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Shake-up and

Shakeout

DURING THE 1970s, the nation's airlines swept all

before them. "We have become mass transit," said

Frank Borman, former astronaut and president of

Eastern Airlines. Traffic soared, leaping from 205

million passengers in 1975 to 297 million in 1980. It

would have been easy for executives such as Borman

to look ahead with confidence to a cheerful era of

further rapid growth.

But Congress was about to toss a very large rock

into the airlines' pleasant pond by changing the rules.

It stood ready to push these carriers into a new world

of heated competition, putting their futures up for

grabs. It would do this by enacting deregulation, dis-

mantling a regulatory structure that had protected

the airlines since before World War II.

The nation's carriers had been sheltered for dec-

ades under the Civil Aeronautics Board, which had

two purposes: to limit the entry of air carriers into new

markets and to regulate fares. The result was a cozy

world wherein the decisions of Walter Folger Brown,

circa 1930, were virtually carved in stone. In an era

when passenger service was little more than an after-

thought, Brown had used his power to award airmail

contracts in order to create four principal airlines:
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United, American, Eastern, and TWA. Fifty years later they still were

the largest domestic carriers. Brown had also granted monopoly status

for overseas flights to Pan Am. After half a century, Pan Am was still

America's leading international airline. During the years 1938 to 1978,

among sixteen original trunk-line carriers, a total of five had received

permission to merge. No major airline had ever gone bankrupt; the

CAB's fares had seen to that.

An important CAB task was to select among competing applicants

for a particular route rather than leaving the choice to the market.

Executives at a particular airline who wished to fly this route had to

begin by filing an application in Washington. But that didn't necessarily

mean that anything would happen. In 1970, during a recession, the

CAB instituted a four-year moratorium on new awards, while approv-

ing a set of agreements among airlines that would limit capacity over

certain major airways.

When a route application received CAB attention, the CAB would

seek comments from the established carriers already serving the route,

giving them ample opportunity to object to the newcomer by claiming

that they would be adversely affected. These objections would take the

form of full-blown legal proceedings. It was as if Kmart would have to

win a lawsuit, and perhaps hold on to its victory through an appeal, to

win the right to compete with Sears in your local shopping mall. And if

an airline wished to raise or lower a fare, it could stir up a similar

hornet's nest. Its executives would find themselves forced to jump

through hoops in quite the same way.

There was more. Certificated airlines, run by experienced profes-

sionals, held the legal status of preschool children playing "Mommy,

may I?" Their charters often spelled out a mind-numbing array of rules

on what they could and couldn't do. The economist Alfred Kahn, who

took over as CAB chairman in 1977, declared that he "could not possi-

bly have imagined the number and variety of ways in which I was going

to be called upon every single day to give my consent before a willing

buyer and a willing seller could get together":

To how many travel agents may a tour operator give free pas-

sage to inspect an all-inclusive tour? And must those agents then

visit and inspect every one of the accommodations in the pack-

age? May an air taxi acquire a 50-seat plane? May a supplemen-

tal carrier carry horses from Florida to somewhere in the North-

east? Should we let a scheduled carrier pick up stranded charter
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customers and carry them on seats that would otherwise be

empty at charter rates?

May a carrier introduce a special fare for skiers that refunds

the cost of their return ticket if there is no snow? May the em-

ployees of two financially affiliated airlines wear similar-looking

uniforms? May a cargo carrier serve city X from airport Y while

X's airport is under construction? May a scheduled carrier fly

over some city on Saturdays?

May it fly nonstop between two points when its certificate

says it must make at least one stop along the way? Or fulfill that

one-stop obligation at city A rather than city B? May a carrier

already certificated to fly between A and C via B pick up passen-

gers going only from A to B?

Is it any wonder that I ask myself every day: Is this action

necessary? Is this what my mother raised me to do?1

Yet there were surprisingly few complaints. Airline passengers had no

Ralph Nader who would lead a political movement in favor of open

skies. By contrast, the established airline industry, along with its banks

and labor unions, was solidly in favor of the status quo. It had brought

them prosperity, after all, and deregulation might threaten this state.

Deregulation nonetheless had its advocates, some of whom could

be found within the CAB itself. A staff study on regulatory reform

concluded in mid-1975 that existing restrictions "are not justified by

the underlying cost and characteristics of commercial air transporta-

tion. The industry is naturally competitive, not monopolistic." The

study went on to recommend that existing controls on route changes

and fares should be eliminated by law.

Senator Edward Kennedy emerged as another champion of deregu-

lation. He held hearings within the Senate Judiciary Committee, empha-

sizing that airlines within a particular state, such as California,

competed to a far greater degree than carriers that crossed state lines.

Why, he asked, did it cost so much to fly from Boston to Washington

when the fares were far lower between Los Angeles and San Francisco?

The two routes, after all, were nearly identical in length. His final report

emphasized that free competition could put air travel within reach of far

more people.

In addition, the spirit of the times was becoming increasingly fa-

vorable to deregulation on a broad scale. Among the railroads, the Penn

Central had gone bankrupt. Railroad men had been quick in asserting

that their problems arose because of the Interstate Commerce Commis-
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sion, whose regulations were particularly thoroughgoing. The oil indus-

try was another powerful advocate. It had to live both with a windfall-

profits tax and with price controls, particularly on natural gas. This

clean-burning fuel was abundant domestically and could ease our de-

pendence on foreign oil, yet its price was set so low as to greatly discour-

age its production.

Other industries also had people who were strongly dissatisfied

with the status quo. Trucking, like the railroads, was heavily regulated.

As a result, a host of entrepreneurs seeking to enter this business had

found themselves frozen out, while the trucking industry as a whole had

become virtually synonymous with the corrupt Teamsters Union. Bank-

ers wanted to broaden their range of permitted investments and to offer

new types of accounts to depositors, such as money market funds.

Telecommunications was largely a regulated monopoly dominated by

AT&T, but upstarts such as MCI were entering the scene, ready to offer

low-cost long-distance service.

All these forms of deregulation would reach fruition during the

next few years. In aviation, the opening shot came from Federal Ex-

press, the creation of a young entrepreneur named Fred Smith. As a

student at Yale in the mid-1960s, he wrote an essay in which he strongly

criticized existing ideas about air freight. Such freight was filling in-

creasing volumes within the cargo holds of airliners. Smith argued that

air freight could not grow as an adjunct to passenger service because the

route patterns were wrong and because costs would not come down

with volume. Worse, reliance on commercial airliners would often mean

second-day delivery, which for many customers would be hardly better

than shipping by truck. Instead, air cargo should rely on an entirely new

system that could reach small cities as well as big ones and would fit the

needs of packages rather than travelers.

Smith's professor was unimpressed and gave the paper a C, but it

launched Smith onto his future career. To make this idea work, how-

ever, he could not start merely by offering service between two or three

cities, for that would just put him in competition with existing opera-

tors. Instead he would have to bring his nationwide system into exis-

tence all at once. The rules of the CAB might have entangled him

through years of litigation, but there was a loophole: his planes could

fly freely if they carried less than seventy-five hundred pounds of cargo

at a time. This meant he could use business jets, which would not be

costly and would suit his expected volume. He was heir to a family

fortune and started with $8 million from that source. Then, making the
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rounds of investment bankers, he rounded up a total of $91 million in

start-up capital.

He made no pretense of offering the kind of routes or scheduling

that passengers would appreciate. Instead, all his planes would fly to

and from a single hub, in Memphis. It was nicely centralized in its

location, it had hangars and other facilities that would meet his needs,

and it was his hometown. Aircraft would fly in around midnight, un-

impeded by commercial traffic. A force of nonunion workers, many of

them college students, would sort packages for the outbound flights,

which would depart in the early hours of morning. This system meant

that if you wanted to send a package from Phoenix to Tucson, it would

go through Memphis. But Smith declared he could offer next-day

delivery.

