgraded to address more
sophisticated threats, and for aircraft maintenance which is becoming as
advanced as the technology supporting manufacturing.
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Summary

In summary, the aviation industry today is healthy, and well-positioned for
future advances. Nonetheless, it faces substantial challenges to modernize
equipment at all stages of operations, to improve service to retain public
confidence, and to sustain the foundations for future development that are
essential to long-term health.

The FAA recognizes the need to improve, because changes are needed to
enhance public confidence. As Administrator McArtor frequently observes,
aviation is a complex blend of people, equipment, and procedures, and the parts
must advance together to make the best use of achievements in each of them.

Change in aviation, therefore, requires coordination throughout the system
-- the cooperation of manufacturing and maintenance, air carrier operations and
air traffic operations -- with administrative support across the board.

For its part, the FAA will do its best to strengthen its own services, and
to implement advances throughout the industry in a reasonable fashion. We'll
continue to forecast on the best information available, and revise our
forecasts as improvements in the industry -- and changes in the economy --
provide the data essential for more accurate forecasts.

Discussion:

Frank Spencer (Northwestern University): How are the delays on your chart
determined?

Mr. Blackburn: These are system-induced delays that are measured from the time
you call for pushback until the time you get back to the gate. If you have a
maintenance problem, that is not in these figures. The things that really most
irritate the customers, equipment failure or cancellation, are not in those
numbers. We are trying to get a better handle, on those delays that are the
creatures of the airlines. That is a little more difficult to come by.

Mr. Powell (Bell Helicopter): Do you see anything taking place to respond to
the need for better helicopter industry data?

Mr. Blackburn: Yes, we have a proposal from the Helicopter Association
International, HAI, which has a foundation, and they have proposed to put this
data together for us. Under government procurement procedures we must go
competitive on it and it may take a year to get it through the system. We are
very anxious to get that information and would be happy if Bell Helicopter
wanted to fund that study.

Frank Spencer (Northwestern University): Regarding the possibility of either
the tilt-rotor or a high-speed rail as a method of relief of these delays, have
any studies been made to evaluate whether the costs would be more than the
benefits; whether by the time you got off the airplane and got on a tilt-rotor
or a high-speed rail to get to your destination you would be there any sooner
than you would if you took the delay in the air?
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Mr. Blackburn: FAA has initiated a study that is now in progress under our
Office of Policy and Plans to do exactly that. It includes the kinds of
heliports, vertiports you would need, where they should be located, what kind
of facilities they should have and how it fits into the overall air traffic
control system so that it relieves the system and doesn't add further
congestion. The tilt-rotor isn't going to happen until people perceive that
there is a system there ready to accept it and utilize it.

Mr. Wayne (International Aeroengines): A couple of years ago, the FAA was
holding hearings of citizens groups and local aviation people with respect to
noise regulation at airports. The implications were that there might be some
increased regulations on noise coming out of these discussions. Today you
indicated that noise regulations might be delayed or probably will be delayed.
Obviously in the forecasting world this kind of thing is very important to us.
Could you expand upon that a bit?

Mr. Blackburn: I think most of you are aware that we have just received the
report of the Industry Task Force which brought together the airlines and the
airports, leaders in both, including the Air Transport Association and AOCI.
Don Riley of AOCI was chairman of that group, and did a very effective job. We
have received the report, and the question being asked is when should all Stage
2 aircraft be eliminated from the system. That group has agreed that this
should unequivocally occur by the year 2000.

The group, also, agrees that with certain incentives (undefined) it could
happen by the end of 1999. We believe that with the right kinds of incentives,
this can effectively happen by the start of 2000. At least 80 percent of my
mail has to do with noise. We work very hard at trying to keep people from
moving into and around and surrounding airports, and we have programs for
compatible land use and so forth. It is a very, very serious problem. It will
not go away, and the manufacturers are being challenged to build quieter
airplanes.

In fact, there is a premium on it. As you may be aware, there is a certain
aircraft built by our British cousins that is getting a very nice market mainly
because it is much quieter than Stage 3 standards. It is beating other Stage 3
airplanes because the communities like it, and so, the challenge is up to the
industry. The problem is going to get us better than Stage 3, but I don't
anticipate Stage 4.
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THE U.S. ECONOMY: A LOOK BACK AND A LOOK AHEAD

David Rolley, Wharton Econometrics Forecasting Associates

I would like to do three things this morning. First, I would like to see
how our forecasts have been holding up since my colleague, Dr. Nariman
Behravesh presented the outlook for the U.S. economy two years ago. At that
time he promised this group that there would be no recession for at least 2
years. It's now two years later and we've made it thus far. Then we will move
to how we think things look for 1988 and for 1989. I will confess that we are
not as confident about making the same promise this morning. Lastly, we want
to draw one or two tentative implications for the airline industry generally
implied by the baseline forecast.

How Our 1985 Forecasts Are Holding Up

These are some of the things that we talked about in October 1985.

WEFA FORECAST OUTLOOK: 1985

*No Recession For At Least 2 Years
*Strong U.S. Domestic Demand Growth
*An "Orderly" Dollar Decline
*Insignificant Tax Reform

*Low Inflation

*The Risk Of An 0il Price Collapse To $18

As you can see, I think our batting average wasn't too bad. I give us
about a 75 percent on this.

No Recession For At Least Two Years. At that time the economy was shifting
from a period of very rapid growth to a period of somewhat slower growth, and
we said that the outlook was for no recession but we expected economic activity
on the order of about 2.5 to 3 percent of GNP. That really wasn't such a bad
call. 1In 1985, GNP growth was 3 percent; last year, the actual calendar year
average GNP growth was 2.9 percent. This year it looks like we are headed for
something like about 2.6 percent on the calendar year, certainly no recession.

