te:romt attacks and the 2008-09 rccr:s fon. f‘m mmbht o

ihto Southwest’s pperating philosophy can be found in
the company’s 2001 ennual reports :
Southwest was well poised, financially, to withstand

the potentially deyastating hammer blow of September 11 . -
Why? Because for several decades our leadership phi-’

lesophy has been: we manage in good times so that our

through bad times....On¢e again, after September 11, our
philosophy of managing in good times so as to do well
in bad times proved a marvelous prophylactic for our
Employees and our Sharehelders.

As Southwest entered its 42nd year of service, the
company was facing some major challenges. Legacy
carriers in the United States had become more efficient,
and the recent mega-mergers involving Delta/Northwest,
Continental/United, and American/US Airways were
shaking up the industry. Smaller companies like JetBlue,

Alagka, and Spirit were pressuring Southwests cost .

advantage and low-fare focus. A major internal chal-
lenge for Southwest would be managing its acquisition
of AirTran, a deal completed in zo11. To make the acqui-
sition a success, the company would have to integrate
a workforce of more than 8,a00 (about 25% the size of
Southwest) and manage a fleet of aircraft different from
the Boeing 7375 used by Southwest.

The U.5. Airline Industry

The US. commercial airline ind{stry was permanently
altered in October 1978 when President Carter signed
the Airline Deregulation Act, Before deregulation, the
Civil Aeronautics Beard regulated airline route entry

RS

ama ﬂxms t0 enter the mdikét _Thf: ﬁnandal nﬁlﬁa;t SRS
on bmtﬁ. gstablished and new a_lrimés was enormous. The

fuei crisis of 1979 a?d the air tfz’fﬁ,c controllers strike
in 1981 contnbute;d 10 the mdustf s difficulries, as did
the severe recgssmn that hit the nited States during

the. early 198033 During the firstfdecade of deregulation,

7 more than 150 camers, many of them start- -up airlines,
Company and our People:¢an bie jobssecure and prosper’.

collapsed into bankfuptcy. Eight of the 11 major air.
lines dominating the industry in 1978 ended up filing
for bankrupicy, merging with other carriers, or simply
disappearing from the radar screen. Collectively, the
industry made enaugh thohey during this period to buy
two Boeing 747s2 Thg;‘fhéée major carriers that survived
intact—Delta, Unitéd, and American—ended ap with
8o% of all domgsﬁc .S, air traffic and 67% of trans-
Atlantic business.* Exbibits 14 and 1B provide surnmary
financial data for*the:i'na]or airlines. The rapid growth
of Southwest w-as infstark contrast to the much slower
growth of its l:n:a]or competitors,

Competition andlower fares led to greatly expanded
demand for airline travel. Controlling for inflation, the
average price todly one domestic mile dropped by more
than so% sinceé deregulation. By the mid-1690s, the air-
lines were having trouble meeting this demand. Travel
1ncreased ?rom 200 million travelers in 1974 to 7no
million m 2007 in the U.S. Demand fell significantly
during 1 the recession and then started to grow again in
2010, 1(Dfssplte the overall growth in demand, from 200

_thzplgh 2011 total financial losses for the U.S. airline

industry exceeded 50 billion.

The financial performance notwithstanding, new
firms continued to enter the airline industry. For exam-
Ple, during the period 1594 to 200'4, 66 new airlines were

Copyright @ 2013 Thunderbird Schonl of Global Management. All rights resexved This case was prepared by me&s@r Andrew Inkpen, with regearch
assistance from Chee Wee Tan, Velerie Degroot, Wes Edens, Jairaj Mashyu, Sandip Patil, and Arture Wagner, for'the parpose of classronm discussion qnly,

and not ko indicate either effective or ineffective management.




