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One traditional company after
another — manufacturers
and service providers alike

— is facing a vexing problem: Their
business models have become so
complex that it is harder and harder
to generate profits. Over the years,
these companies have added layers
of product and process complexity
to their business models in order to
grind out incremental returns.
Although each incremental decision
can usually be justified on its own,
the aggregate revenue benefits often
fail to compensate for the overall
costs of complexity. 

As these companies struggle to
remain profitable while serving a
broad set of customers with compli-
cated and varied needs, they’re fre-
quently undermined by smaller, nim-
bler competitors that supply a more
focused product, usually to a specific
set of customers, at a lower cost. In
these situations, a company may
know the cost of complexity is drag-

ging it down, but changing its busi-
ness model is easier said than done. 

No companies illustrates this
predicament more vividly than the
large U.S. hub and spoke airlines.
Their business model — essentially
designed to take anyone from any-
where to everywhere, seamlessly —
was a great innovation, but it is no
longer economically sustainable in
its current form. Indeed, they are
now tied to massive physical infra-
structure, complex fleets of aircraft,
legacy information systems, and
large labor pools. 

While the big carriers face a
future of red ink, low-cost carriers
like Southwest Airlines and Jet Blue
are prospering by exploiting a huge
cost-of-operations advantage.
According to Booz Allen Hamilton
analysis, low-cost carriers spend 7 to
8 cents per seat mile to complete a
500 to 600 mile flight, whereas the
large airlines spend closer to 15 or
more cents.

The Cost of Complexity
Surprisingly, only some 5 to10 per-
cent of this 2 to 1 cost differential
between the traditional and low-cost
airlines can be attributed to the extra
“frills,” such as in-flight meals and
entertainment and other amenities,
that the hub and spoke carriers offer.
Instead, the pace and the complexity
of operations associated with maxi-
mizing revenue within the tradition-
al hub and spoke business model
account for some 65 percent of the
gap. Consider the big airlines’ bur-
dens that low-cost carriers avoid: 

• Flight schedules structured pre-
dominantly to attract high volumes
of low-yield connecting passengers,
which causes congestion, long aircraft
turnaround times, and poor utiliza-
tion of physical assets and personnel;

• Labor-intensive business processes
capable of providing seamless con-
nections to anywhere in the world

1

Flight for Survival: 
A New Operating Model for Airlines 
It is a turbulent time for major U.S. airlines, 
but this rough economic weather may be the challenge 
they need to alter the costly hub and spoke model 
that’s dragging them down.   

by Tom Hansson, Jürgen Ringbeck, and Markus Franke

strategy+business
enew

s



that accommodate, and partly
encourage, last-minute seat assign-
ment changes, upgrades, and itiner-
ary modifications; and 

• A distribution system tailored to
selling tickets across the globe and to
providing the largest customer base
possible to maximize revenue through
the yield management system. 

By the end of 2000, these factors,
combined with expensive labor
agreements and rising fuel prices,
placed the large airlines in one of the
most difficult cost vises in the
industry’s history. Boom-period
pricing was required for hub and
spoke airlines to break even. But the
recession and bear market put an

end to that option, as did the wide-
spread presence of low-cost carriers,
which operate a much simpler but
still attractive service at significantly
lower prices.

As corporations tightened their
belts, they encouraged employees to
travel less and to seek lower fares by
booking reservations well in
advance and accepting more restric-
tive tickets. Business travelers, who
have traditionally accounted for as
much as 60 percent of mainline air-
line revenues and well over 100 per-
cent of their profits, were no longer

willing to pay the high fares they
once tolerated. Before the economy
slipped, the traditional carriers were
so profitable from being able to
charge business travelers top dollar
that the rapid growth of low-cost
carriers was not a principal concern. 

As a result of this fundamental
market shift, by the fourth quarter of
2000 — close to a year before the
September 11 terrorist attack would
slash air travel even more — the hub
and spoke airlines’ cost per available
seat mile (CASM) rose above rev-
enue per available seat mile (RASM)
for the first time since the first half of
the 1990s. This eventually increased
to an unprecedented cost-to-revenue
gap of close to 2 cents per seat mile
in the fourth quarter of 2001.