The name "Federal Express" stemmed from his hope of winning

business from the Federal Reserve Bank, which had a daily need to

move large numbers of checks around the country. He didn't get it, and

at first his enterprise looked as if it wouldn't fly. On its first night, in

April 1973, the system carried all of eighteen packages. During the

following two years the company lost $27 million, and Smith's own

sisters were suing him for misinvesting the family fortune. However,

Fed Ex caught on as Smith adjusted his schedules to assure better deliv-

eries, and in 1976 the company showed a profit. After that its flight

path pointed steeply upward. Smith soon found that he had created not

just a company but an entire new industry: overnight delivery.

The real force for deregulation, though, came from President

Jimmy Carter. On taking office in 1977, he quickly showed his inten-

tions by naming Alfred Kahn to head the CAB. Kahn had spent his

career at Cornell University, as professor of economics, chairman of

that department, and dean of the College of Arts and Sciences. He made

his name with studies of regulation in the telephone and electric-power

industries, writing a landmark two-volume work, The Economics of

Regulation. That led Governor Nelson Rockefeller to appoint him

chairman of the New York State Public Service Commission. Three

years later, Carter named him to his new post.

Kahn was a strong advocate of deregulation. As he put it, "Wher-

ever competition seems feasible, my disposition is to put my trust in it

much the same way as I do in democracy-as a manifestly inefficient

system that is better than any of the alternatives." With Carter's strong

backing, he set his goals: "to remove the meddling, protective and ob-

structionist hand of government, and to restore this industry, insofar as
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the law permits, to the rule of the market." The law would not permit

him to give the airlines a free hand, but within its limits he intended to

be far more forthcoming.

This approach brought quick results, with an early beneficiary

being Freddie Laker. He owned a British charter carrier, Laker Airways,

and had been trying for half a dozen years to launch a new transatlantic

service called Skytrain. This was to offer the ultimate in cheap fares,

dispensing even with reservations and travel agents. Instead, passengers

would just show up at the airport and buy tickets on the spot as if

boarding a bus, first come, first served. The notion was anathema to a

Labour government joined at the hip to the status quo, and British

aviation authorities, even more restrictive than those of the CAB, had

turned him down. Laker responded with a lawsuit, which he won. By

law, the CAB had to allow Skytrain to land in New York. It granted this

approval in June 1977, just as Kahn was about to take office.

Laker's advent came during a boom in low-cost domestic fares.

During 1976 the CAB had eased some restrictions on charter flights,

raising the likelihood that they would take business away from the

major air carriers. These airlines responded by proposing their own

cut-rate fares. American Airlines, the nation's second-largest, set the

pace in early 1977 when it won approval for its SuperSaver tickets.

Other carriers soon followed with similar plans.

Deregulation of air cargo came in November 1977 as Congress

passed amendments to the 1958 Federal Aviation Act. Next came the

Airline Deregulation Act of 1978, the work of Senator Kennedy and of

Howard Cannon, who chaired the Senate Commerce Committee.

The bill met strong opposition. Airline executives feared real com-

petition, worrying what would happen in a world where true competi-

tors would no longer be outlawed. Labor unions were unhappy because

new carriers could start up by hiring nonunion employees, who would

work for nonunion wages. However, not all arguments were self-serving.

There was genuine concern that airlines might compromise safety, and

that out-of-the-way cities might lose their air connections. Bankers

wondered whether deregulated airlines would provide adequate protec-

tion for their loans.

Nevertheless, by late 1978 there was a clear public groundswell in

favor of low fares, and the bill swept through to passage. It took note of

the objections by providing federal subsidies to carriers that would

continue to serve remote cities. It offered generous unemployment bene-

fits in the event of a sweeping layoff. Mostly, though, it swept away
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forty years of restrictions. It markedly liberalized the terms whereby

new airlines could enter service or existing ones expand to serve new

routes. It also made it much easier for carriers to offer low fares. At the

end of 1981, they would have full freedom in choosing their routes. A

year later, this same freedom would extend to setting fares. And at the

end of 1984 the CAB itself was to go out of existence.

It quickly became apparent that there would be losers as well as

winners. Many carriers rushed to abandon their less-profitable cities,

leaving them in the lurch. The Deregulation Act guaranteed that all

these towns would keep a minimum level of service, but often this

meant just commuter airlines. Those carriers were no longer the last

refuge of the DC-3. They had decent equipment, amounting to oversize

business jets. But that was not the same as offering frequent and conve-

nient connections. Bakersfield, California, a booming oil town of popu-

lation 225,000, lost United Airlines, which had offered three daily

round trips to San Francisco. It also lost a connection to Las Vegas via

Hughes AirWest. In Chattanooga, both Eastern and United pulled out.

That made it impossible to make one-day round trips to Washington or

Cleveland. People took to driving to Atlanta, a hundred miles away, to

get the connections they wanted.

Even so, increasing numbers of travelers found benefits, as hub-

and-spoke route structures proliferated. Delta Airlines had held a major

center in Atlanta for many years, with Eastern paying similar attention

to Miami. Now an increasing number of carriers took to running many

round-trip flights centered in a major city. These arrangements kept

planes in the air for more hours each day and filled more seats. And

passengers found their own reasons to applaud these arrangements.

Dozens of large cities became hubs, and with most people living in or

near them, it often became easier to get a direct flight to a destination.

Some destinations prospered. Senator Cannon, of Nevada, had the

pleasure of seeing the number of carriers into Reno jump from three to

ten. Between New York and West Palm Beach, daily nonstop flights

took a dramatic leap in number, from five to twenty-three.

Yet there was danger in this, for much of the growth came as

additional airliners entered these markets. No one could assure that the

necessary passenger traffic would come forth, and in their attempts to

win market share, competing airlines were sure to engage in repeated

fare wars. As one Pan Am executive put it, "When everyone shifts to the

same profitable route, they all have the pleasure of losing money

together."
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The losses were quick in coming. For Laker Airways, the Duke of

Edinburgh wrote a bit of doggerel:

Freddie Laker

May be at peace with his Maker.

But he is persona non grata

With IATA.2

With Pan Am in the lead, the airlines of IATA, the International

Air Transport Association, set out to put the squeeze on Laker. From

the beginning they were matching his low fares, while offering good

service to go with their strong reputations. Laker nevertheless grew

rapidly, becoming the fifth-largest transatlantic carrier in 1981. But a

falling pound sterling hurt him, driving up his dollar costs. He took on

a total of $420 million in debt.

Late in 1981, Pan Am slashed its fares below those of Laker on the

New York-London route, with other carriers swiftly following. Laker

lacked the financial strength to match these cuts. By the end of January

he was filling only 40 percent of his seats, when he needed nearly twice

that merely to break even. He also was overdrawn at Clydesdale Bank,

his principal backer. When British officials formally warned Clydesdale

that Laker wasn't going to make it, his bankers moved immediately to

put the airline into receivership. In early February 1982, Laker reached

the end of its days.

At Braniff Airways, the situation was different at first. It was a

business airline par excellence, offering frequent service in medium-size

727s. This meant that businesspeople could easily get the connections

they wanted. They made up 70 percent of Braniff's passengers, more

than on any other airline, and they often paid full fares. As a result,

Braniff was nicely profitable. It held a large hub at Dallas-Fort Worth

and counted as one of the nation's eleven trunk lines.

Braniff's chairman and CEO, Harding Lawrence, was in a hurry.

He had long hungered for the additional routes that would allow Bra-

niff to grow, and he believed he had little time. In his view, deregulation

would amount to no more than a brief window of opportunity. Then,

as cities complained about lost service, the window would slam shut. A

route to rapid growth lay at hand, in some thirteen hundred dormant

routes that the CAB had previously awarded but that no airline was

serving. He snapped up hundreds of them in a matter of weeks. Then to

serve his new empire, he ordered dozens of new airliners at a cost of

nearly a billion dollars.
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Next came 1980, hitting Braniff with a triple whammy: rising

fuel costs from the oil crisis, stratospheric interest rates, and a recession

that cut into passenger demand. Lawrence had expected to meet his

need for cash by selling an issue of preferred stock, by tapping a line of

credit with banks, and by selling off older jets that lacked fuel efficiency.