2001 9 588

2000 11686 183 624 107.8

1988 110.2 17.7 58 104.8

1908 | 1089 16.4 51 102

1957 | 107 16. 443 907 | .
1906 | 1046 15.3 376 939 | %
1995 | 1027 133 ' 3538 853 |
1994 588 12.2 38.1 86.4

1993 97.0 1.2 401 829

1952 971 1.8 435 80.6

33

48

792

42.4 126.% 46.9
74.2 36.8 o 41.5
66.B 31’@ 41.4
7ar- 264, a7
687 273 1167 392
626 | 235 5.1 M8 381
585 16.9 8 1083 38.4
5R.7 169 ;2.8 1013 355
587 © 139 392 927 354

ARevenue Passenger-hMiles, ar BPM, is a measure of the volume bfair'passenQE(mnsponaﬁon. A refréiug passengermite is equal o one paying passenger caried ane mile
Sourca: Bureau. of Transportarian Statistics Table Tt: U5, Alr Carvier Traffic and Capacity Summary by Service Class. ¥
. . A

certified by the FAA. By 2004, 43 had shut down. Most of
the new airlines competed with limited route structures
and lowery fares than the major airlines. The new airlines
created a second tier of service providers that saved con-
sumers billions of dollars annually and provided service
in markets abandoned or ipnored by major carriers.
Although deregulation fostered competition and the
growth of new airfines, it also created a regional disparity
in ticket prices and adversely affected service to small
and remote communities. Airline workers penerally suf-
fered, with inflation-adjusted average employee wages

falling from $42,028 in 1978 to much lower levels over .

the subsequent decades. About 20,000 airline industry
employees were laid off in the early 1980s, while pro-
ductivity of the remaining employees rose 43% during
the same period. In a variety of cases, bankruptcy fil-
ings were used to diminish the role of unions and teduce
unionized wages. Between 2000 and 2011, 51 U.S. pas-
senger and cargo airlines filed for bankruptcy—i3 of
them in 2008.* In the most recent round of bankruptcies,

il f

airline work&,rs at‘FAmerzcan Delta, and other major air-
lines were 'f(?fced to accept pay cuts of up to 25%.
nginagiy 3;’ BT “f‘auﬂi”.‘a
About 80% .of airline operating costs are fixed ar
semi-variable. The few variable costs per passenger
included travel agency commissions, food costs, and
nclceung fees, The operating costs of an airline flight
depen.ded primarily on the distance traveled, not the
numl:ser of passengers on board. For example, the crew
aqd ground staff sizes were determined by the type of
-Fiucraft, pot the passenger load. Therefore, once an air-
line established its route structure, most of its operating
costs were fixed.

Becanse of this high fixed-cost structure, the airlines
developed soplhisticated software tools to maximize
capacity utilization, known as lgad factor. Load factor
was calculated by dividing RPM (revenue passenger
miles—the number 8f passengers farried multiplied by
the distance flown} by ASM (available seat miles—the
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5,129
1995 16,080 2,164 8027 - | 14801
1098 16,299 1,983 7,299 14,630
1997 15,356 1,887 6,361 14,204
1996 15136 52 5,487 13314
1985 15610 1,562 4919 - [ 12,557
7994 14,9517 1414 o 4734 12,346
1993 14737 1,332 5,086 12,376
1992 13,581 1303 5310 11,630

Source: Bureau of Transportation Statistics, At Carrier Financial Reports Table P-12.

numiber of seats available for sale multiplied by the dis-
tance flown).

On each flight by one of the major airlines {exclud-
ing Southwest and a few other carriers), there were typ-
ically a dozen categories of fares. The airlines analyzed
historical travel patterns on individual routes to deter-
mine how many seats to sell at each fare level. All of
the major airlines used this type of apnalysis and flexible
pricing practice, kmown as a “yvield management” sys-
tem. These systems enabled the airlines to manage their
seat inventories and the prices paid for those seats. The
objective was 1o sell more seats on each. flight at higher
yields {total passenger vield was passenger revenue from
scheduled operations divided by schiduled RPMs).
The higher the ticket price, the better the yield.