Strong U.S. Domestic Demand Growth. We also said that growth was going to
be characterized by fairly strong domestic demand.
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Figure 1 shows a decomposition of some of the key components of the gross
national product in 1982 constant dollars. We are looking at the
year-over-year changes in level form. The GNP total is composed of several
parts, two of which we have shown here. The third bar is what we call private
final domestic demand. It does not include changes in inventories or of
Federal Government purchases. It does include all consumer spending, all
investment spending, all state and local government spending, and, as you can
see, that has actually run well ahead of the GNP over the last few years. The
principal drag on performance has been the trade balance. You can also see
that we are moving from a regime where the trade balance has hurt us in GNP
terms over the last 3 years to where we think it is going to help us this year
and next year.
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FIGURE 1 Composition of GNP Growth

An Orderly Dollar Decline. The third point that we talked about 2 years
ago was the exchange rate. We promised a dollar decline, and we said that that
decline would be orderly.

Figure 2 is a plot of the Federal Reserve Board's trade-weighted dollar
index. It is a market basket of currencies dominated by the industrial
currencies -- principally in Europe, Canada and Japan.

As you know, since February or March of 1985, our total decline against the
Deutsche mark or the Japanese yen has been on the order of about 40 percent, --
40 percent in 2 years, about 20 percent per year. 1 suppose it is really a
matter of perspective as to whether this decline has been orderly or not. I
know that in 1985, if you had threatened a 40 percent decline in the exchange
rate, that might have been described as a dollar collapse.

My feeling is that, in the United States, this is regarded as an orderly
decline, but in Frankfurt or in Tokyo there is a certain degree of skepticism.
Fortunately, I don't have to adjudicate this dispute because the central banks
have, and they have told us in no uncertain terms that this has been a very
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orderly movement and that everything is fine. Since that is the official word,
I think that once again we called it right.

Insignificant Tax Reform. However, on the issue of tax reform forecasting,
we did not do so well. In 1985, we really didn't think that Congress and the
White House were going to be able to pull everything together, and, of course,
that was wrong. We had some deathbed conversions last summer, and we have had
the most significant tax reform since the Second World War. As an individual
taxpayer, I am very grateful. With regard to the perspective of our company
customers and the rather dramatic shift in incidence from households and
individuals to companies, my enthusiasm is somewhat more moderate; but it has
been quite significant, and you all know the details.

Low Inflation. Lastly, we described what was a very optimistic inflation
outlook. Once again, I think we did very well there. We were, if anything,
conservative, saying that there was no inflation acceleration in sight.

The Risk Of An 0il Price Collapse To $18. We thought there was some small
risk, 20 or 30 percent, of an oil price decline to about $18 per barrel. As
you know, o0il prices collapsed. We managed about $9 a barrel at one point and
there was a tremendous windfall gain in terms of purchasing power for American
consumers and not without note for the aviation industry as well. It was, of
course, not an unmixed blessing; and bank economists at, say, Texas super
regional banks have a somewhat different perspective on the relative attraction
of that development.

Conclusion. So, the last 2 years has not been all that bad. We have had
fairly strong activity growth. GNP has averaged only a trifle under 3 percent
for the past 3 years, if I include 1987, which is nearly ended. Inflation has
actually declined as a trend. O0il prices have declined substantially, and
interest rates, at least until late last year, generally tended to decline.
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Unfortunately, I am going to be in the position of starting with all of the
good news and then shifting gears a bit.

The Next Two Years

We have some problems now, and we see the next 2 years as a little bit
rockier. You all know that the outlook is not completely rosy, at least if any
of you were bond market investors or bondholders this year. You know that the
financial community is very concerned about the outlook. Interest rates have
increased quite substantially over the last 12 months. In January or February
of this year you could still get a lot of very highly paid Wall Street
economists to talk about the possibility of another discount rate decline, and
to talk about the very attractive prospects for interest rates. About the end
of March that story dried up (See Figure 3). Interest rates have, in fact,
increased by fully 2 percentage points at the long end of the market. Interest
rates have increased by 150 basis points or 1.5 percentage points at the short
end of the market. The prime is now 8.75 percent, and is, in our eyes, likely
to move higher before it moves lower.
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FIGURE 3 Recent Interest Rate Trends

Now, something must be upsetting financial markets. I think that what has
upset the financial markets is the degree of orderliness that has overtaken the
currency markets. The Federal Reserve Board since February of this year has
collaborated quite actively with the German and Japanese central banks in
trying to stabilize the dollar against the Deutsche mark and the yen. This is
an ambitious undertaking because this year we are going to have to borrow
something on the order of 150 or 160 billion dollars from the rest of the
world. That is because as a country, as an economy, the United States is
continuing to live somewhat beyond its means, to spend more than we actually
earn.
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In GNP terms, our current account deficit which is our broadest deficit,
including both our trade in goods, our trade in services and our transfer
payments, is forecast to come in at a little over 3 percent per year, or $150
billion this year.

According to the Department of Commerce, the United States is already the
world's largest debtor, with foreign liabilities exceeding assets by about $260
billion. So, we can confidently forecast that by the end of this year, net
U.S. foreign debt will be a number more like $400 billion, and about $550
billion at the end of 1988. The U.S. will owe the rest of the world one-half
trillion dollars, and paying the interest on that is a little bit difficult.

It is, by comparison, equal to the total outstanding debt of all of Latin
America.

Fortunately, we pay in dollars so our situation is not quite a Latin
American situation. Nonetheless, the foreign investment community has become
concerned.

They are concerned on the one hand that our central banks may fail to
support the exchange rate, thereby taking foreign currency losses on their
holdings. On the other hand, they are concerned that the Federal Reserve
might, in fact, support the exchange rate but via the mechanism of higher
interest rates. So, it really didn't matter what you thought the Fed would do
this year; if you were a foreign investor, you were probably somewhat bearish,
and in fact, in the first 6 months of this year, the rest of the world was a
net seller of U.S. Treasury securities. They sold more than they bought.
Their inventories of our government bonds declined. Also, in the first 9
months of this year investing in "junk bonds' was better play than investing in
U.S. Treasury debt. You lost less money.

This deficit problem is not unrelated to another deficit that the
Washington community is perhaps even more familiar with (See Figure 4). What
we would like to point out is not the widely known correlation -- the fact that
the U.S. savings position has deteriorated with the rise in the budget deficit
on trend -- but that we have actually had quite a good improvement in our
federal budget situation over the last 12 months. If we compare Fiscal Year
1987 with Fiscal Year 1986, we have cut a budget deficit of $220 billion and to
$150 billion. That is a $70 billion improvement -- 1.5 percentage points of
GNP. But, I would like to point out that it has really not helped our balance
of payments very much. I can only speculate on what it might have looked like
if we had not had that improvement.