Now the hub and spoke carriers
are faced with a thorny challenge.
Changing a long-standing business
model is difficult and extremely
risky. There is the fear that revenue
premiums will be lost, but that costs
will not fall commensurately. It is
difficult to downsize fixed-cost
structures, infrastructure may be
underutilized with a new business
model, and the installed base of air-
craft may not fit the new require-
ments. But to become consistently
profitable and competitive again, the
major airlines have no choice but to
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restructure their business model. A
boom in high-yield passengers is not
likely to happen again anytime soon,
Web-based search tools have made it
easier for travelers to find low fares,
and low-cost carriers have significant
untapped growth potential, especial-
ly on the East Coast. 

A New Operating Model 
To navigate this difficult business
environment, the large airlines will
have to reduce unit costs by some
25 to 35 percent. This will likely
require them to radically simplify
their core processes and operations.
And they’ll have to achieve this sig-
nificant restructuring without giv-
ing up the critical elements of serv-
ice and coverage expected by their
most lucrative customers. 

Successful business model change
in other industries — such as auto-
motive assembly, certain segments
of heavy manufacturing, and
increasingly financial services —
shows the airlines can reduce the
burdens of the cost of complexity.
Primary options for restructuring
the hub and spoke model in the air-
line industry include: 

• Remove scheduling constraints
to achieve higher asset and per-
sonnel utilization and increase
the pace of operations. At present,
the airlines generally schedule flights
to arrive and depart in peaks to pro-
vide effective passenger connec-
tions. This causes longer aircraft
turns (to allow passengers and bag-
gage to connect to their next flight),

traffic congestion, and aircraft
downtime at the origin cities in
order to meet connection needs at
the hub. The result is low labor and
aircraft utilization, and a system
structured around the needs of the
least profitable customers. Connect-
ing passengers provide significantly
lower yields (35 to 45 percent lower
revenue per mile than local passen-
gers) and necessitate more compli-
cated logistics. Nevertheless,
because of current pricing strategies
and fleet deployment, airlines rely
on connecting passengers to fill seats
that otherwise would be empty. 

By redesigning the network
around the needs of the local passen-
gers, making connections a byprod-
uct of the operation, it should be
possible to nearly halve turnaround
times, increase aircraft utilization,
reduce congestion, and significantly
improve labor productivity. A large
portion of manpower costs is driven
by how long a plane is at the gate, so
shorter turns would mean that
pilots, flight attendants, baggage
handlers, maintenance staff, and

other personnel are much more pro-
ductive, and still in compliance with
safety regulations. Moreover, with
planes ready to take off more quick-
ly, airlines could schedule more
flights and provide more attractive
schedules for local passengers.

This may require rolling or ran-
dom hubs, which would allow for
more operationally efficient, contin-
uous flight schedules throughout the
day. The approach would be particu-
larly attractive at “mega-hubs,”
where the scale of operations limits
the trade-offs between efficient oper-
ations and efficient connections. 

Some airlines are already experi-
menting with rolling hubs. To fully
realize the cost reduction opportu-
nities created by this approach will
necessitate fundamental changes to
airport operations.  

• Implement Tailored Business
Streams (TBS) to simplify
ground-based operations for the
majority of passengers. In prac-
tice by other industries, TBS’ basic
principle is to segment operations

According to Booz Allen
Hamilton analysis, low-cost car-
riers spend 7 to 8 cents per seat
mile to complete a 500 to 600
mile flight, whereas the large
airlines spend closer to 15 cents.
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their most profitable and loyal cus-
tomers by providing more differenti-
ated amenities, lounges, and services
than today. This could mean sepa-
rating both airport and onboard
experiences into two (or more) class-
es, focused on either leisure or busi-
ness passengers. The purpose would
be twofold: to provide more special-
ized services and to achieve pure
business streams. Experiences in
other industries suggest that min-
gling complex and simple operations
that have distinct objectives and
missions often results in a migration
to the highest cost level and lowest
service standard. At the extreme, this
differentiation might involve dis-
tinct aircraft and terminals for the
two types of customers; at a mini-
mum, it would likely require a
greater degree of product demarca-
tion than currently provided. 