Although reducing operating costs was a high prior-
ity for the airlines, the nature of the cost structure lim-
ited cost reduction opportunities. Fuel costs (17% of total
operating costs at Southwest in 2004; 37% in 2012} were
largely beyond the control of the airlines, and many of the
larger airlines” restrictive umion agreements limited labor

9,668 4736 3308 " 1?,95?
8,707 4164 - 17,51"3 8556
9084 % 3817 “3330 17,3"3_|5-"'{ 8,501
57515 | 3407 3554 C | 16317 7,704
8,909 2873 | 381 | 14895 5,985
8,939 2417 | 3350 €1-'3,88? 6,579
5,448 2,067 3004 |7 14354 6,623
7964 | 1685 3570 |, 12725 6,236

flexibility. The airline mdmairys extremely high fixed
costs made it one of the wu:m;t net operating margin per-
formers when measared agmnst other industries. Airlines
were far outpaced in:profitebility by industries such as
banks, health care, consumer products, and oil and gas.
Ini recent years, a la-carte or ancillary revenues such
as baggage fees and chénge fees had become inereasingly

" important for most airlines. Some low-cost airlines, such

as Spirit and Allegjant, generated more than 25% of total
revenue fronrantillary fees. In contrast to most of its
competitors, Southwest did not charge for checked bags.

To manage their route stractures, the major aixlines
(except Sputhwest) maintained their operations around
“a “hub-anid-spoke” network. The spokes fed passengers
from outlying points inte 2 central airport—the hub—
where passengers could travel to additional hubs or their
final destination. For example, to fly from Phoenix to

.. Boston on Northwest Airlines, & typical route would

involve a flight from Phoenix to ngthwesfs Detroit hub.
The passenger would then take 2 second ﬂlght from
Detroit to Boston. a




‘the onl‘g avmlable:

}gates werc already leased "uy Northwest. Northwest sub-

leased gates to Southwest at rates 18 times higher than
Northwest's costs. Southwest eventually withdrew from

Detroit, and then re-entered, one of 0111}' three markets;
Southwest had abandoned in itsihistory (Denver and
Beaumnont, Texas, were the other two; Southwest re

entered Dlenver in 2006)..5

Recant .S, Alrline Industry Performancs
Despite steadily growing customer demand, the sirline

industry always scemed to be one recession away from
crisis, In 2013, the major airlines were on track to be
profitable, a marked contrast to the heavy losses of just
a few years earlier {with the exception of Southwest).
The continuing consolidation in the indusiry was
expected to lead 1o lower operating costs and higher
ticket prices.

After the September 11, 2001, terrorist attacks,
domestic airlines lost about 830 billion. The continuing
specter of terrorism cast a long shadow on the global
airline industry. In the United States, passengers were
frastrated by increasingly more-invasive security pro-
cedures. Volatile fuel costs were a constant uncertainty,
and new entrants continued to put pressure on the
incumbents.

Other pressures on the industry inchided:

Customer Uissatisfaction with Airline Service.
Service problerns were leading to calls for new regu-
lation of airline competitive practices.

Aircraft Safety Maintenance. The ageing of the gen-
eral aircraft population meant higher maintenance
.costs and eventual aircraft replacement. The introdue-
tion of stricter government regulations for older plaries
placed new burdens on operators of older aircraft.
Debt Servicing. The airline industry’s debt load
exceeded U.S. industry averages.

chmt'named ] iu:LKJ.ng proposed startmg a

'shéz'.haul airline smxﬂar to CaIlfomla based Pacific

Southwest Alrliness ’Iihe a}.rh.tl; Weuld fly the Golden
Triangle of Hougtdn, Dallas, a;md San Antonio and, by
staying within,Texas, avoid fedEFél regulations. Kelleher
and King mcqrporated a campany, raised initial cap-
ital, and filed for rqgiﬂatory approval from the Texas
Aeronautits, Commission.  Unfortunately, the other
Texas-based airlines, namel‘}r Braniff, Continental, and
Trans Texas (fater called Texas International), opposed

- the idea and waged a battle to prohibit Southwest from

flying. Kelleher argueﬁ the company’s case before the
Texas Supreme Cousf,which ruled in Southwests favor.
The U.S. Supreme Cpurt refused to hear an appeal filed
by the other alr];mes L}u late 1970, it looked as if the com-
pany could begin ﬂymg