One final point on trade. We have already argued that trade is going to be
supporting the economy this year and next, and at the same time, I am
suggesting that external accounts are not going to improve very much. That
sounds like a contradiction. It isn't really. The problem is that trade
forecasting is complicated, and the implications of deficits can be complex.

With respect to our foreign trade, we are experiencing an improvement in
trade volumes which is quite substantial. (See Figure 5). On this bar chart
the open bar represents our current account balance forecast. The other bar
shows the forecast for the level of the national income accounts trade deficit
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measured in constant dollars. The improvement in trade volumes is quite
substantial and some of this really is no longer a forecast. It is a fact.
The United States is currently enjoying an export boom. Export volumes are up
by better than 10 percent over the past 12 months. Given the state of order
books, the general level of sentiment out there, and our weak dollar forecast,
we see no reason why we cannot have another year of double digit export growth
as we look toward 1988.
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The advantage of this for the GNP outlook is obvious. Trade movements are
going to be a significant support for real GNP. Unfortunately, this is going
to have a very limited impact on the recorded current account deficit and on
our total financing requirements.

WHY IS THE TRADE DEFICIT STILL SO HIGH?
-- TInitial Imbalances In Non-0il, Non-AG Merchandise Trade
-- Structural Increases in Petroleum Imports
-- Structural Weakness In Agricultural Exports
-- Tnterest On The External Debt
Our trade pessimism has three elements:

First, when we look at merchandise trade, and at the non-agricultural and
non-petroleum balance specifically, at the beginning of this year our imports
of non-oil merchandise were approximately 1.7 times our non-agricultural
exports. These imports are virtually twice exports at present, so it doesn't
take a very sophisticated econometrician to conclude that if export volumes
grow at only twice the rate of import volumes, you don't make very much
improvement in your nominal trade deficit. That is just one of our problems --
our initial trade position is very adverse. Having exports grow at twice the
rate of imports is not good enough. What we are going to have to do is get
them to grow at three times the rate of imports to make some progress.

Secondly, our structural surplus in agriculture has not done us very much
good recently. There is a global surplus of basic cereal grains. That looks
likely to be with us for some time. We see only a limited contribution from
the agricultural sector toward improving our trade picture.

A third commodity problem is that we are not a structural exporter of oil;
we are a structural importer; and after 5 or 6 years of predicting that
domestic production would peak and then decline it now looks like that is
actually happening.

We are importing more oil. We will continue to import more oil, and that
looks likely to be the case, even if actual petroleum consumption grows very
slowly. It is also unlikely that we will have the kind of windfall gain that
we got last year with petroleum prices falling by half. Our forecast for
petroleum prices is basically flat over the next 12 months, so on a dollar
basis, it looks as though the oil bill is going to be a difficulty, and one
that the exchange rate is not going to be able to do very much about.

Lastly, if we move from the trade accounts to the current account (which
includes what economists call factor payments or the return on assets), we are
going to have another problem, namely, the cost of all that previous
borrowing. We have to pay interest on all of those securities sold to the rest
of the world over the last six years. We have been somewhat more successful as
exporters of stocks and bonds than we have been as exporters of consumer
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products. That is fine; but you do have to pay interest on those securities,
and the interest burden is rising at the rate of 10 to 12 billion additional
dollars per year.

Thus, the gap is widening between our trade performance and our actual
current account balance performance. Putting all of these elements together,
even with an export boom (and we do have one), the model will still throw out a
rather unpleasant current account forecast. At this point it looks like we are
in a period of virtually self-perpetuating current account deficits.

All of this has some implications for the outlook over the next two years.
At present, what we have is an economy that is not doing too badly. GNP is
growing at nearly 3 percent per year. This is healthy growth in the sense that
it is export driven. We are having an export boom. We are hoping for a bit of
an echo boomlet in business equipment forecasting as operating rates in
important parts of U.S. industry increase, but the consumer outlook is not so
good.

When we look at the implications of a weak exchange rate - export-oriented
policy, one of the consequences of this is that import prices are probably
going to rise faster than export prices, and that will soak up purchasing
power. This, of course, is part of the solution. It is not really a problem.

hose big deficits indicate that as an economy, as a country, we have been
living, or at least consuming, beyond our means for the last 5 years. As we
look out over the next 5 years, it is quite clear to us that that process is
going to have to be reversed. We are going to have to produce more than we can
consume. That suggests an economy characterized by strength in selling abroad,
strength in exports, strength in industrial production and manufacturing
generally, weakness in consumer spending, rather sluggish growth rates for
consumer durables and for high ticket consumer products. But none of that
would necessarily suggest that a recession was imminent; in fact, we think
there is a little more room to maneuver before we encounter serious
difficulties.

As we see operating rates continue to move higher, we expect to see
additional employment gains, particularly in industry. As you all know, the
unemployment rate has fallen to about 6 percent or a bit below. This is a very
good performance but it is a somewhat more worrying situation if you are
looking at the economy from the perspective of employee costs.

Until recently, there has not been a wage problem in the United States.
Over the last 12 months wage increases have run at approximately 2.6 percent
year on year. This is not a problem. Industrial productivity has been nearly
as high. Unit labor costs increases have been nearly zero. But, as we look
forward to a year in which operating rate will remain high, to another year of
very substantial export growth, and to a year in which companies will try to
meet their capacity needs by accelerating their investment spending, we expect
to see some pressure on wages. We think that the first signs of that can be
gleaned in current data. We think it is very conservative to forecast an
acceleration in wage costs from 2.5 percent to more like 4 percent over the
next 12 months. Those of course, are economy-wide numbers and
industry-by-industry performances will vary quite considerably, but it looks



like the inflation outlook for next year has to be taken somewhat more
pessimistically than the inflation outlook presented 2 years ago. (See Figure
6)

DISCOUNT RATE
CPI
----- UNIT LABOR COST
FIGURE 6 Unit Labor Costs, Inflation
and the Discount Rate

At best, inflation will maintain its current plateau of between 4 and 5
percent. It is entirely possible that if oil prices move slightly higher or
other commodity prices don't cooperate, we could move to a 5 to 6 percent
inflation path.