But as losses mounted, Braniff failed to meet earnings requirements

that would permit the preferred-stock sale to go ahead. The banks

then blocked its line of credit, permitting no further borrowings. And

amid a softening in the used-aircraft market, Braniff had to sell some

of its best aircraft, since these were the only ones that other airlines

would buy. As a rival airline's marketing vice president put it, "When

a carrier gets to the point of selling off the heart of its fleet, you've got

to believe it is in really bad shape because that's really choice equip-

ment."

Late in 1980, amid rising losses, Braniff's creditors forced Law-

rence to resign. Over the next year and a half the airline cut its opera-

tions, cajoled its employees into a 10 percent drop in pay, and dropped

first-class seating to offer rock-bottom fares. Nothing worked; in the

words of a senior vice president, "Everything we did was perceived as a

last act of desperation." Most spooked were the travel agents, who were

delivering over half of Braniff's bookings. With its prospects fading,

these agents turned to other carriers, and Braniff's percentage of filled

seats dropped into the 30s. By May 1982 the airline lacked enough cash

even to make it through the week, and the new chairman, Howard

Putnam, filed for bankruptcy. It was the first major airline in the United

States ever to do so.

Yet deregulation offered opportunities for those who would seize

them, and among the start-ups that briefly flourished after 1978, none

flew higher for a time than People Express. Its founder, Donald Burr,

had been chief operating officer and CEO for Texas International Air-

lines, a regional carrier. He had introduced its cut-rate "Peanuts" fares,

boosting profits from $2.5 million in 1976 to $41 million three years

later. Not yet forty years old, he felt he could do it all over again, this

time with an airline of his own. Leading a group of his Texas colleagues,

he set out to try to make it happen.

Together they had under a million dollars in start-up funds, but no

one could doubt their spirit; these assets included an insurance check

that a cofounder's wife had received after her jewelry was stolen. Burr

approached the venture capitalist William Hambrecht. His firm of

Hambrecht & Quist took the company public with a stock sale, in
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November 1980, well before it had its first plane in the air. With pro-

ceeds from this sale, Burr scored a coup by purchasing a number of used

Boeing 737s from Lufthansa at one-fifth the price of new models. For

his hub, he picked North Terminal at Newark Airport. It had stood

abandoned for several years and now was little more than a rat-infested

shell. But it offered the cheapest office and boarding-gate space in the

New York area.

Burr took an equally unconventional approach in dealing with the

people at People. There would be only three layers of management and

no vice presidents. No one would have a secretary, not even Burr, the

chairman. Salaries were strongly egalitarian. Pilots started at $30,000

when their counterparts at major airlines were starting at twice that

level. On the other hand, flight attendants were starting at $17,500,

well above the entry-level pay for their counterparts at other carriers.

Everyone got full coverage for medical and dental expenses. A profit-

sharing plan could boost their wages considerably. Each employee got a

hundred shares of stock, which meant every man and woman was a

shareholder.

The workforce was nonunion, naturally, and its key feature was

versatility; people could shift into different jobs to relieve a crunch.

Pilots doubled as instructors, dispatchers, and schedulers. Flight atten-

dants spent part of each month as bookkeepers or reservationists. Signs

taped on corridor walls carried announcements such as "Reservations

needs help at peaks on Thursdays. Sign up, schedules permitting."

"Working at People was like being part of a cult," reported Busi-

ness Week. "Some recruits were just out of college. Others were social

workers and teachers searching for new careers. They shared houses

and apartments. They ate pizza with Burr during the day and drank beer

with him at night." "We lived, drank and slept People Express," said a

former manager. "Burr was a fantastic, charismatic person who made

you think you could do anything. He was our teacher."

You could make a reservation by phone, but you bought your

ticket on the plane, at least at first. There was no first-class section,

while the 737s featured seats crammed so tightly as to approach a

threshold of pain. There also was no galley, which meant no hot meals.

Food consisted of sandwiches for which you paid extra; even in-flight

coffee was fifty cents. The airline charged three dollars for each item of

checked baggage, which encouraged carry-ons. Even if you checked

your bags the airline would not forward them to a connecting carrier;

you would have to pick them up yourself upon arrival.
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These cost cuts brought airfares that were low enough to compete

even with intercity buses. After People started flying to Norfolk, Grey-

hound experienced a decrease in ticket sales and sharply cut its service,

while traffic at the airport was up noticeably. The airline's revenues

leaped and leaped again, starting at $38 million in 1981 and reaching a

billion dollars in 1985. Burr purchased dozens of additional used airlin-

ers at low, low prices. Then he saw that even these weren't enough, so

he began buying Boeing 747s.

Then in October 1985, he made his mistake. Hoping to maintain

rapid growth, he purchased Frontier Airlines. It gave him a major hub

in Denver and an expanded structure of routes and equipment, and for

one brief shining moment the acquisition made People the fifth-largest

carrier in the nation. But Frontier was a traditional airline, complete

with unions, bureaucracy, and free meals and baggage service. Burr

proceeded to turn it into his type of no-frills carrier--and quickly Allen-

ated Frontier's existing base of customers. Rival airlines responded with

their own cut-rate fares, and soon Frontier was on the ropes.

By then People was also badly overextended and open to a coun-

terattack from such competitors as Delta and American. Its main hub

was still Newark's North Terminal, which people called The Pit. It had

all the ambience of a bus terminal at rush hour. Within its dimly lit

vastness, lines were everywhere: for boarding passes, for bathrooms or

telephones, even at the ice-cream parlor. In summer, its temperatures

were stifling. When airborne, passengers had to fly amid a clutter of

knapsacks and bassinets. Yet these were the fortunate ones; the airline

was canceling nearly one in twenty of its scheduled flights. Horror

stories spread: of widespread baggage losses, of travelers stranded for

hours in San Francisco or Denver ... or Newark. Customers took to

calling the airline People Distress.

In launching their counterattack, the competing major airlines had

an existing weapon in the computer reservation systems that linked

them with the nation's travel agents. These allowed the agents to ar-

range advance purchases of cut-rate tickets on the major carriers, even

when they came with restrictions. In addition, these systems could issue

passengers' boarding passes while booking hotel rooms and rental cars.

By contrast, People's low fares came with no restrictions--but its flight

schedules were not in the agents' computers. It sold few tickets in ad-

vance and often overbooked its seats.

In addition, airlines were introducing a new practice, revenue man-

agement, to boost their incomes. Robert Crandall, president of Ameri-
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can Airlines, had emphasized its use; during the mid-1980s the industry

as a whole was turning to it. Revenue management used a computer to

change the prices of seats, from one minute to the next, so as to maxi-

mize income to an airline from each of its flights. This technique also

proved effective as a weapon against People. The computer would keep

track of the unsold inventory of seats. It would know, based on past

experience, that a certain number of business travelers would make late

decisions to fly on that airliner and would set aside an appropriate

number of seats at high prices. It would also know that this flow of

latecomers would leave a number of seats still unsold. Then, at a mo-

ment calculated for maximum revenue, the computer would release

these seats for sale at People Express-like prices. Further, these ultralow

fares would go into the travel agents' workstations as well.

This meant that a passenger no longer would have to show up at

the airport and trust to the vagaries of flying standby. Instead she could

sit at home, phone her travel agency, and have the reservationist see

what was available on the computer. For People Express, this was bad

news. All along, this airline had been emphasizing its low fares, even if

they came at the cost of much that a passenger would seek. Now, with

revenue management, American Airlines and other carriers could boost

their profits, sell seats that otherwise would have gone to People, and

still offer a full array of conveniences. It was as much to say that

People's rock-bottom fares would no longer count.

Moreover, it was not necessary for the major airlines to bring an

actual drop in People's traffic and revenue. It was quite sufficient for

them to cut sharply into the expected growth. This airline's operating

costs were by far the lowest in the industry. But Burr's ticket prices were

lower still. This meant he needed large percentages of his seats filled if

he was to show a profit. He didn't get them. Burdened by his Frontier

acquisition, People lost $132 million in the first half of 1986.