Southvest began Bmldmg a management team, and
the purchase of ﬂ].rée surplus Boeing 7375 was negoti-
ated, Meanwhlle, Branlff and Texas International con-
tinued their ‘éfforts to prevent Southwest from flying,
The undexwr;te.rs of Southwests initial public stock
offering withdréw and a restraining order against the
company was obtained two days before its scheduled
inaugural flight. Kelleher again argued his company’s
case béford the Texas Supreme Court, which ruled in
Southwest’s-favor a second time, lifting the resiraining
ordey, ﬁouthwest Alrlines began flying the next day,
Iu_uf: ,3-8, 19714

“When Southwest began flying to three Texas cities,
the firm had three aircraft and 25 employees. Initial
flights were out of Dallas” older Love Field airport and
Houston’s Hobby Airport, both of which were closer
to downtown than the major international airports.
Flamboyant from the begl_nnmg, osiginal flights were
staffed by flight attendants* in hot pants. By 1996, the
flight attendant uniform tad evolved.f khakis and polo
shirts. The Luv theme was a staple of the airline from




““had the caption, Ndbodys gomg to shoot SOuﬂlWest o

ot of the sky for a lousy $137 Southwest offered tray-
elers the opportunity to pay $13 or $26 and receive a
free bottle of liquor: More than 75% of the passengers
chose the $26 fare and Southwest became the largest
distributor of Chivas Regal scotch whiskey in Texas.
In 1975, Braniff abandoned the Dallag-Houston Hobby .

route. When Southwesi enter d'the Cleveland market, -

the unrestricted one-way fare between Cleveland and
Chicago was $310 on cther carriers; Southwests fare
was $59.° One of Southwest’s problems was convincing
passengers that its low fares were not just mtroductor}f
promotions but regular fares. -

Seuthwe'st’s Operations

Although Southwest became one of the Jargest airlines
in the United States, the firm did not deviate from its
initial focus: primarily short-haul (less than soo miles),
point-to-point flights, a fleet consisting only of Boeing
375, high-frequency ilights, low fares, and no inter-
national flights (excluding the Airvan route system,
which included flights to various international loca-
tions). In 2¢12, the average Southwest one-way fare was
$147.17.
Soulhwest was the only large airline to operate
without major hubs, althongh cities such as Phoeniz,
Houston, Chicago, Dallas, Denver, and Las Vegas

were increasingly becoming imporfant transii points-

for Southwest trips. For example, there were 198 daily
departures from Chicage, Southwest’s busiest airport,
Point-to-point service provided maximum convenience
for passengers who wanted to fly between two cities, but

insufficient demand could make such nonstop flights’ °

economically unfeasible. For that reason, the hub-and-
spoke approach was generally assumed to genexate cost

“meals vgqxgmﬂ'ered, Seatlng“was first come, fixst served. *

As to w}-}a;the airline did not haﬂ{ assigned seating,
Kelleher explamed “Te useti o be we}"“t&rﬂy had about four

. people on the whole piane 50 the' ldea iof assigned geats

st made pecple, laugh Now-the réadén is you can turn
ﬂle dirplanes qmcker at the gate. Aemd if you can turn an
;u_rplane quicker, yow'ca have 4t fly more routes each
ﬁday That gen&i*ates moré revenue, so you can offer fower
fares.” i

Unlike some of the majoﬁ’ﬂ:arriers, Southwest rarely
offered deia}red custorners a hotel room or long distance
tefephorle calls. Southwest» had only a limited participa-
tion in compputerized resérvaﬁon systems, preferring to
have travel agents and. Zustomers boak flights through
its reservation cerrl,iar! Soéﬂlwest was the first national
carxier to sell seats frofn a_ﬁ Internet site and was the first
airline to create ahome e on the Internet. In the ath
quarter of 2012, 81% of 5 assenger revenues were booked
via southwest. cox;n The .cormpany estimated that the
online ticketing st was 31 per booking and $6-8 with a
travel agent. Sout_hwest was also one of the first airlines
to use ticketless tmvel offering the service first in 1995,
Southwest was the only major zirline with a frequent
flyer program pased on dollars spent by a passenger, 1ot
miles flown. </ g