This has some implications then, in turn, for the state of interest rates
and for what happens in 1989. Our feeling is that in 1988 activity levels will
be sufficiently strong and inflationary pressures sufficiently disturbing that
the tendency of the Federal Reserve will continue to be to tighten interest
rates. So, we are looking for a fairly aggressive Federal Reserve policy over
the next 6 to 12 months, another discount rate increase by early 1988, perhaps
a second discount rate increase by the middle of 1988. For the prime rate,
this means we are probably looking at interest rate levels that on average next
year will be more like 9.5 percent (or a trifle higher) than the under 9
percent numbers that we have been living with. For long-term bonds, we will
probably go quite substantially over the 10 percent level.

This, in turn, has some implications about the longer-term outlook for the
economy. As we move through the Presidential election and into 1989, it is our
belief that with the external deficit still quite large and with interest rates
quite high, the linkage between the two will be very well understood. We think
the new Administration will be very likely to pursue a contractionary policy,
and that will probably mean tax increases on the order of 20 to 25 billion in
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the first year of the new Administration. I don't think they will be personal
income taxes. I think that the largest component of them will be excise
taxes. One obvious target would be the gasoline tax, and other sources of
excise taxes are probably, also, very likely candidates.

But, as policy makers identify the link between high interest rates
(required to continue to attract capital and those big external deficits that
we are trying to finance) and the public sector deficit, interest rates are
probably going to be taken more seriously. Ultimately, quite strong efforts may
be made to tighten up fiscal policy. The risk is that by 1989 we could have a
simultaneous tight fiscal and tight monetary policy environment. This suggests
that we could tip the economy into a growth recession so that after something
like 3.2 percent real growth in calendar year 1988, our growth rate will slow
in 1989, to something like 2 percent and fall to more like 1.2 or 1.5 percent
in 1990. So, we do think there is a growth recession out there. We think it
is virtually inevitable. It is a necessary consequence of our current debtor
position, and the only way that we can see of getting those external deficits
back in place, given the policy choices about our exchange rates and tighter
fiscal policies. We see every likelihood that that will probably produce at
least a growth recession.

Our forecast for the next two years maybe summarized as follows:

WEFA FORECAST: 1987

* Real GNP Will Expand By Over 37 In 1988
#* The Export Boom Will Be Sustained For Another Year

* Export Strength Will Trigger An Echo Boomlet In Business
Equipment Spending

* Rising Employment Will Tighten Labor Markets Further

% Tighter Labor Markets Will Trigger A Significant Rise In Wage
Costs

* External Deficits Will Remain Large, Requiring A Trend Rise In
Real Interest Rates

* High Interest Rate Plus Tighter Fiscal Policy Will Foster A
Growth Recession In 1989-Early 1990

Implications For Aviation

Now, one or two comments about the implications of the outlook for
aviation generally. On the cost side, I don't think the outlook is all that
bad. On fuel prices, we are really very optimistic. No unpleasant upside
surprises are anticipated for basic energy costs worldwide over the next 2
years. We just don't see the demand growth in the rest of the world or the
OPEC discipline that would give us $22 or $24 per barrel oil prices at this
point.
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In terms of labor, I suppose we are guardedly optimistic, in that we are
looking for a wage acceleration from about 2.5 percent to about 4 percent.

Finally, in terms of financing costs, we are very bearish. We have had a
significant rise in interest rates. We think that is a cyclical rise, and we
do not think it is over, and we are looking for at least another 100 basis
points, and possibly more before the cycle turns.

On the activities side, I don't think that the kind of forecast that I have
sketched (better than 3 percent real activity growth next year and a growth
recession which really hits us in late 1989 or early 1990) is all that bad; and
I don't think that the RPM implications are particularly severe.

One important caveat though. The forecast that I have described suggests
that household purchasing power will come under pressure generally, that we are
going to be a slow consuming country. The interest rate environment will be
austere; and lastly, if you put these pieces together and threaten the Wall
Street community with both higher interest rates and a significant business
cycle slowdown in 1989 or 1990, then the stock market may not perform quite as
briskly as it has over the last 2 or 3 years. We may be looking at a stock
market downturn in the second half of 1988.

For what you might call the "consumer aircraft market" which is, I guess, a
discretionary consumer durable, the implications are not so healthy. We would
be somewhat conservative about forecasts for consumer aircraft purchases in the
1989 and 1990 period. Thank you.

Discussion

Mr. Drake (Purdue University): Could you clarify the time horizon for your
optimism on fuel prices? Is it the next year or 18 months or is it further
out?

Mr. Rolley: We are looking for flat oil prices for the next 12 months, and a
sort of cautious and quite slow rise in nominal petroleum prices, but very
little real price increase over the next couple of years. At this time we see
no significant tightening in the supply/demand balance for petroleum until
about 1991. The growth recession in 1989 to 1990, helps us buy a couple more
years of relative price stability in the petroleum market.

Mr. Drake: Would you include general aviation aircraft in your pessimism about
private aircraft purchases?

Mr. Rolley: Yes.

Mr. Drake: Would you comment on the pleasure airline travel market -- the
vacation trip?

Mr. Rolley: I think that a lot of the same elements would apply to that
market, as well; that the expensive vacation trip would be one of those things
that could be postponed.
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I think that next year still looks all right, despite relatively moderate
wage and salary increase forecasts. Actual disposable income growth next year
looks likely to come in at about 2.5 percent which is an okay year. Also,
people seem to have gotten used to the weaker dollar. They are over the
"sticker shock" that comes from the higher prices in the Far East and in Europe
and our forecast additional dollar declines are fairly modest, so that I would
think that we have a year or 18 months of good news followed by about an
equivalent period of time of much less attractive prospects.

Mr. Nesbit: Can you be more specific about your moderate declines? Where do
you see the exchange rate with the yen, the Deutsche mark and the British
pound, say, at the end of 1988 and in 19897

Mr. Rolley: Maybe the Federal Reserve Bank is the best operator to ask about
the Deutsche mark and yen forecast because over the last 18 months or so the
currency markets have done exactly what the Group of Seven have told them to.