"In 1983 and 1984, you heard Crandall talk about a high-tech

airline," he later told Business Week. "I didn't understand he was talk-

ing about his computer system." Burr tried hurriedly to recoup, offering

Frontier to United Airlines at a bargain price. But the sale fell through.

In August 1986 he shut down Frontier's flights and put that airline into

bankruptcy. A month later he sold People Express itself. The buyer was

Texas Air, an airline holding company, and the sale brought Burr back

to where he started. The chairman of Texas Air, Frank Lorenzo, had

been Burr's boss at Texas International a decade earlier. And just then

he definitely was on his way up.
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Francisco A. Lorenzo was the son of Spanish immigrants who ran

a beauty parlor in a working-class district of Queens. Strongly driven to

succeed, he worked his way through Columbia University by driving a

Coca-Cola truck. He then went on to Harvard Business School, emerg-

ing in 1963 with an MBA degree. His early career introduced him to

aviation. It also introduced him to Chase Manhattan Bank, which was

a principal creditor of Texas International Airlines (TIA). In 1971, with

that carrier close to bankruptcy, Lorenzo went down to Houston to

take control.

Although TIA by then was flying DC-9s, it was only a few years

removed from the DC-3, and people still called it Tree Top Airlines. The

"International" in its name reflected a weekly run to Veracruz and

Tampico. However, its real problems stemmed from years of heavy

losses. Lorenzo started by dropping service to the likes of Fort Polk,

Louisiana and Jonesboro, Arkansas. He put new resources into such

winning routes as Houston-Dallas and Denver-New Orleans.

Next, and characteristically, he sought to rebuild his working capi-

tal by cutting his employees' wages and benefits. In mid-1974 he de-

manded that the Airline Employees Association, which represented

ticket agents and ground personnel, should do up to 30 percent of its

work on a part-time basis. In December this union struck. Lorenzo

responded by hiring replacement workers, whereupon TIA's other

unions walked out as well. The strike lasted four months, but Lorenzo

received over $10 million from the Mutual Aid Pact, an interairline

arrangement that provided what amounted to strike benefits. In April

1975 the unions caved in.

Working with his protÈgÈ, Donald Burr, Lorenzo then went on to

lead his airline through five years of prosperity. The "Peanuts" fares

helped, and offered a significant prelude to deregulation by demonstrat-

ing that an airline could make more money with lower ticket prices.

Indeed, from 1972 through 1979, TIA's revenues increased fourfold

and its profits turned strongly upward. With that, Lorenzo soon was

flying high on Wall Street. Two offerings of securities in 1978 raised a

total of $60 million, and Lorenzo was ready to make his next move.

Just then, Lorenzo as well as Burr wanted to try something new.

Burr would go on to launch People Express, while Lorenzo sought to

purchase control of National Airlines. National was a coast-to-coast

trunk line with a strong route structure in the Sunbelt and over three

times the revenue of TIA. Its financial position also was very strong, for

it carried little long-term debt and owned a fleet of new airliners that

327

had high value. Still, Lorenzo held more than his own company's assets.

He had the backing of the powerful Manufacturers Hanover Trust

Company.

Lorenzo began by purchasing close to 10 percent of National's

stock on the open market. He went on to expand his holdings as he

acquired more of this outstanding stock, which he bought at an average

of $28.20 per share. He made it known that he wanted to take majority

ownership. That sent National's chairman, Lewis Maytag, into the arms

of Pan American, working out a deal whereby Pan Am would buy up

National at $41 a share. Eastern Airlines then stepped into the bidding,

and Pan Am sweetened its offer to $50, winding up with full control.

"Lorenzo the Presumptuous," as Fortune magazine referred to him, did

not walk away empty-handed, however. Selling his shares at the new

$50 price, he took an after-tax capital gain of $35 million.

Then in 1980 he set up Texas Air Corporation as a holding com-

pany within which he could build or buy further assets. Its subsidiary,

New York Air, was another Lorenzo creation. It went on to operate a

shuttle service between Boston, New York, and Washington, competing

directly with the Eastern Airlines shuttle. New York Air had no unions;

in fact, it was the first significant nonunion airline in the country. Plenty

of pilots were available from the world of business jets and commuter

airlines. New York Air recruited them for half the salary of the major

carriers.

These moves enraged organized labor. Lorenzo was bucking his

Texas-style approach against the strongly unionized Eastern Airlines,

within the labor strongholds of the Northeast. Further, he was doing it

by siphoning off the assets of TIA, which had its own unions. TIA's

pilots responded by staging a work slowdown. Lorenzo fired back with

a court order. Then the Air Line Pilots Association, a nationwide or-

ganization, attacked New York Air with its own lawsuit and with an

attempt at a boycott. Lorenzo parried these thrusts with ease and then

considered his next decision.

In February 1981 he launched his next move: to take control of

Continental Airlines, the country's eighth-largest carrier. Continental

had operated at a substantial loss during 1980, and its losses were

accelerating. But to Lorenzo, this was no source of dismay. It meant that

its stock was depressed in value, so that he could buy the company for

an affordable outlay. His action brought consternation to that airline's

management, as well as to its union-shop employees. The question then

was what, if anything, they could do to stop him.
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A pilot named Paul Eckel was a leader among the employees, with

strong reason of his own to oppose Lorenzo. "In the Texas Interna-

tional-New York Air equation," he told Business Week, "we saw the

capital assets of Texas Air and TIA being used to obtain financing for

New York Air. We saw planes scheduled for delivery to TIA going to

New York Air. And we saw the TIA employees left out. We're afraid

Lorenzo would sell our planes to an alter-ego airline and leave us out,

too." This fear, he added, "is not entirely logical. A lot of it is emo-

tional."3

Within weeks, Lorenzo spent $93 million and purchased nearly

half of Continental's outstanding stock. All he needed was CAB ap-

proval, which would take no more than a few months, to complete his

takeover. But Eckel found an opening in a shareholders' vote a year

earlier that had authorized Continental to issue new stock. Working

with the enthusiastic support of the airline's top management, he pro-

posed that this new issue could offer a basis for an employee stock

ownership plan (ESOP). This could not only save the company from

Lorenzo but would place majority ownership in the hands of its work-

force.

The new stock issue would double the number of shares outstand-

ing. The plan called for purchasing these new shares using money bor-

rowed from banks. That would give the ESOP 51 percent of the total

shares, while reducing Lorenzo's holdings from 48 to 24 percent. The

company would guarantee the bank loan, repaying it with funds drawn

from employees' future earnings. In doing so, Continental would receive

a welcome infusion of new money, allowing it to reduce its debt.

Arrangements to set up the ESOP went ahead quickly. By late June,

all that was needed was a phone call from the New York Stock Ex-

change, confirming that it would permit Continental to list the ESOP

stock. A group of two dozen attorneys and bankers sat around a confer-

ence table in Los Angeles, surrounded by piles of executed documents,

ready to put the ESOP into effect. But instead of the phone call, what

came was a letter from the president of the NYSE to Alvin Feldman,

president of Continental. Under pressure from Lorenzo, he had decided

that the Exchange would require shareholder approval in a new proxy

vote before Continental could issue the new stock.

This was a body blow to the hopes of Continental's people, for

time was of the essence. Such a proxy vote would take months to

arrange. By then, Lorenzo was all too likely to have his CAB approval

in hand, making the issue moot.
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After that, Continental's affairs slid downhill rapidly. Ordinarily,

summer brought months of peak demand and high profits. But Conti-

nental was feeling Braniff's triple whammy--high fuel costs, high inter-

est rates, low demand amid a continuing recession--and sustained

losses of $93 million during June and July. Then in August the nation's

air traffic controllers went on strike, grounding many Continental

flights and deepening its prospective losses. The carrier was already on

shaky financial ground, and its bankers lost no time in pulling the plug

on the ESOP. Two days later, on a Sunday evening, Feldman went to his

office and wrote a letter to his children:

Things have not been good for me since Mom died last year.