Qver theﬂréars Southwest’s chuice of markets resulted
in mgmﬁg@ﬂt growth in air travel at those locations. In
Texas, traffic between the Rio Grande Valley {Harlingen)
and fhe Golden Triangle grew from 123,000 to 325,006
vrithin 11 months of Southwest entering the market?
Within a year of Southwests arrival, the Qaldand-
Burbank route became the 25th largest passenger market,
up from 179th. The Chicago-Louisville market tripled
in size 30 days after Southwest began-flying that route.
Table 1 shows a comparison &FSouthwest across several
years from 197110 2012. - e




. In no0p Southwest made. vanous changes 1o ﬁs service
“offerings, including: L

Three new fare categories, mcludmg higher-tier fares
for business travelers. .

# New boarding processes; for exa.mplc, tlavdcrs could b
" pay extra to board first. 5
Allowing customers with high: status in the frequem
flier program to board first

% Increased emphasis Dn crporate sales.
# Promoted the “two-bags-fly-free campaign” aggres-
sively. i

The rationale for the 2007 changes was explained by
CEO Gary Kelly:

We've always been a business traveler’s airfine. At the same
time, over 37 years we hadn't done wmuch to try to cus-
tomize the fravel experience for the varieties of customer
needs that we had. It was one-size-fits-all, and in fodays
competitive environment we felf that was not the best way
to remain on top. We had the desire fo improve our overall
customer experience for the business traveler?

In 2013, Southwest launched ifs new Rapid Rewards fre-
cuent flyer program. Under the new program, members
earned points for every dollar spent, whereas under
the prior program customers earned credits for flight
segments flown. The new frequent flyer program was

Tahie 2 Operating Data

toad Factor
Dperatlng costper ASM {r_ents}

Hevenue per ASM [ce nts)‘
On—tlme departure rank _ . #2
On-time artival rank "o

"Calculated by dividing operating revenue by available seat miles.
Source: US. Department of Transportation [US DOTL

Pl

IEQ—_‘Q 182 |

Visa crledlt card; .{b) m;reasmg bqsmess from existing
customers; and () strmgthem’ _Rapxd Rewards hotel,
rental car, Lredﬂ“ ¢ard, and retaﬂ partnershlps

\“1 . ..‘

s

S@uthwest s ?ea‘fa?m@me

Southwest ‘bucked the airline industry trend by earn-
ing a profit for 40 consecfitive years. Among the major
airlines, Southwest consistently ranked first in fewest over-
all customer complainté g4 published in the Department
of Tragsportation’s ‘_;?.;J_'f;TraveE Consumer Report. For
examnple, in Decemiber 2012, there were 18 complaints
reported against S@uthweqt and 140 against United. In
Zagat’s 2010 ajﬂmﬁ suﬁvey Southwest won awards for top
website; best cousumm on-time estimates—domestic;
best check-in ea;penfnce, best value—domestic; and best
luggage policy—demestic.'

The average Sotthwest flight had a duration of
about one.hour and 55 minutes and a length of 604
miles. This ‘wag up from 462 miles in 1009 and 394 in
1096. Fach plane flew about seven flights daily, almost
twice the industry average. Planes were used an average

of 13 hou}s a day, about 40% mmore than major carriers
like Delta 4nd United. Table 2 shows that Southwest’s
cast pj_r- available seat mile was lower than the legacy

[

17.79
18.89
e
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2002 2003 2004 2005

Source: Airine Date and Analysis Largest Alrlines 2002-2010 by AldineFinancials.com.

carriers {American, Delta, US Airways, United) but not
tower than some of the newer and smaller carriers such
as jetBlue (one of the reasons for JetBlue's lower cost per
ASM was its longer dverage flight length—1,085 miles
at JetBlue). Southwest’s on-tire arrival and departure
record, for mamy years near the top in the industry, had
declined i recent years. -

The average age of the Southwest fleet was 1 years,
the lowest for the major carriers. Employee cost per
available seat mile was lower than major competitors
(but not lower than some smaller carriers like Spirit and
Allegiant}.

