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THE DEBATE ON AIRLINE SUBSIDIES - /

The WTC Emergency Airline Subsidies
Edward M. Miller1
University of New Orleans
Following the September 11 crashing of two airplanes into the World
Trade Center (WTC) by terrorists, the US government adopted a large
airline subsidy with the apparent goal of preserving essential airline services. However, economic analysis shows that it is unlikely to achieve this
goal because it leaves marginal cost and marginal revenue unchanged.
Thus, it is unlikely to affect the level of airline service and unlikely maintain airline employment. In essence there was a large transfer of money to
the industry for very little, if any, public benefit. A very generous victim
assistance program was also adopted. No rational reason can be found for
a program that assists these victims more than those killed or injured in
other disasters.
Keywords: Airline subsidies, World Trade Center, terrorsim, economic role of
government, market as allocator, trade unions, market self-regulation, victim
assistance.

Very quickly after the September 11 crashing of two airplanes into
the World Trade Center (WTC) by terrorists, the US government approved a large airline subsidy as part of an emergency assistance act
(Public Law 107-42). This was rushed through quickly with little analysis of what needed to be done or exactly what goals were to be accomplished. This article will apply some standard economic analysis to this
hastily adopted program. If the points made below had been understood by Congress, it is very likely the program would not have been
adopted.
Subsidies are frequently attacked because of an economic theory
that predicts that in a free market the output levels chosen by firms will
be the Pareto optimal ones. Customers arc presumed to adjust their expenditures so that the marginal utility they derive from each commodity
is proportional to the price of the good or services consumed. It is also
argued that firms set their output levels so that price equals marginal
cost. Under these assumptions subsidies reduce total economic welfare.
The distortion of prices produced by subsidies reduces overall welfare.
While the above is standard economic theory for perfect competi1
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tion, the standard perfect competition model is inapplicable to the airline industry. It predicts that price will equal marginal cost. In turn, this
implies that if marginal costs are equal, prices will be equal. This predicted price equality is absent. The airline industry is notorious for two
passengers sitting in adjacent seats paying radically different prices. If
one of these seats is priced at marginal cost, the other's price must differ from marginal cost. This is fairly clear evidence that the industry is
oligopolistic.
Much of this pricing behavior arises from the difference between
long run and short run marginal costs. The marginal cost of putting an
extra passenger in an otherwise idle seat on a flight is quite low. This is
why airlines are willing to sell seats they think would otherwise be
empty for low prices. These are sold through discount mechanisms such
as Internet sales, or with restriction designed to make them unattractive
to business fliers (Saturday night stays).
However, if all seats were priced at such low levels, the fixed costs
of flying the plane would not be covered and the airlines would constantly lose money. Hence the need to sell at least some seats at much
higher rates, typically to businessmen.
The demand curve for seats on a particular route departing at a
particular time has a rather steep slope. The airlines try to take advantage of this slope by charging high prices to those willing to pay them
(typically business travelers) and lower prices to others.
The total area under the demand curve can be argued to give the
total amount the consumers are willing to pay for access to that flight.
However, the maximum revenue the airline can extract from the passengers is substantially less than the theoretical value of the service that
particular flight offers. Leaving aside income distributional issues, this
provides a well known theoretical argument for subsidizing airline
services.
I mention the income distributional considerations because the
average income of air travelers is quite high. Much of the high willingness to pay to get on a preferred flight arises because the business flier
is willing to pay a large amount to avoid an hour's delay in getting to
the destination (such as might happen if he had to wait for another
flight).
This subsidy argument is likely to be especially important for small
cities. Imagine a city pair where the profit-maximizing price was $200
and there were 50 passengers willing to pay this amount for a morning
flight. Total revenue would be $10,000. Perhaps the most suitable
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plane would have 70 seats and cost $14,000 (including all cost, capital
fuel etc.). Since total costs would exceed total revenue, offering service
for this city pair would be unprofitable. However, the total willingness
to pay of the passengers to pay to be on this particular flight may very
well exceed the cost of flying it. The reason is that there may be individuals who are will to pay well above $200 to be on that particular
flight. Especially if there are no alternative flights near the time of this
flight and the city is isolated so that driving to another airport is hard;
some of the passengers may be willing to pay well above the stated
price for the flight. However, because raising the price to capture part
of this willingness to pay would chase other passengers away, the airline provides less than the optimal level of capacity.
This argument is one that is frequently used to support subsidizing
airline services. It is especially powerful when applied to isolated cities
that can just barely support service. If that service is not provided, potential passengers do not merely wait a few minutes longer for another
flight. Instead they may have to drive a long ways to get to their destinations (or, for islands, possibly even take a slow boat).In principle,
there could be a small city that costs $14,000 to serve for which the
total revenue is $13,500 at the profit maximizing fare. Yet the total
willingness to pay of the potential passengers could exceed the costs. A
subsidy as small as $501 could result in the airline providing service.
Conceivably, with the sharp downward shift in demand following
the World Trade Center bombings some small cities could not have
supported continued airline service. There is a case for subsidies to
support continued service to such cities. The legislation did provide
that adequate service was to be provided to cities that were being
served on September 11. This was done by making continued service a
requirement for the Federal aid.
A national defense argument for a large airline industry exists. In
time of war, airplanes (especially transcontinental ones) are the normal method for transporting troops and supplying them. A major
European or Asiatic war would require diverting planes to military
service. The disruptive effect of this is diminished if the domestic fleet
is large. In principle this argument could be used to support subsidizing the national aviation industry.
In cases where there is idle capacity that for some reason is not
being used, the true resource cost of using that capacity is low. A subsidy that reduces the price of the commodity in temporary excess supply can increase efficiency. For instance, if the true marginal cost of a
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flight is only $50, but the price for some reason is frozen at $200, a
subsidy that increases the number of people flying will bring some of
this excess capacity into use and promote the general welfare.
The sudden shift in demand from the World Trade Center attack
accompanied by a failure to lower prices did create a surplus of capacity. The failure to lower prices arose initially from an airline belief
that holding sales would be perceived as inappropriate. The airlines
probably also believed that passengers who were afraid to fly probably
would not be lured back by a small decrease in fares. Of course, much
of the inflexibility in airline fares can be explained by the reluctance
(to say the least) of airline workers (like other workers) to accept cuts
in pay.
Obviously, arguments for a subsidy as a way of using otherwise
unused capacity can be met by the question of why not just cut prices,
letting the loss be covered by the industry (and its workers) that has
the excess capacity. However, regardless of the willingness of the airlines to cut fare, there was probably no feasible fare cut that would
not have left the airlines with excess capacity and financial losses.
There are many counterarguments to the presumption that the
resource inputs at the profit maximizing prices are optimal (Pareto
optimal in the technical sense). At least in principle some of these arguments could justify a program of financial assistance to the airline
industry. While many of the arguments would have been valid before
the events of September 11, 2001, they might have even become
stronger after those events.
The above arguments for a subsidy for the airline industry could
be made for many other industries also. Many other industries can be
argued to make a contribution to national defense and to hence to
worthy of subsidy (and such arguments are routinely made for all sorts
of industries).
The argument that demand curves for a particular product are
sloping and that there is minimum total revenue that must be
achieved if any of the product is to be provided is an argument that
can apply to many other industries. There are probably many products
for which the total amount consumers would be willing to pay exceeds
the cost of providing them, but for which no feasible pricing system
would result in them being provided. Subsidies for the industries providing these products might be justified by the same argument.
For instance, there may be drugs that are unprofitable to develop
and sell because there is no price at which the total cost is covered.
The Journal of Social, Political and Economic Studies
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Yet it is easy to imagine there are some people who would pay much
more than this profit-maximizing price it' it would save their life.
There could easily be other people who could not afford to purchase
the drug at the profit maximizing price, and whose need for the drug
is not reflected in the revenue that might be realized. This argument
for subsidizing the drug business appears much more powerful than
the argument for the airline industry.
If prices are above marginal cost for most industries, a subsidy to
bring prices down to marginal cost for the airline industry may increase inefficiency in the economy rather than lower it.
Of course, recognizing that there are possible reasons for an airline subsidy program does not imply that the program adopted was
optimal or even wise. To do this it is necessary to look at the program
that was adopted and ask what its effects were likely to be.
The 2001 Subsidy Program