Somewhere along the line I lost part of the purpose in my life.

What has been left has been very painful for me, especially the

last six months. I have suffered defeat after defeat and feel that I

have failed those I have fought so hard to protect. ... I have

already been consumed. I simply have no more to give.4

He then lay down on his office couch and shot himself in the head.

Lorenzo won final approval for his takeover in October. He

merged Texas International into the larger airline, repainting its aircraft

with Continental's golden tail. However, the merger was not a financial

success. Continental had been carrying heavy debt and was costly to

run, featuring high wage scales. Lorenzo at first made little headway in

seeking economies.

Losses continued during 1982, becoming more severe the follow-

ing year, and Lorenzo blamed his unions. That meant it was time to

demand a round of givebacks from labor. Pilots and flight attendants

responded by offering to take cuts in their wages, but to Lorenzo that

was not enough. He was receiving legal advice that pointed toward a far

more sweeping victory.

A legal case, National Labor Relations Board v. Bildisco, was

currently before the Supreme Court. This court would rule on a judg-

ment handed down by the Third Circuit Court of Appeals, which had

set forth a new principle: that a company in bankruptcy could abrogate

its union agreements, canceling them wholesale and offering continued

employment on terms set entirely by management. It could do this sub-

ject only to approval of the bankruptcy court, which would be guided

by the interests of bankers and investors, not of the employees. Bildisco

was not yet the law of the land, but Lorenzo's attorneys believed that

the Supreme Court would uphold this new principle. Accordingly,
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Lorenzo began to plan seriously to declare formally that Continental

was bankrupt.

The standard view was that bankruptcy offered a financial hell

from which few airlines would return. The pertinent law, Chapter 11 of

the U.S. Bankruptcy Code, did not require corporate liquidation or a

sell-off of its assets; that was the purview of the more stringent Chapter

7. Chapter 11 would permit an airline to continue operations under

supervision of a bankruptcy judge, suspending payments to creditors

and seeking to reorganize so as to resume business as a going concern.

No carrier yet had actually tried to do this in a serious way. A year

earlier, Braniff's management had put off filing Chapter 11 until the

airline was almost completely out of cash. Lorenzo, by contrast, would

not leave himself hostage to fortune.

Already he had twice broken new ground: with the low fares of

Texas International and with the nonunion operation of New York Air.

Now he was out to show that he could use the bankruptcy law to break

his unions-and still keep flying. To do this, however, he would have to

walk a tightrope. He could not file Chapter 11 merely to toss out his

union contracts; that would still be illegal. Even under the doctrine of

Bildisco, he still would have to show that Continental truly was on its

last legs. Yet he would need a financial cushion to cover the heavy cost

of his postbankruptcy operation.

He handled this challenge with skill. Provoking a fight with the

International Association of Machinists, he drove them out on strike.

He broke this strike with ease by hiring nonunion replacements, then

presented the pilots and other employees with new and sweeping

demands for givebacks. With the smell of financial collapse in the air,

travel agents across the country began to steer their clients away from

Continental. Everyone knew this would be that airline's death rattle.

Then, with $58 million in the till as ready cash, Lorenzo filed the

bankruptcy petition. However, he did not include Texas Air in the

filing. It still was solvent and could offer further financial support.

He fired all his employees and then invited one-third of them back,

stating bluntly that "the terms on which we will be offering employment

will be vastly different from those in effect." Senior pilots, who had

averaged $83,000 a year, now would receive half as much. They also

would face a sharp increase in flying time. Flight attendants who had

worked up above $35,000 were cut back to $15,000. Experienced me-

chanics also took substantial cuts.
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On September 27, 1983, three days after filing Chapter 11, Conti-

nental returned to the air. True, it now was serving a sharply reduced

route structure, featuring main connections between only two dozen

principal cities. Nevertheless, Lorenzo now faced the problem of selling

his tickets. To bypass the travel agents, he announced a promotional

fare: $49 for any ticket, on any route. As one of his vice presidents

put it, buying advertising might be all very well, but "$49 for a ticket

from Denver to New York gets you on the front page for free." Trav-

elers came running, and the first and most immediate fear--that

people would stay away from a bankrupt airline--quickly proved

groundless.

Nevertheless, the employees' unions launched a heavy counterat-

tack within days, as the pilots and flight attendants went out on strike.

"Losing is not an acceptable option for us," declared the president of

the national Air Line Pilots Association (ALPA). "If Continental is suc-

cessful in imposing its wages and working conditions, that's going to be

a role model for other carriers to follow." In an unprecedented move,

ALPA arranged to provide strike benefits that would supplement

Lorenzo's lowered pay. Lorenzo had not lined up replacement pilots,

and not enough of his active pilots crossed the picket lines. Some even

walked off loaded planes in full view of television cameras. Neverthe-

less, Lorenzo didn't need many to operate his pared-down schedule, and

by the fourth day of the strike he was operating nearly all of his flights.

After that, an increasing number of pilots began drifting back. They

knew there were plenty of qualified replacements at commuter airlines

and similar carriers who would jump at a chance to fly in the big

leagues.

Still, Lorenzo faced a barrage of lawsuits in addition to the strikes.

To fight them he would need to do more than merely hire some good

lawyers. He would have to come close to setting up his own law firm,

for the final legal bills would come to $60 million. Nevertheless, he got

what he paid for. In mid-January, during initial litigation, a Houston

bankruptcy judge dismissed union charges that Lorenzo had broken the

law by filing Chapter 11 merely to break his union contracts. A month

later, by vote of 5 to 4, the Supreme Court vindicated the riskiest part

of Lorenzo's gamble. It upheld the Third Circuit Court decision in the

Bildisco case. After that, there still were claims by ALPA and the other

unions. These could have cost up to $3.5 billion, sending Continental

into liquidation, but few of these claims passed muster.
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Indeed, far from liquidating, the airline soon was soaring. Already

it was restoring service on an increasing number of the routes it had

temporarily dropped. Amid falling labor costs, Continental was also

slashing its operating costs, making it the industry's largest low-cost

carrier. Two years after the bankruptcy, in September 1985, Lorenzo

filed a plan for reorganization that would pay almost 100 cents on the

dollar for its creditors' claims. With this, Continental was free to emerge

from Chapter 11, with its head high and its wages low.

By then Lorenzo was becoming the darling of Wall Street, and he

was ready for new worlds to conquer. He also had a new financial

angel: Michael Milken of Drexel Burnham Lambert. Milken was the

king of the junk bonds. He had studied the performance of firms whose

bonds were rated lower than investment-grade and had found that few

of them had actually defaulted on these obligations. This insight led him

to introduce the junk bond, which he called a "high-yield security."

Through this instrument, companies that could never win a Standard &

Poor's rating of BBB could still tap into credit markets. Lorenzo's Texas

Air was just such an outfit. With Milken's help, Lorenzo now was in a

position to buy up just about anything he wanted.

Among airline employees, Lorenzo's reputation had long since

reached that of the ferret, a predator so vicious that it will send rabbits

running toward a hunter with a shotgun, as the lesser of two evils. So

when the corporate raider Carl Icahn made a run at TWA, in May

1985, its management, fearing that he would break up this carrier and

sell its assets, sought a buyout from Lorenzo because he would continue

to operate TWA as an airline. Appalled, its pilots and mechanics offered

to accept wage concessions if only the directors would throw in with

Icahn after all. It was clear that the alternative of Lorenzo would bring

labor unrest, and although Texas Air had the better offer--$26 per

share to Icahn's $24--in August the board of directors agreed to accept

the Icahn bid. Measured against Lorenzo, he had not looked so bad

after all.

Meanwhile, as Lorenzo was winning his battle against the unions

at Continental, Frank Borman at Eastern Airlines was struggling with

his own workforce. Unlike Lorenzo, though, Borman had a wily and

effective adversary in Charles Bryan, president of the International As-

sociation of Machinists local that served his carrier. If Lorenzo was a

union-buster in the style of the nineteenth century, Bryan, who had

come up from the hardscrabble country of West Virginia, was a labor
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militant who strongly upheld the simple agenda of Samuel Gompers:

"More."