Ethmts 2-10 provide data on the major U.S. compet—
itors for the period:

E}d’llblt 2—Operating margins: Southwest had the
highest margin position untii 2007

Exhibit 3-—Average revenue passenger mliles
{RPM) per passenger: Southwest has the Jowest in
all years.

Exhibit 4—Passenger vield (passenger revenue per
RPM}: Southwest is the highest .~

Fxhibit s—Load factor: Southwest is the lowest in
all years.

Exhibit 6-—Costs per available seat mile: Southwest
is the lowest in all years.
Exhibit 7~-Unit costs per available seat rnile
excuding labor cost: Southwest is the lowest in all
}"EE_TS.

" 2006 2007

L

o008

Exhibit 8—Labor cost per available seat mile:
Southwest cost moved froin the lowest in 2003 to
the second highest in 2007 where it has remained.
Southivest also has the “highest wage/salary per
ermployeg, A
Exhibit’ gwEmployees per aircraft: Southwest is the
lowest in ail . yedrs £ Thit is a function of both labor
productivity and alrcfaft size; Southwest has, on
average, smaller QD"CT:}ft than the legacy carriers.

Exhibit 10— Netrdebf Southwest is the lowest in all

Southwest accomplished its strong record by challeng-
ing accepted nfifms;-and setting competitive thresholds
for other airlines t0 emulate. The company established
mumerous new industry standards. Southwest flew more
passengess per: employee than any other major airline,
while at the' same time had the fewest number of employ-
ees per aircraft. Southwest maintained a debt-to-equity
ratio mueh-lower than the industry average and was cne
of the fete.airlines in the world with an investment grade
credit fating. The company had never curtailed service

" because of 2 union strike and no passenger had ever died

because of a safety incident.

Southwest had a fleet of 606 Boeing 7375, up from 417
in 2005, 106 in 1990, and 75 in 1987 Southwest also had 88
Boeing 717s from the AiTran deal, which were to be sold.
Of the total 737 fleet, 497 aircraft Were owned and the remain-
der leased.

N
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ahﬂity to remember emplo}rees’ names’ a.nd.tn as}c. after
their families was jost one way he earned respéct. a.nd '

trust. At one point, Kelleher froze his salary for five Ye:u‘s
in response to the pilots agreeing t6 do the same. Often

when he flew, Kelleher would help the ground crew . .
. Epployment af’ Southwest Was

unload bags or help the flight crew serve drinks. His

humor was legendary and served as an example for his

employees to join in the fun of working for Southwest. 4,

bave to work harder than anybody else to show them
vou are devoted to the business”™=

Although Kelleher tried to downplay his personal
significance to the company, especially when he gave
up the CEQ position in 2001, many analysts foﬂowmg
Southwest credited the airline’s success to Kelleher's
unorthodox personality and engaging management
style. As one analyst wrote, “The old-fashioned bond of
loyalty between employees and company may have van-
ished elsewhere in corporate America, but it s stronger
than ever at Southwest™ From October 1 to December
2001, Kelieher, CEQ James Parker, and COO Colleen
Barrett voluntarily relinquished their salaxies. Gary Kelly,
Southwest’s formex CFQ, became CEQ in 2004.

The Southwest Spirit

Customer service far beyond the norm in the airline
industry was not unexpected at Southwest and had its
own name—Positively Outrageous Service. Some exam-
ples of this service included: 2 gate agent volunteering
to watch a dog (a Chihuahua) for two weeks when 4n
Acapulco-bound passenger showed up at the last min-
ute without the required dog crate; an Austin passenger
who missed a connection to Houston, where he was to
have a kidney transplant operation, was flown there by a
Southwest pilot in his private plane. Another passenger,
an elderly woman flying to Phoenix for cancer treatment,
began cxying because she had no family or friends at her

Spirit, s exh1b1ted b})’ enthuswsm and extroverted
personalities, was*a‘*'h 1rnpc|rtant elemen‘c in employee
screening condut:%ed by Southwes‘t-s People Department.
ighly desived. In 2012,
Southwest recefved 14,845, ;ob applications. Once
landed, a }ob was seciire. The airline had not laid off an
employee sivice 1971 {the company had used some volun-
tary employee buyouts). Higtorically, employee tarnover
hovered around 7%, the lowest rate in the industry In
2012, Southwest had ahout 46,000 employees; in 1990,
Snuthwest had 8, 600; ez;-ployees and less than 6,000
in 1987