Leisure travelers are important,
even if they’re not as profitable as
business travelers. Consequently,
the aim of cost cutting by changing
the business model is to serve all
customers better by providing a
more efficient and less time-con-
suming experience. It will be impor-
tant, therefore, for large carriers to
retain the key service advantages
they have over low-cost carriers,
including destination breadth, supe-
rior loyalty programs, and cost-
effective onboard amenities. 

Flight for Survival 
By taking all of these actions, and
simultaneously addressing remain-
ing distribution disadvantages, the

into distinct business streams: Spe-
cialized processes are created to han-
dle routine and complex activities
separately, and to match the capabil-
ities of these distinct operations

with the value for which customers
are willing to pay. That often entails
standardizing or “industrializing”
the routine and stable processes,
while segmenting and isolating the
parts of the operation that are more
complicated and variable.

In the case of the airlines, self-
induced and customer-driven com-
plexity is significant and unnecessar-
ily increases costs for both business
and leisure customers. If the airlines
embraced TBS and streamlined their
core processes to focus on the simple
needs of the lion’s share of their cus-
tomers and made the service more
intuitive (so that infrequent travelers
would need less handholding), air-
ports could approach a zero touch
environment. Services such as
lounges for business travelers and
retail shops for the traveling public
would, of course, remain.

The point is most passengers do
not need long, multiple interactions
with airline staff, and they would

appreciate getting through the air-
port rapidly. Passengers would arrive
at the airport, check in themselves
and their baggage with minimal
assistance from airline staff — or,

even better, not need to check in at
all — pass through security, and
board the plane. Dedicated process-
ing staff would deal with the very
small percentage of travelers who
need to change itineraries, connect
to a different airline, or request other
special services. And customers
requiring such extra services (except
for perhaps the most frequent flyers)
would potentially pay for them.
Such new procedures would be sys-
tem-wide, cascading from reserva-
tions to front-line staff functions.
Significant cost benefits would arise
from the reduced check-in and gate
staff. Overall, the resulting product
would be no less valuable, but the
organization delivering it would
become much more streamlined.

• Create separate business sys-
tems for distinct customer seg-
ments. While simplifying their
business model, large carriers have to
be careful to retain the loyalty of

The large airlines must reduce
unit costs by some 25 to 35 per-
cent without giving up the serv-
ice and coverage expected by
their most lucrative customers. 
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major airlines could reduce their
unit cost disadvantage for leisure
travel by 70 to 80 percent — from
about 15 cents to 8 to 10 cents for a
500 to 600 mile flight — bringing it

more in line with that of the low-
cost carriers. One downside the hub
and spoke airlines would experience
with these complexity-cutting
strategies is revenue loss from
shrinking connecting passenger vol-
umes. But the airlines could make
up this revenue loss by using their
lower cost base to stimulate market
growth and open point-to-point
routes that were unprofitable at the
former cost levels. In other words,
with a lower cost structure, the large
airlines would be better positioned
to launch a marketplace battle
against low-cost carriers, rather than
being on the defensive in price wars. 

The new operating model for hub
and spoke airlines that we suggest
would greatly improve their chances
of survival, as costs would be more
closely balanced with customer
needs. Processes would be designed

to reflect the simple needs of the
vast majority of customers, and dis-
cretionary expenditures would be
focused on areas that add the most
value to the consumer experience

and contribute to the bottom line.
Such a model would almost certain-
ly result in substantial changes to
most airlines’ product attributes and
support requirements, including
network structure, pricing, airplane
fleets, and service policies. 

Although this transformation
may seem daunting, the risk of inac-
tion is much greater than the risk of
acting and dealing with some mis-
steps along the way. At this writing,
one major U.S. airline has already
retreated into Chapter 11 and oth-
ers may follow. The first airline to
implement a fundamental business
model change will shape the new
competitive landscape. The prize
that awaits first-comers is signifi-
cant, not just in terms of lower
costs, but also in considerable
growth opportunities. +

Successful business model
change in other industries, 
such as automotive assembly,
segments of heavy manufacturing
and financial services, shows the
airlines can reduce the burdens 
of the cost of complexity.
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