Borman and Bryan had taken each other's measure several years

earlier. Borman, starting in the mid-1970s, had run up heavy debt to

purchase a large fleet of new airliners. The interest on those loans had

contributed to severe losses that continued over three years. In 1983,

facing a threat of insolvency, Borman went to his unions and asked for

pay cuts of 18 percent. The pilots and flight attendants went along, but

Bryan felt that his workers actually deserved a raise, in view of the

inflation of recent years. Further, if he didn't get it, he'd call them out

on strike. Determining that such a strike would drive him to the wall in

a matter of days, Borman caved in with a 32 percent wage hike over

three years. As he put it, "They raped us." His other workers, who had

gone along with the givebacks, felt strongly that they'd been had. The

airline did not go bankrupt, and Bryan came away viewing Borman as

the boy who cried wolf.

Nevertheless, during 1983 Eastern lost still more. Early in 1984,

shortly after the bankruptcy at Continental, Borman went back for

another round of 18 percent cuts. This time even Bryan blinked, but his

cooperation came at a price: employee ownership of 25 percent of

company stock, four seats on the board of directors, and access to the

company books. The last of these was unheard of; most firms never

open their books to anyone. It meant that Bryan's position would be all

the stronger in the next confrontation.

By late 1985 the airline's debt was $2.5 billion, and in Borman's

words, its finances had "decayed to the point of desperation." Eastern

was close to defaulting on its loans, and Borman faced two alternatives:

win a new set of wage cuts, this time of 20 percent, or sell the airline.

The prospect for a sale was not promising; with Eastern's huge debt,

who would want it? In addition, a typical response was that of the

president of Northwest Airlines: "With your labor situation, there's no

use in our even having lunch." It was at this point that Lorenzo came

into Borman's life.

Lorenzo started by inviting Borman to sell Eastern's computer res-

ervation system. Borman responded by offering the entire airline. The

deal that emerged was that the banks would grant extensions on the

loans and would not declare default if Borman could win the full 20

percent cuts from all three of his unions. Alternatively, Lorenzo would

buy the whole of Eastern.
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Just then the pilots' and flight attendants' union contracts were up

for renegotiation, and their leaders chipped in with the 20 percent give-

back. But at a tumultuous board meeting in February 1986, Bryan held

firm and would offer nothing. He had no fear of Lorenzo; he would

stand his ground. The meeting went on past midnight, and Bryan finally

made his counteroffer: 15 percent, and Borman's resignation as chair-

man. That wasn't enough; if Bryan gave 15 percent the other two unions

would insist on 15 percent as well, which wouldn't satisfy the bankers.

Bryan would not budge. The board voted, and Lorenzo had himself

another airline.

Later that year he made his purchase of People Express, again

repainting its aircraft in the colors of Continental. At this point,

Lorenzo controlled the nation's largest empire in civil aviation. His

Continental included the assets of People, Frontier Airlines, and New

York Air. He also owned Eastern, the nation's third-largest carrier. Yet

Lorenzo had no intention of merging them, and an important reason

was that Eastern was a union shop whereas Continental was not.

Despite the givebacks, Eastern still was a company where some

baggage handlers were earning $47,000 a year. Maintenance costs for

Eastern's airliners were running far above those at other airlines. They

also were taking longer for an overhaul than the industry standard.

Even in the simple tasks of polishing and painting an aircraft, its work-

ers were taking more than three times longer than at other airlines.

Yet Lorenzo could not move against these forms of featherbedding

with his accustomed freedom. A law in Congress had markedly tight-

ened the Bildisco loophole, giving unions considerably more power to

uphold their contracts in the face of a bankruptcy. In addition, he was

bound to abide by existing contracts. The one with Bryan's union

would run to the end of 1987 and would stay in force during negotia-

tions for a new one, which could take months. The pilots also had the

protection of a new contract. As a result, when Lorenzo installed a new

president who demanded wage cuts of as much as 50 percent, Bryan and

the other union leaders told him to go jump in the lake.

Still, if Lorenzo couldn't toss out the labor agreements, he could tap

into Eastern's resources in other ways. From the moment of his take-

over, he began using this airline as a piggy bank. He had bought it for

$615 million. In financing this purchase, he put up less than half. The

rest came from Eastern itself, partly in cash and partly in preferred

stock.
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Eastern also had an advanced reservation system. Outside consul-

tants had appraised it as being worth as much as $450 million. Texas

Air bought it for $100 million, paying no cash. Instead it gave Eastern

a note for this sum, one that paid interest at well below the market rate,

stood subordinate to Texas Air's existing debts, and would not mature

for twenty-five years. Then, to add insult to injury, Eastern had to pay

$10 million a month to use what had been its own reservation system.

Lorenzo milked Eastern in a host of other ways, again to the benefit

of his other holdings. He sold six of Eastern's newest airliners to Conti-

nental, taking a promissory note as part of the payment. Continental then

resold these same planes at a profit, for hard cash. Similarly, Eastern

sold eleven gates at Newark to Continental in exchange for an $11-million

note, even though they were worth twice that much. Eastern also pro-

vided over $30 million in support to Bar Harbor Airways, a small

commuter line that might have funneled traffic into its hubs. Continen-

tal then restructured Bar Harbor's routes to serve its interests instead.

There was more. Eastern was perfectly capable of purchasing its

own fuel, but Lorenzo arranged to have it pay a million dollars a month

to a subsidiary of Texas Air in exchange for having it provide this

service. Eastern also paid half a million per month to another subsidiary

for management and accounting fees. It made a loan of $40 million to

Continental, on easy terms, and paid another $2 million per month to

Continental for training of pilots who were not employees at Eastern.

This was separate from another payment of $30 million to Continental

to hire and train pilots and flight attendants. These would work as

strikebreakers if Eastern's unions were to walk out.

These actions naturally cut into Eastern's cash flow, and Lorenzo

responded by selling off aircraft and dropping service on some routes.

These cutbacks also opened the way to substantial layoffs, and he went

about it with a pettiness that was sure to bring tempers to a boil. One

man lost his job for protesting after a manager had torn union literature

off bulletin boards. Another, a machinist in Atlanta, was fired merely

for holding a union position. New rules restricted sick leave and cost

additional jobs, forcing some pilots to fly while ill, even though that

would compromise safety. Managers took to suspecting employees of

drug abuse or of theft and searching them. Some machinists found

themselves under surveillance by video cameras. Flight attendants were

fired if their receipts for in-flight liquor sales showed discrepancies of as

little as two dollars.
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Formal grievance procedures existed whereby union members

could reclaim their jobs when wrongfully fired, with back pay. But these

could leave people unemployed for as long as two years while waiting

for their cases to come up. Still, amid all this, Lorenzo had the clear goal

of goading Bryan into a strike so that he could fight him again on

familiar ground.

Bryan, however, refused to rise to the bait. His old contract was

still in force, even though it had expired, and the Railway Labor Act

specified what had to happen before he could strike on the separate

grounds of an unfair offer for a new contract. Union and management

had to bargain in good faith, and a Washington office, the National

Mediation Board, could keep them at it for some time. Only if the board

declared that an impasse existed would Bryan have the right to strike,

and even then he could do so only after a thirty-day cooling-off period.

Expecting the strike to come by April 1988, Lorenzo had built up a war

chest that would allow Eastern to continue to operate.

But the months went by and the head of the board, Walter Wal-

lace, refused to declare an impasse and start the thirty-day clock. This

played into Bryan's hands and put pressure on Lorenzo, for he had to

tap his war chest to meet ongoing expenses. He responded with outright

dismemberment. In July he announced that he would shut operations at

Kansas City, a major hub, terminating service to Minneapolis, San

Diego, Las Vegas, and eight other cities. This would cost another four

thousand jobs and would sell or ground dozens of planes. Then in

October, he agreed to sell the Eastern shuttle to, of all people, the

real-estate magnate Donald Trump. The shuttle was the airline's bright

jewel, and Trump had no involvement with aviation (other than to fly

in princely luxury). But the deal would bring in $365 million.