In February they said that the dollar-mark and dollar-yen rates were going
to be flat, and here we are 6 months later, and they look flat to me. But, in
fact, we don't think this plateau can hold. We think that by either late this
year or early next year we will have another test of the floor, and we are
likely to see the deutsche mark-dollar rate move below that 1.80 bottom that we
have seen this year and move into something on the order of 1.75 by, say,
February or March.

We think that ultimately by the end of 1988 or early 1989, we could very
easily see Deutsche mark-dollar rates of 1.60. For the Japanese yen, we think
that there is every reason on a 6-month horizon to look for yen-dollar rates,
spot rates of about 135, and moving that horizon a year forward after that, on
an 18-month horizon to look for that market to trade at between 125 and 130.

Mr. Caplan (Pratt and Whitney): I am interested in your long-term forecast for
fuel prices. You said that you expect them to be relatively flat into the
early 1990's. Do you foresee at that time a rise in fuel prices of any
significant shock like maybe 10 percent upwards per year, at that point in time
or still a very graduate rise?

Mr. Rolley: I am afraid that our energy economists are somewhat pessimistic
about the early Nineties outlook. They suggest that there is going to be a
progressive increase in worldwide petroleum demand. It is slow, but the trend
is there. That is going to be exacerbated a bit by declining production in the
lower 48 states, and by declining production in some of the other older fields
around the rest of the world.

One of the things that is going to help put OPEC in a more favorable
position in 4 or 5 years down the road is the recent decline in worldwide
drilling activity that set in a little over 18 months ago when o0il prices fell
from $28. to $18. per barrel.

As a consequence, we see a significant compression of that supply/demand
balance and we could be looking at $5 or $6 per barrel price increases within a
period of several months in 1991 or 1992,
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Mr. Swanda (General Aviation Manufacturers Association): Given the tight
fiscal and monetary policy that you suspect will happen in 1989, why do you
think it will all be a growth recession instead of a full-fledged recession.

Mr. Rolley: A fair point. The principal reason that things don't get worse is
because we know something about fighting recessions in the U.S. and we think
that a couple of things will help us. The first and maybe most advantageous
thing that will be of some benefit is that through the good part of our
forecast, before the Biblical hard times, we really don't look for a major
run-up in inventory stocks.

We think the companies have gotten very cautious about the kind of
inventories that they carry. Stock building has been fairly moderate in the
U.S. economy for this stage of a business cycle. We don't think a lot of
product is going to pile up on the shelves. That means that the amount of
destocking required in that business downturn will, also, be fairly moderate.

A big part of any business cycle is the inventory cycle, and it looks like
inventories are being managed much less cyclically this time around. That is
going to be one of the helps.

The other thing that I think will tend to help us a little bit is that the
recession that we are expecting should not be as bad as the last couple. We
are talking abut fairly moderate interest rate increases rather than the kind
of swinging contractions that we have had before; and one of the reasons is
that the inflation forecast is not that terrible. We are talking about
inflation peaking at a bit over 5 percent.

That doesn't suggest that we need a 13 percent prime. It doesn't suggest
that we need 15 percent bond yields. So, the amount of damage that tight money
will do to the economy will not be nearly as severe as it was in 1981. I think
the amount of damage that is done to activity levels in the rest of the world
will be fairly modest. What we really have here is not so much a boom/bust
forecast as a forecast in which we have a lot of trouble with out trade
deficits. The risk premium to the rest of the world that buys our securities
continues to increase on trend. Interest rates inch higher and higher until
the party stops.

At that point we have to bite the bullet and tighten up fiscal policy and
cut that deficit the hard way; but while it is bitter medicine, I don't think
that it is going to be the kind of contraction that we had in 1981 simply
because the inflationary circumstances we carry into that situation just aren't
as unpleasant.

Mr. Griffiths (Boeing): You mentioned that a large apart of the deficit is
interest payments. Why not relax monetary policy and cut the deficit the easy
way?

Mr. Rolley: Quite a number of economists have suggested that the right policy
mix for our present situation is a fairly hefty tax increase matched with a
very accommodating monetary policy. One of our principal competitors had an
editorial to that effect in this week.end's newspaper. It is, I think, a
broadly held view of a way to get through this problem.
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The difficulty, I think, is going to be that it requires a degree of policy
coordination in the government that has been notably absent over the last
several years, and it is not clear to us the those prospects have improved very
much.

Lastly, the U.S. is not at this point setting interest rate levels in
isolation. We have adopted an exchange rate rule for our central banks, and
one of the things that we know is that a central bank can either control its
exchange rate or its level of interest rates, but not both. One of the things
that would happen, if we went back to a low interest rate policy and say, cut
the federal funds tomorrow by 100 basis points, is that the 1.60 Deutsche mark
dollar rate forecast I suggested might be 18 months away would prove to be
about 8 trading days away; we would solve our financing problems by seeing the
dollar tumble to a point where the rest of the world could conclude that in
fact, it was undervalued.

The Fed is not prepared to do that because they don't know what the
financial community is prepared to accept. They just think that the
inflationary risks of an unmanaged dollar are too great, given the very bearish
attitude of the world investment community toward our currency, our bonds and
our policy prospects.

Mr. Foley (Falcon Jet Corporation): Does your forecast of flat fuel prices
during the next few years, take into account the tensions in the Persian Gulf;
and should these tensions increase, how might that affect your forecast?

Mr. Rolley: Actually they do. This moves us out of the area of economics into
the area of geopolitics and political science. Although, I don't pretend to be
an expert in any of those arenas it still seems unlikely to us that we would
see an increase in the level of hostility of the tanker war that would actually
disrupt shipments through the Persian Gulf. That is because it does not seem
to be in Iran's interest since it needs that oil flow to finance its
government, its civilian economy an its ongoing land-front activities. So,
between that self-interest on the part of Iran and the warships currently
sitting in the Gulf, I really don't think that a serious disruption in the
Persian Gulf supply is going to take place.

