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Lessons from the Airlines

Health care could learn a few things from upstart airlines.

For hospital and health system strategists looking for lessons from other industries, the airlines have always provided some of the richest insights. Like hospitals and health systems, the airlines are at once capital and people intensive. Planes and hangars are expensive. So are pilots, mechanics, flight attendants, and gate agents. And while planes are necessary, it's the people side of the airline equation that separates one carrier from another.

The key actors in the airline industry have metaphorical counterparts in health care: The pilots are the doctors. Nurses are the flight attendants. Travel agents are the health plans. And the airlines are the hospitals. There are important distinctions to be made, of course. Pilots, unlike most doctors, are employees. And, unlike health plans in their relationships with many hospitals, travel agents have never been able to lead the airlines around by the nose.

In a June 18 Wall Street Journal article, Melanie Trottman and Scott McCartney provided a succinct bundle of perspectives that health care leaders who are willing to contemplate the airline metaphor should find intriguing.

They divide the airline industry carriers into two major categories. There are the traditional carriers such as American Airlines and Northwest. Then there are what they describe as the "Wal-Mart" airlines, which include Southwest and Air Tran. You could also call these two groups, respectively, losers and winners. The five largest of the traditional carriers lost between 8 percent and 13.5 percent of their domestic traffic in May of 2002 compared with the same period the year before. The Wal-Mart airlines saw their traffic rise between 4.4 percent and 19 percent over the same period. This all adds up to significant financial losses for the major carriers, a pattern well under way prior to last year's terrorist attacks.

What Works Aloft

The Wal-Mart airlines prosper for six major reasons:

Their labor costs are low. They range from 25 percent to 30 percent of revenues. At Delta and United, labor costs exceed 40 percent of revenues.

They standardize their operations around a single model of aircraft. This leverages the experience of pilots and other employees who work with the airplane. It also makes maintenance and other operations faster and more affordable. The major airlines may have six to seven types of aircraft in their fleets.

They turn their planes around faster. Southwest has long had an enviable record for minimizing downtime by getting its aircraft away from the gate and back in the air much faster than its rivals. That means its planes are in the air more. And that means more revenue. Southwest's planes average nine hours in the air every day. United and Delta planes average six.

They provide much lower prices and better customer service. Even with rock-bottom fares, the Wal-Mart airlines are able to differentiate themselves by providing more attention and amenities for passengers. The Wall Street Journal article profiles one passenger who switched to upstart airline JetBlue. He appreciated "the airline's live television, attentive service and its on-time performance." He also appreciated flying out of less crowded Long Beach Airport instead of Los Angeles International. JetBlue's airfare clinched the deal. Coast-to-coast for less than $400 round trip. The major airlines would have gotten almost $2,500 for an unrestricted ticket. What the customer is likely to get for that $2,500 is a no-frills commoditized product and the knowledge that his fare is subsidizing highly discounted tickets for a lot of the other folks on his flight who are getting the same product.

They rely on the Internet to sell tickets. It used to be that the major carriers could smother competitors because they dominated the sales channels and the hub airports. Now, anyone with an Internet connection can price shop, and when they do, it's likely they'll find the Wal-Mart carriers. A couple more clicks and they can be booked. This reality has negated the advantage that reservation systems like Sabre, owned by American Airlines, used to provide. It also allows the Wal-Mart airlines to steer customers to secondary airports. Today, Southwest sells 40 percent of its tickets online. At American, that number is only 5 percent.

They are better managed. Any business organization, particularly a service organization, has two critical assets--its customer base and its workforce. The major carriers have been ham-handed in their dealings with both. They have alienated their most profitable customers--business travelers. And they have engaged in a constant battle with their employees and the unions. For the most part, the Wal-Mart airlines are not yet unionized. They have built both customer and employee loyalty. The majors have insisted on applying financial management that ignores a critically important tool--differentiation. The result is a mind-set that views passengers as commodities, ones that can be forced to conform to the airlines' interests. Nice work if you can get it.

One area where the major airlines might be ahead of the Wal-Mart players is in technology designed to speed passenger ticketing and check-in. A few years ago, the majors with an eye to their high labor costs began to rely on e-tickets. It was a move designed not so much for the customers' interests but for the carriers'. Unlike traditional paper tickets, e-tickets locked in passengers because they were not easily switched from one airline to another. They also let the airlines rely on automated kiosks for check-in and avoid paying counter agents' salaries. E-tickets prove that even the most self-centered of business moves can have unintended consequences--even positive consequences for the customer. E-tickets supported by kiosks now make it possible to avoid the long lines and the employees who often seem as if they received their customer relations training at Aeroflot. This technology let airlines streamline processes and eliminate activities that provided little value to customers.

A group that has suffered greatly because of transitions in the airline industry is the travel agents. The airlines were trying to get rid of travel agents well before the Internet developed, but online transactions sealed their fate. Neither the major carriers nor the Wal-Mart airlines had any need for a middleman. And neither did growing numbers of passengers.

Health Care Apps

By now, the thoughtful reader will have noticed some lessons for health care in the experiences of the airline industry:

· High-cost players eventually fall prey to low-cost players if they are offering an undifferentiated product. 

· If you offer a commodity product, you can expect at some point that people are going to regard you as an undifferentiated commodity organization, and that they'll eventually want to pay you accordingly. 

· Cost shifting--charging one customer group more to subsidize another group--eventually becomes a liability for the organization. It's debt that will eventually come due. 

· Some customers are more valuable than others. 

· Investments in high-cost capital assets provide higher returns when those assets are used more often. 

· Turnover is crucial in using expensive assets more productively. 

· Standardization boosts profits. 

· Technology produces its greatest returns when it is used to streamline or eliminate low-value processes and activities. 

· Higher labor costs are often designed into the structure and operations of an organization. The only way to significantly reduce those costs is to design them out of the organization in a fundamental way. 

· In an aggressive, cost-sensitive industry, middlemen can end up as toast. 

In the '90s, many hospital and health system executives described their vision in terms of a "hub and spoke"--a metaphor lifted intentionally or unintentionally from playbooks of the major airlines. Today in the airline industry, the hub and spoke model is like a listing battleship under attack by the Wal-Mart players. And while most of the majors appear to be responding by tossing some of their best customers overboard and throwing more coal in the boiler, some are beginning to consider fundamental change. For example, Continental Airlines hopes to position itself like Target Corporation, "a low-cost retailer whose products have proven distinctive enough to command modest premiums in a price-sensitive world." For health care executives, the handwriting may not be on the wall but in the sky above them.
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