During lﬂltl.al tralmng periods, efforts were made
to share and mSHLI S@uthwesLs unique culture. New
employee orlentatlan, known as the new-hire cel-
ebration, has ip tna past included Southwest’s ver-
sion of the Wheel 4f Fortune zame show, scavenger
hunts, and company videos, mcludmcr the “Southwest
Airlines Shufﬂe in which each depariment intro-
duced itself, vap,style, and in which Kelleher appeared
as Big Daddy-O. To join the People Department (ie.
Human Resources), employees required frontline cus-
tomer expe erlence

Adva_nced employee training regularly occurred at
the Umversnt}r of Peaple at Love F;eld in Dallas. Various
dlassesaere offered, including team building, leadership,
am;L;:ultural diversity. Newly promoted supervisors and
inaflagers attended a three-day class cailed “Leading
with Integrlty. Each department also had its own
training division, focusing on technical aspects of the
work. “Walk-a-Mile Day” encouraged employees from
different departments to experience firsthand the day-
to-day activities of their co-sworkers. The goal of this pro-
gram was [0 promote respect for fellow workers while
increasing awarencss of the company.®




: they’ were ::ncouraged to fill out a “TUV Report._.
Southwest placed great emphasis on maintain-

ing cooperative labor relations: 82% of all employecs

were unionized and represented by 11 different unions.-

Southiwest pilots belonged to _a.r:g:“lndependcnt union?‘fw}

and not the Airine Pilots Association, the upion that -

represented more than §o,o0o pilats. The compeny s

encouraged the unions arid their negotiators to conduct - #
employee surveys and td “Fesearch their most impoxtant
issues prior to each confract negotiation. At its 1904 con-
tract discussion, the pilots proposed a 1o-year contract
with stock options in lien of guaranteed pay increases
over the first five years of the contract. In 1974, Southwest
was the first airline to introduce employee profit sharing,
Through the plan, employees owned about 10% of the
company'’s stock

Herb Kelleher summed up the Southwest culture and
commitment to employees: -

We don't use things like TéM I just a lof of people taking
pride in what they're doing... You have to recognize that
people are still the most important. How you treat them
determines how they treat people on the outside... I give
people the license to be themselves and motivate others in
that way. We give people the opporturity to be a maverick.
You don’t have to fit in a constraining mold at work—you
can have a good time. People respond to that.”

Southwest mitators” o

Southwest’s strategy spawned numerous imitators, maost
of which failed. Two of the more successful start-up
firms, Midwest Fxpress and America West, both went
through Chapter 11 bankruptcy proceedings. Valujet
was grounded after its May 1996 crash in the Florida
Everglades, reemerging a year later as AirTran.

aimos‘t émmcal Contm?ntal L 1ta{CAI,1te) was an effort
by Continental AJIL]I&S’ o devefolﬁ a low-cost service
and revive the compam,*s fortufes after coming out of
ankruptey in ‘April 1993. In N’lafch 1994, Continental
mcreased CALige service to 875, daﬂy flights. Continental
soon enchuntered major operational problems with
its new strategy® With its fleet of 18 different planes,
mechanical delays dmrupted turnaround times. Various
pricing strategies were Ensuccessfal. The company
was ranked ]ast among the major carriers for on-time
sérvice, and campla,gﬂt& soared by 40%. In January
1995, Goatinental apficinced that jt would reduce its
capacity by 10% andT e].l.rmnate 4,000 jobs. By mid-199s,
Contmenta_ls Ca&hte ice had been largely discontin-
aed. In October 139 5,5230ntmentals CEO was ousted.

In East Asiaj in 2013, the airline-within-an-airline
sirategy was b&ing fised by many of the large carriers
such as Smgapme Adrlines and Thai Afrways as a means
of competing’ agaimst the many new start-ups in that
region. [

.‘j:.