I think oil traders have more or less come to the same conclusion, and
after running up the futures to $22 this summer, they looked at whether this
was going to be shut off and concluded it wasn't. Then they looked at
inventories and thought we might have a problem; so, I think near term, over
the next 3 months, the likelihood is that oil prices are more likely to move
down than to move up.
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THE CHANGING U.S. AIRLINE PICTURE

Lee R. Howard, Airline Economics, Inc.

I am going to talk about the airline industry since deregulation, where it
stands at present, and what we foresee in the future.

Underlying Trends

First, let's look at some underlying trends. Back in 1977-78, there were
those who said that, under deregulation, many smaller carriers would get
certificates; provide service and compete with the incumbent carriers. That
is what was envisioned in the deregulated environment by some.

They were right. But only for a while. Between 1978 and 1986, there were
198 certificated carriers providing interstate passenger service in the United
States. (See Table 1). If we were to add the 36 carriers operating prior to
deregulation, you would now have 234 carriers operating. This is the kind of
utopia that some people had visualized for the deregulated environment.

TABLE 1 NUMBER OF U.S. SCHEDULED ATRLINES

(Operating Under Section 401 Certificate)
January 1987

Certificated Prior to 1987 36
Certificated 1978 - 1986 198
Total 234
Merged, Liquidated, Decertificated

or Not Operating Under Certificate 160
Total Currently Operating 74

The expectation did not quite materialize because 160 of those carriers are
either merged, liquidated, decertificated, were not operating, or never did
operate under a certificate. Therefore, as of January of this year, instead
of 234 operating carriers, there are only 74 remaining.

We can go beyond that because, if you take the 74 carriers currently
operating and subtract the 36 carriers operating totally outside the 48
contiguous states (most of those in Alaska), and take out 13 carriers of the
74 that have feeder agreements with larger carriers, you have a better idea of
the size of the present operation. Therefore, at present there are 25
carriers currently operating that do not have feeder agreements or do not
operate totally outside the U.S. (See Table 2).
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TABLE 2 TOTAL CARRIERS OPERATING!

(Under Section 401 Certificate)
January 1987

Total Carriers Currently Operating 74

Carrier Operating Totally Outside
48 States (Alaska, Pacific, and Caribbean) 36

Carriers With Feeder Agreements 13

Total Operating in 48 States Without
Feeder Agreement With Larger Carrier 25

1 Not including carriers with operations totally outside the 48 contiguous
states and carriers providing feeder services to larger carriers.

This indicates a contraction of the industry rather than the tremendous
growth that some had foreseen.

Looking at it a different way, if you take the 36 original carriers and add
at any point in time the total number of carriers actually operating, you can
see that the number peaked at 123 carriers in February, 1984 (See Figure 1).
That number has since declined to 74 carriers, as shown previously, and is
reduced to 25, of course, when taking into account carriers operating totally
outside the U.S, and carriers with feeder agreements.

Therefore, you really don't have the kind of competition that many foresaw.
In fact, there has been a considerable amount of consolidation of the industry.
Since deregulation in 1978, over 60 mergers and acquisitions have taken place,
30 of which involved major carriers in some way (See Table 3). That compares
to about 4 or 5 that occurred in the 8 years prior to deregulation. So, you
can see that there is probably more activity in that area than anyone had ever
imagined.

As a result of all the consolidation, it appears that the medium and small
carriers seem to be losing out (See Table 4). So far this year we have had 10
failures of small carriers and, although the industry made over $1 billion in
operating profit in the first half of 1987, five smaller carriers showed
losses. In spite of a rather good first half for the industry as a whole,
failures and lack of profitability plagued the smaller carriers.
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TABLE 3 AIRLINE MERGERS AND ACQUISITIONS SINCE DEREGULATION
Year Carriers Involved Year  Carriers Involved Year  Carriers Involved
1972 Neooh Gemslsoulham 1986 Northwest/Republic 1967  States West/Golden State
People Express/PBA USAir/Piedmont 2/
1980 Pan AmvNational Texas Air/Eastern i ille Ai
: . Aloha/Princeville Airways
Flying Tiger/Seaboard People Express/Britt Emery/Purolator
Republic/Hughes Airwest TWA/Ozark Workd/Key

1981

1983
1984

1985

1/ Agreement for Piedmont to buy 20% each year starting in 1983

Texas Air/Continental (50%)

1
Piedmont/Henson (20%})

Midway/Air Florida
Republic/Simmons (10%)
Northwest/Mesaba

Southwest/Muse (TranStar)
USAir/Pennsylvania

United/Pan Am Pacific Division

Carl Icahn/TWA

People Express/Frontier
Piedmont/Empire

Texas Air/Continental (19%)

Jet America/Best

Air Wisconsin/Mississippi Valley
Pilgrim/NewAir

Ransome/FordAire dba Susquehanna
Metro/Sunaire

Holland Industries/Wright

Daniet Lehner & Joseph Gall/Pilgrim
USAIr/Suburban

KOA/MidPacific

Royale/Metro (HOU Operation)

Jet Florida/Southern Express

2/ Subject to DOT approval

Business Express/Pilgrim (80%)
Texas Air/Rocky Mountain

Pan AmyRansome
USAir/Suburban

Jet Florida/Pocono
Delta/Atlantic Southeast (20%)
Delta/Comair (20%)

Pan Am/NYAir "Shuttle”
Piedmont/Jetstream
SuncoasV/Fleming
Delta/Western

Texas Air/People Express-Frontier
Alaska/Jet America
American/AirCal

Alaska/Horizon

USAIr/PSA

Presidential/Colgan
Presidential/Key
Midstate/Chicago Air

Pan AmvTempelhof (50%)

Texas Air Corp./Bar Harbor (50%)
Midway/Fischer Brothers Aviation
Mesa/Centennial

Metro/Chaparral

Ansett/America West (20%)
American (Discussed with Air Midwest
acquiring aircraft & other assets)
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TABLE 4 THE MEDIUM/SMALL CARRIER IS LOSING OUT

Failing 1987:

o Air Altanta o McClain Airlines
o Air Puerto Rico o Rio Airways

o Air South o Royale Airlines
o Chicago Air o Royal West

o Gull Air o TranStar

In The First Half Of 1987 The Industry Made Over $1 Billion Operating
Profit. Only Five Carriers, All Small, Showed Losses:

Alaska (with Jet America)

2]

o Aloha
o America West
o Braniff

o Southwest

The six survival characteristics and the value of recent mergers in terms
of these characteristics are shown in Table 5. These survival characteristics
are: strong hub/spoke systems, nationwide with international tie-ins; a
sophisticated yield management system; good capacity management; low labor
costs; ownership or equity interest in a computerized reservations system; and
taking full advantage of size.