When the strike finally came, in March 1989, it was a brutal,

destructive affair. Bryan led his machinists in the walkout, with pilots

and flight attendants refusing to cross picket lines. That shut down

virtually all of Eastern's flights. Lorenzo responded within days by filing

Chapter 11. The bankruptcy judge was willing to give him every chance,

and over subsequent months Lorenzo deployed strikebreakers and be-

gan to rebuild his operations. Meanwhile, further sales of assets raised

fresh operating capital.

But Eastern really was no more than a shell, living on borrowed

time as well as borrowed money, kept alive through little more than the

judge's continued willingness to release additional cash for use in opera-
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tions. Under British law, creditors would have put a stop to these proce-

dures while they still had the chance to recoup their losses. But Eastern's

rights took precedence, and in the course of the bankruptcy the carrier

lost an additional $1.6 billion on top of its previous heavy losses.

The end came in January 1991, when this airline finally ran out of

cash. It then shut down its flight operations. Later that year, Eastern's

creditors finally pushed it into outright liquidation. Its assets came to

$620 million against liabilities that totaled $3.2 billion. As Business

Week put it, this was "one of the few large bankruptcies in history that

won't even have enough money left to pay off the lawyers."

Lorenzo, of course, was taking good care of himself. A few months

earlier he had sold his share in Texas Air for $30 million, thus gaining

the golden parachute that would cap his career. His career, indeed, had

emerged as an unintended consequence of deregulation, and a compari-

son with that of Juan Trippe is instructive. Both men found their oppor-

tunities during times when the industry was expanding rapidly, in a

legal environment that offered vast opportunity to those who could

move quickly. Still, while Lorenzo made some contributions in intro-

ducing low-cost fares, he made his name largely by taking cunning

advantage of provisions in bankruptcy law. He might have built Conti-

nental into a premier carrier, but instead he destroyed Eastern.

Even so, deregulation would offer no morality play that could

contrast far-seeing wisdom of Trippe with greedy folly of Lorenzo. As

Eastern was spiraling to its end, Pan Am was meeting the same fate.

Here the tale was both more poignant and more inexorable. Here was

no corporate raider playing games with junk bonds, shuffling assets like

cards in a poker hand, waging war against his own employees. Here was

simply the slow but relentless decline of a major institution that could

find no role in the era of deregulation.

The roots of this demise dated to the mid-1960s, a time when Pan

Am was growing at 15 percent per year and prospects were bright. The

year 1966 was particularly good, with earnings of $84 million on oper-

ating revenue of $841 million. At that point, Trippe made his mistake.

Believing that further growth lay immediately ahead, he committed Pan

Am to a program of major expansion. The Boeing 747 stood at the

center of the effort, but Trippe ordered other aircraft as well while

expanding his ground facilities.

A recession arrived in 1970 and brought the time of rapid growth

to an end. Pan Am now held nearly a billion dollars in long-term debt,
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and with interest rates having risen, it was paying over 11 percent on

some of its bonds. This overhang of debt brought a flood of red ink as

losses totaled $120 million during 1969,1970, and 1971.

By then Trippe had retired. A new chairman, William Seawell,

launched an aggressive cost-cutting drive and nearly broke even in

1973. Then came the oil shock of 1974. Losses mounted anew, reaching

$85 million that year. Seawell could do no more than cut costs further,

raise fares, and hope for better days. And better days came. The airline

lost money for eight years running, a total of $318 million, with much

of this resulting from the cost of debt service. But Pan Am posted a

profit in 1977, then a larger one in 1978. After flying through storms

for nearly a decade, this carrier seemed once again to have become its

old self.

Instead, disaster lay immediately ahead, for a simple reason: Pan

Am had no domestic routes.

This situation dated to the airline's earliest days, for Trippe had

ignored the domestic market completely as he pursued his overseas

conquests. Further, Trippe's wishes fitted those of Walter Folger Brown,

who had no desire to see Trippe fly domestically but was glad to let him

do as he wished beyond the water's edge. During the 1930s this state of

affairs congealed into permanence, as airlines and route structures took

on forms they would keep until the Airline Deregulation Act.

Nevertheless, this state of affairs brought few problems. Although

Pan Am lost its formal monopoly during the war, it maintained a de

facto monopoly for much longer. In 1957, on the eve of jet service, Pan

Am was doing over five times as much overseas business as its nearest

U.S. rival, TWA; other American competitors were even further behind.

And even when such carriers expanded their transatlantic services, they

could win little advantage, for IATA continued to control the fares. A

ticket cost the same regardless of the choice of airline.

Then came deregulation, which brought the demise of IATA as a

rate-setting cartel. The CAB's Alfred Kahn weakened IATA by repeat-

edly approving requests from other countries' airlines to emulate Fred-

die Laker, introducing new routes with cut-rate fares. He also made it

clear that he stood ready to challenge IATA as a violation of antitrust

law. And by 1978 many carriers had become disenchanted with IATA,

for they had boosted their traffic by offering their own cut-rate fares.

With both the CAB and its own member airlines in open revolt, IATA

collapsed that year. After that, international airlines won broad free-

dom to serve new routes and to set fares as they wished.
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For Pan Am, this was like flying from sunny skies into a thunder-

storm, for its competitors now held major advantages. They could op-

erate integrated systems of domestic and overseas routes, relying on

their domestic connections to feed passengers to gateways such as New

York's JFK. Holding such gateways, these rivals could now treat their

route structures as enormous hub-and-spoke systems. Such systems

were highly advantageous within this country, for they brought coordi-

nation, putting more passengers aboard the flights. Hub-and-spoke ar-

rangements now reached clear across the oceans.

In addition, these competitors could offer lower fares on connected

flights. If you wanted to fly from Dallas to London, you now could get

a better fare by flying American Airlines, even though you still would

have to change planes at JFK. This meant that to choose Pan Am for the

transatlantic leg would involve more than a ride between terminals in an

airport shuttle, for that part of the ticket now would cost more.

Trippe had tried at times to win domestic routes but had been

stymied repeatedly by the CAB. Under deregulation, this problem no

longer existed; Pan Am now held all the freedoms of its competitors. It

too could set up a domestic network, with few legal constraints. But

that would require both time and money, and Pan Am needed these

routes immediately. Unfortunately, it had spent much of its cash and

credit during its decade of distress.

Still there was a way out, for Pan Am could buy up another carrier.

National Airlines was available. This raised the dazzling hope that with

this single purchase, Pan Am could acquire a domestic route system in a

single move.

Instead, the merger brought new difficulties. Pan Am got into a

bidding war--ironically, with Frank Lorenzo--and wound up paying

$400 million, an excessive price. National's planes were fuel-guzzlers;

following the oil crunch of 1979, this was the last thing Pan Am needed.

Union contracts mandated hefty raises for National's employees, which

drove up Pan Am's operating costs.

In addition, its executives took control in a very high-handed fash-

ion. "Pan Am people acted like conquering troops," said one official.

"They flatly and explicitly ignored the National people's advice on how

to operate a domestic airline." Then, when the two carriers did merge

their operations, the new routes failed to provide enough traffic to feed

Pan Am's gateways. Its executives responded by reshuffling those

routes, but that brought much additional confusion and few additional

passengers.
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Meanwhile a new recession blew in, along with inflation that

boosted the prime rate above 20 percent. This was most unpleasant, for

Pan Am continued to carry heavy debt. Following three profitable years,

operating losses reached $250 million in 1980. Desperate for cash, Pan

Am began to sell off its crown jewels.

First to go was the Pan Am Building, which loomed over Manhat-

tan's Park Avenue. Trippe had reason to cherish its location, for the

Yale Club lay directly across Vanderbilt Avenue. Metropolitan Life

Insurance made the purchase, graciously permitting the letters PAN AM

to remain atop the facade. This sale netted $294 million, offsetting the

1980 operating losses, and gave Pan Am one more year in the black.