& Successful Start-Up:
JetBlue Airways

I
Morris Axr, patterned after Southwest, was the only air-
line_,Sﬁguthwest had acquired. Prior to the acquisition,
Moxris Air flew Boeing 7375 on pont-to-point routes,

"-Dﬁéi‘ated in a different part of the US. than Scuthwest,

and was profitable, When Morris Air was acquired by
Southwest in Decemnber 1993, seven new markets were
added to Southwest's system. In 1999, Morris Air’s former
president, David Neeleman, announced plans for JetBlue
Afrways, a2 new airline based at New York’s JTFK Airport.
TetBlue had a successful 0 in April 2002, with the
stock rising 70% on the first ciay of ftrading, JetBlue had a




~ Southwest ¢ crew steadﬂy over the years but lhe rrmwth
wis bighly controlled. New alrports were carefully
selected and only a few new cities were added each year.
As Kelleher wrote to his employersin 1993, “Southwest, .

‘had mternatlonal’ routes and offered first-class
seats Comphcatmg thejjntegration would be Southwest’s
limited experience } ity Acquisitions.

Perhaps the, ﬁiost difficult cha.l]enge would be ensur-

has had more opportunities for growth than it has ” mg that the acquisition did nof change or weaken the
: alrplanes Yet, unlike other airlines, ithas avoided the %
trap of giowing beyond-its. meatts; Whether you ares;
talking with an officer or/a ramp agent, employees just
dor’t seern ta be enamored of the ides that bigger is

better™®
In October g6, with the initiation of flights to

Providence, Rhode Island, Southwest entered the northeast
market. The entry into the northeast region of the US, was,
in many respects, a [ogical move for Southwest. The north-
east was the most densely populated area of the country
and the only major region where Southwest did not com-
pete. New England could provide 2 valuable source of pas-

sengers to Floridas warmer winter climates. Southwests

entry inte Florida was exceeding injtial estimates.

Despite the large potential market, the northeast
offered a new set of challenges for Southwest. Alrport
congestion and air-traffic-control delays could pre-
vent efficient operations, lengthening turnarcund time
at airport gates and wreaking havoc on frequent flight
scheduling. Inclement weather posed additional chal-
lenges for bath air service and car travel to airports.
Nevertheless, Southwest continued to add pew north-
east cities. A few years later, Southwest was flying to
various northeast airports, including Long Istand, New
Hampshire, and Hartford. In 2004, Southwest began fly-
ing to Philadelphia, which wag the first major northeast
market entry.

In 2013, the company planned to add two new states
{Maine and Kansas) and seven new .S, Cities to its net-
worle Excluding AirTran service, Southwest had not
entered any markets outside the domestic United States,

Sotithwest culture. 'Accordmg to Southwests pilots’
umion premdent "Thf Achﬂles heel of this transaction
is how our'company will be able to maintain our culture,
and keep it alive for the negf 40 years. In 2013, the inte-
grﬁtion was well under way and Southwest forecasted
pre-tex annual synergies from the deal of 400 million

in the current fiscal ye«a.r,
4«1’

Future Chalienges

Although Soutﬁwest was profitable and had a strong
financial posmon, campet;tlon was stiff. The newly
merged legacy {arrlﬁgrs were expected 1o become more
efficient, and Smaller players like JetBlue and Alegiant
had lower ciits than Southwest, While Southwest's
employee productivity remained high, jts operating
costs were rising. The company had the highest salaries
for pilots of ndrrow-bady jets, and salaries for mechan-
ics and ﬂjght'aﬁlendants were among the highest in the
industry.  ;

Clear}}r ‘the futare promised dramatic changes to
airline 11:1(11.15tr')r structure. Would Southwest be able to
mairitain its position as Americas most prosperous air-
lu:::e?‘r Could Southwest complete the AirTran acquisition
“4nd still ensure that customer service and company per-
formance were satisfactory? Could Southwest grow prof-
itably in international markets? Would the major airlines
finally learn how to.compete on cost with companies like
Southwest and JetBlue? . ‘

Acrording to CEQ Gapy Kelly, "We still have an
underdog mentality. Its#hot a comfortable country-club
- environment for us. .. We're stifl amavenck. =
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