The righthand column shows what each carrier's rating was in 1984, prior to
any merger, and right below it the post-merger ranking in 1987.

This rating system shows that every merger involving a major carrier
resulted in a gain of 3 points or more out of a maximum total of 18. But two
of those carriers gained over 7 points as a result of mergers. One was
Northwest with a gain of 7 points from its merger with Republic (and almost
concurrent acquisition of 50% of PARS), and the other, Texas Air Corporation
which gained 7 points when it acquired Eastern and People Express.

What this means is that size alone, or even a strong single hub and spoke
system, is not the sole criterion for building survival strength in a merger.
There are, in addition, four other very important areas in which carriers seek
to gain survival strength.

Let's take a look at what is going on at hubs (See Figure 2). Fourteen of
these major hubs have a single carrier garnering two-thirds of the market, an
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TABLE 5 CHANGE IN SURVIVAL CHARACTERISTICS/STRENGTH

Pre-Merger (1984) vs Post-Merger (1987)

Hub/Spoke Yield Capacity Low Labor CRS Advantage

Airline Year Systems Management Management Costs of Size Total
AA 84 XX XX XXX XX XXX XX 14
AA/AirCal 87 XXX XXX XXX XX XXX XXX 17
Cco 84 X X X XXX X XX 9
TAC* 87 XXX XXX X XXX XXX XXX 16
DL 84 xx XX XXX 4 XX X 1
DL/WA 87 xXxx xXx XXX b $.4 XX XXX 16
EA 84 XX XX X 4 XX X 9
Merged with Texas Air Corp. g7 a . S a -
NW 84 X X XXX x X X 8
NW/RC 87 XX XXX XXX XX XX XXX 15
PA 84 X X x x X X 6

87 x XX X XX XX X 9
Pl 84 X xx XXX xXx X x 10

87 XX XXX XXX XX x XX 13
Peaple Ex1pross 84 X x X XXX x x B
Merged withTexas Air Corp. g7 R P . - . - -
RC 84 XX XX XX X X XX 10
Merged with Northwest 87 FS . - . - . -
W 84 X X X X XX x 7
TW/0Z 87 X XX XX XX xXXx XX 12
UA 84 xx XX XX X xXX XX 12
UA/ PA Pac 87 XXX XX XXx XX XXX XXX 16
USAir 84 X XX XXX X X x 9
USAIr/PSA/PI 87 XX XXX XXX xx X XX 13
WA 84 X } 4 x x X X 6
Merged with Delta 87 = % . . - - _itn
Source: Airline Economics Inc. * CO / EA / NYAir / People Express / FL X = Minimum Strength

XX = Moderate Strength
XXX = Unusually Strong

indication of the concentration and strength of the hub and spoke system in
the airline industry today. TFeeder agreements help strengthen those hubs.
Prior to 1983, there were only one or two such agreements; nine in 1983. In
1987, there are 65 (See Figure 3). The 1987 figure reflects a reduction from
the previous year due to purchase and integration of former feeder carriers --
a trend that will continue.

As you will recall, one of the six survival characteristics was equity or
full ownership of a computerized reservations system. As of September 1986,
American's Sabre system and United's Apollo had approximately two-thirds of
the travel agent market. (See Figure 4). SystemOne, which is now owned by
Texas Air Corporation, is being used by Eastern Air Lines and its software for
the Amadeus system is being used by foreign carriers.

Yields

Let's talk about yields. There is a lot of activity in that area, and a
lot has happened since deregulation. (See Figure 5). The upper left hand box
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shows that the average amount of discount for domestic operations of major
carriers in 1978 was about 34 percent. In other words, discount fares
averaged about 1/3 off from full fares in 1978. Now, that average has

Existing and Planned
(Numbers are Shares of U.S. Airlines' Passengers)*
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Innea s/St.Paul
Minn pt:ol‘,v D.m" oNew York(JFK)
79 Ph{ladalphl: - TWIPA
j AL L\w28!25
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DL 28/44 45 w‘?&l)lggon(mo)
Cit
snnlflt'/.A“Lchc Denver nT?A?;'/BN yl 24/4/19
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leveled off at about 60 percent discount from full fare. This increased
discount, of course, tends to bring average yields down.

Looking at the amount of discount fare usage in the first half of 1984,
about 79-80 percent of U.S. domestic travel was on discount fares. That usage
has now leveled off at about 91 to 92 percent. In other words, only about 8
to 10 percent of the people in domestic U.S. travel now are making use of the
full fares. This travel is primarily by people who cannot abide by travel
restrictions placed on discount fares. (See Figure 6)

This year has been a particularly interesting year with regard to fare
proposals and attempts to increase yields (See Table 6). I want to illustrate
the contest that is going on with regard to pricing leadership in the
industry. So far this year one carrier (Texas Air Corp.) has been primarily
the price leader. That company has maintained that position all year up until
recently. But it is being severely challenged at this point in time.

The year started off with United taking a try at a 3-day advance purchase
super coach fare. This proposal was very quickly matched by some of the other
major carriers but not by Texas Air Corporation. The fares were withdrawn.
Approximately two weeks later, Texas Air came out with a new fare structure,
and the other carriers followed. That action was sustained. The same pattern
generally has applied throughout the year. 1If a carrier made a fare proposal
and it was followed by Texas Air Corporation, it succeeded. 1f not, it was
withdrawn. This has been true almost throughout the year.