Then in 1981 the airline sold its profitable Intercontinental Hotels sub-

sidiary for $500 million.

Still the losses continued. In June 1981, Standard 8c Poor's cut the

rating on its senior debt from BB to B, and on its subordinated debt

from B to CCC. A consortium of banks canceled a $470-million revolv-

ing credit line, with one insider noting that the bankers "didn't want to

be involved in the liquidation of a great institution."

Revenues for 1981 reached $3.8 billion. But operating losses came

to $364 million, and nearly two-thirds of the losses came from domestic

operations. Then in 1982 the airline set an industry record by dropping

$485 million. Other carriers soon would benefit by picking up the

routes of a faltering Braniff and, later, of People Express. Pan Am would

not, for it lacked the needed funds.

The airline went on to eke out a few more years of life, but it paid

for them with further asset sales. In 1985 it sold its entire array of

Pacific routes to United Airlines for $750 million. The sale meant that

Pan Am would never again benefit from the booming Pacific Rim.

Like an airliner that had lost an engine, this amputated carrier flew

on. In 1987 its net worth turned negative; by decade's end its operating

losses totaled $3 billion. It simply could not find a path to profit, for its

domestic routes were losing $300 million a year. Yet it couldn't aban-

don them, for they were feeding passengers into the Atlantic routes--

and these were winning profits of $250 million annually. After ten years

of struggle, ten years of strenuous effort that sought to come to terms

with deregulation, this was the best that Pan Am could do.

As the end approached, the airline even sold its Atlantic routes,

along with hubs at JFK, London's Heathrow, and Frankfurt. Pan Am

now had little more than a base in Miami, along with the Latin Ameri-

can routes that Trippe had built so long ago. Delta Airlines had bought
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its Atlantic assets; now Delta came forth with a $140-million line of

credit, which a quickly fading Pan Am tapped during the fall of 1991.

Then in December, Delta learned that Pan Am's revenues were falling

$100 million below forecasts. It lost no time in pulling the plug. That

was the end. Ahead loomed a final liquidation that would erase Pan

Am's name altogether.

How had this giant fallen? Trippe had built his airline through

government favor, winning monopoly rights as well as large flows of

mail pay. After the war, he kept a de facto monopoly, while ensuring his

profitability through IATA. But late in his career, he loaded his airline

with debt as he hastened to build a fleet of 747s. Made feeble by this

burden, Pan Am found itself thrust suddenly into a deregulated world,

where its fortunes would turn on its ability to remake itself into a major

domestic carrier. It lacked the cash and credit to rise to this challenge,

and so it faltered.

Other airlines as well were falling short of the runway. America

West went bankrupt but continued to fly. Continental did this for the

second time in a decade, entering bankruptcy again and then reemerg-

ing. TWA also filed Chapter 11 and then came out later. It was weak,

however; its route system was shrinking, and its share of the domestic

market was falling toward 5 percent. And there was clear danger that it

would again default, for its bonds were rated CCC.

In 1978, six major carriers had ruled the air: United, American,

Delta, Eastern, TWA, and Pan Am. Now three of them dominated the

industry. All had grown at the expense of their failed rivals, Eastern and

Pan Am, while benefiting from the decline of TWA.

American had acquired Eastern's routes to Latin America. United

took over Pan Am's connections to London and the Pacific, as well as to

points south of Miami. Delta did better yet. It merged with Western

Airlines in 1987, then took over Eastern's hub in Atlanta. Its strength

there was unassailable, and it held many of Pan Am's jewels as well.

These three airlines had three-fifths of the domestic traffic in 1992,

along with 69 percent of transatlantic travel. Each of them was carrying

more passengers than all of Europe's airlines combined.

These carriers had risen to prominence not through brilliance but

by being strong at the outset and avoiding mistakes. Their chairmen had

steered clear of the corporate raids and the labor wars that destroyed

Eastern. Nor had they faced the endemic weaknesses that put an end to

Pan Am. Then, when those airlines reached the end of their days, Ameri-

can, United, and Delta stepped in to pick up the pieces.
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Had deregulation, after all, been a success? Certainly most travel-

ers have found much to cheer. With adjustment for inflation, the aver-

age airfare dropped by more than one-third from 1977 to 1992. The

Federal Trade Commission estimates that during the first decade of

deregulation, ticket-buyers saved some $100 billion. That represents

three years of revenue for American, United, and Delta, taken together.

These fare cuts have represented a continuing trend. In constant

dollars, airfares have declined in ten of the last eleven years. As a result,

the boom of the 1970s maintained itself through the '80s: 297 million

passengers in 1980, 466 million in 1990. Amid proliferating hub-and-

spoke systems, at least thirty major cities offer more nonstop routes

than they did a decade ago. Lesser cities have also benefited. The analyst

Paul Sheehan, in the Atlantic Monthly, notes that "in 1977 travelers

between Sacramento and Oklahoma City had a handful of poorly

connected choices. Today these two secondary cities are linked by sev-

enteen different flights a day, via the western hubs of five different

carriers."

Paralleling these developments, increasing numbers of travelers

have found advantage on the ground. Rather than face the inconven-

ience of flying in and out of some of the largest city airports, they have

been able to make connections at a growing airport in the suburbs. In

the Los Angeles area, Orange County and Ontario airports have be-

come mainstays, taking much of the pressure off LAX. And while New

York still lacks its fourth jetport, today it has !slip and White Plains,

which help in similar fashion.

For the carriers themselves, however, deregulation has offered

something less than a path strewn with roses. It has gone forward in

step with markedly liberalized provisions of the federal bankruptcy law.

These provisions have arisen independently of the 1978 Deregulation

Act, though they date to that same year. The 1978 bankruptcy reform

had the purpose of helping sound companies withstand a sharp but

temporary setback without liquidating or selling out. Yet this bank-

ruptcy reform, together with the Deregulation Act, has stirred a witches'

brew wherein the weakest carriers are setting the pace for the strong

ones.

The Wall Street analyst Wolfgang Demisch, who follows the airline

industry closely, notes that present-day law gives bankrupt airlines the

legal status of "debtors in possession." They retain their aircraft,

ground facilities, and departure gates while operating under protection

of a federal judge. In turn, that judge must give particular heed to the
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interests of the airline, not of the creditors. So long as the creditors

retain security for their debts, they cannot force the airline into liquida-

tion. For its part, the airline need not pay interest or principal on its

debts.

With even middle-size carriers such as TWA possessing nationwide

route structures, this law gives bankrupt carriers extraordinary leeway

in setting low fares for the entire industry. Freedom from debt service

means freedom to cut their fares, and solvent airlines, competing along

routes served by the financially halt and lame, must match their ticket

prices. What is more, the roster of these weaklings has been large

enough to stand virtually as an industry in its own right.

During 1992, TWA, America West, and Continental were all in

Chapter 11, with Continental bankrupt for the second time in a decade.

All three subsequently emerged from receivership, but TWA remained

shaky, while Northwest Airlines was teetering on the edge. This has

given Northwest leeway with its creditors; they have avoided pressing

their demands for fear of pushing that carrier over the brink. After all,

if Northwest were to file Chapter 11, their position could become more

unfavorable yet.

During the four years 1990-1993, U.S. carriers together lost $12.7

billion, part of this stemming from the demise of Eastern and Pan Am.

Other rivers of red ink have reflected massive payments for equipment,

for from 1985 to 1990 the airline industry ordered some thirteen hun-

dred new jets, the largest purchase in history. The recession of the early

1990s has also hurt. Yet it remains true that even strong airlines, nota-

bly Delta and United, have lost money because they have been unable to

boost their fares.

This situation stands today as a structural feature, a consequence

of the Deregulation Act and an unintended consequence of federal

bankruptcy reform. Travelers may enjoy their low fares, along with the

active competition of multiple carriers vying for their patronage. But the

industry's continuing large losses show that the consequences of deregu-

lation still have not run their course. Fifteen years into this new era, the

nation's airlines remain caught in a shakeout, a shakeout born of those

laws, and one from which there has been, and continues to be, no exit.