1st 2nd 1st 2nd 1st 2nd 1st
Hali  Half Half Half Half  Hait Qtr

\
J
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89 a8l )‘N »/
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81 7‘74;% y.
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FIGURE 6 Discount RPMs as Percent of Total (Majors-Domestic)
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TABLE 6 CHRONOLOGY OF MAJOR ATRLINE FARE PROPOSALS - 1987
1987
Approx. Introducing Matched Not General
Date Alrline Proposal Fare by Matched by Outcome
Jan 6 UA 3-day advanced purchase Super Coach (B Class) AA, DL, NW, WA TAC/CO Withdrawn
Jan 14 TAC/CO $10 Increase for travel after 30-day advanced purchase Sustained
May 20
$10-$30 Increase Full Coach
$45 Increase First Class
7-day advanced purchase QEOOP - Unrestricted -
Sat night stay = 45% reduction
Jan 30 TAC MaxSaver Fares MaxSaver Most Majors: Offered almost
= 80% Discount AA UA, DL, NW, systemwide
2-day advanced purchase PA, TW, PI, WA
Sat night stay
No refund
Feb6 AA 30-day advanced purchase MaxSaver Most Majors TAC/CO Withdrawn
Feb 18 AA Atter May 20: MaxSaver Most Majors TAC/ICO Withdrawn
Eliminate MaxSaver and 14-day advanced purchase
other discount fares: 21-day advanced purchase
Increase $20 30-day advanced purchase
Increase discount: to 50%
from 20% 7-day advanced purchase
Increase cancellation to
25% from 10%
Mar 9 NW Increase $20 RT ticketing afier MaxSaver UA*, P, AL TAC Not implemenied
Mar-15 * not in TAC markets in most TAC
markets
Apr7 UA Increase full fares First Class OW - $15 TAC and most Sustained
FulySuper Coach OW - $10  other Majors
Apr8 TAC/EA New 2-day advanced Business Savers Delta Sustained
purchase fare
No stayover
Atlanta markets
Apr 21 TAC Extend MaxSaver thru Summer MaxSaver Most Majors Sustained
Effective May 21:
7-day advanced purchase
Sat night stay
Non-refundable
Increase $19/99 to
$19/139
Reduce advance purchase Super Saver & F/C Most Majors Sustained
to 7 days (30-day advanced purchase)
(25% cancellation penalty)
May 19 UA Increase full fares Coach RT - § 20 Most Majors TAC Withdrawn
First Class RT - $30
Jun 8 ™ Fare surcharge to account Distance surcharge TAC & most Sustained with
for increased fuel costs $310 $8 other Majors slight modifications
Jul 13 Nw Fare increase to account All- $2 10 $8 depending Most Maj
: ajors Sustained
for increased uel costs on distance an
(effective Aug 1)
Aug 10 TAC/CO Increase unrestricted Y-Class: $2j52° each Most Majors Sustained
Y-Class way depending on
distance
Impose 3-day advance B-Class unrestricted
discount

purchase
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TABLE 6 (Continued)

1987
(January 1 - September 24)
Approx. Introducing Matched Not General
Date Alrline Proposal Fare by Matched by Outcome
Aug 24 DL A three-tiered structure Most Restricted See Below TAC/CO/EA See Below
of discount fares: Discount Fares
Adv. %

Tier Purch.Panalty Disc

1 30 50% 60-70
2 14 25% 38-59
3 7 10% 2455

Increase of $10-$20 OW
All effective Sep 8

AA A two-tiered structure Most Restricted UADL, NW TAC/CO/EA Sustained by
of discount fares: Discount Fares AA, UA, DL &
Adv. % NW

Tier Purch.Penally Disc

1 14 100% 60-70
2 7  50% 4050

$10 above TAC 7-day
advance purchase
Effective Sep 15

Oct 15 (TAC Markets)
Aug 31 TAC/EA Reduce MaxSaver about MaxSaver UA but later Most Majors Sustained by
$40 AT & extend to withdrawn TAC/EA
Caribbean (for travel
Sep 9-Dec 15)
Sep7 AA Raise OW fares $5-$15 Unrestricted TAC and other Sustained
Effective Sep 15 Discount Fares Majors
(Super Coach)
Sep 14 DL A three-liered struciure Most Restricted (No responses as of Sep 24, 1987)
of discount fares: Discount Fares
Adv. %

Tier Purch.Penally Disc

1 30 25% 60-70
2 14 35% 36-59
3 7 f S50% 2455

Effective Dec 13



Recently, Delta proposed a three-tiered fare structure. Without going into
detail, let me say that it wasn't matched by Texas Air Corporation and it
didn't get anywhere. At the same time or shortly thereafter, American
proposed a two-tiered fare structure. At this point, for the first time one
sees the price leadership being severely tested. American (and some others)
are going ahead with fare increases not followed by Texas Air Corporation.
American bluntly asserts that people will pay the additional price for
(American's) better service. We shall see. The pattern for changes in fares
in the future will depend heavily on the outcome of this battle for fare
leadership.

One of the questions most asked of us at Airline Economics is whether fares
have been up or down since deregulation and the answer, of course, is "yes."

Full fares were up 158 percent in November 1986 from 1978. During the same
time period, discount fares were up 567. So one could say "Yes, fares were
up." However, if you take the average of those, you get average fares being
up 38% percent since deregulation. (See Figure 7)

The reason for the apparent disparity there is simply this. If you take
into account the shift that I showed you from usage of the higher full fares
to the lower discount fares, that shift continually brings fares down, even if
no decrease occurred in either fare. So it brings the overall average down.
Therefore, average fares were only up 38 percent in that time period.

157.6

69.3

Full Fares Discount Fares U.S. Consumer Average Fares
Prices  (CPI) (Yleld)
FIGURE 7 Airline Fares Versus Consumer Price Index (CPI)
Majors - Domestic 1978 Through November 1986
- Percent Change
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Fares increased 38 percent but consumer prices for the same time period
were up almost double that -- 69 percent. Consequently, if you adjust the
average fares to 'buying power dollars" in that time period using the Consumer
Price Index, one would say that fares are down. 1In fact, we have done just
that. Figure 8 shows constant 1967 dollar fares since 1950. If you took the
dates off the chart, and took off that vertical line labeled deregulation, I
doubt that one could tell where deregulation started. The point is, the trend
in "buying power dollar fares'" is no different now than it has been for the
last 27 years. As a matter of fact, if one carried the analysis back to 1938,
you would find the same trend.
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