Shortly after the 2001 attacks (the legislation is dated September
22, 2001) Congress passed an emergency program (Public Law 10742) that included a program of assistance for the airline industry. It
granted sums of money to various airlines.
A stated goal of the program was to compensate the air carriers
for the enforced shut down of the air transportation system during the
crisis. It will be recalled that when it became apparent that multiple
airlines had been hijacked and were being used as bombs, the US
government decided to shut the air transport system down. No new
departures were permitted and all airplanes were required to land.
The fear was that there were hijackers on board flying planes, (or
waiting for flights) and that tragedies might be prevented by this
measure. With hindsight it appears all the hijackings planned had already been conducted by the time this decision was made. Of course,
this decision was undertaken in a hurry with little information. It was
not clear at the time what was going on.
A secondary goal of the shutdown was probably to identify any
planes that might already be hijacked. Hijackers would be expected to
ignore the instructions given them to land. A plane failing to land
could be identified as one that was not under the control of the airlines' pilots. It is plausible that had any such planes been identified
they might have been intercepted by fighters and forced down, or
even shot down.
After the shutdown, there were several days when the airlines
Volume 27 Number 1, Spring 2002
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were forbidden to fly. This was undoubtedly expensive to them (and
to the stranded passengers). Of eourse, there are hundred of government regulatory decisions that adversely affect various private interests and which are uncompensated. If the emergency actions had prevented any hijackings, the airlines would have benefited. At least one
airline suspended takeoffs before ordered to do so by the government.
The bill also states that a goal was to provide compensation for
other direct losses incurred by the airlines from September 11 to December 31, 2001 as a result of the attacks. This presumably included
losses from fewer passengers and increased costs for security.
The compensation for this loss for the passenger carriers was to
be divided evenly among the airlines in proportion to their available
seat-miles in the previous month, subject to being limited to their actual losses. The maximum sum available was $4.5 billion. Cargo carriers were compensated by a similar formula based on available tonmiles with 500 million dollars available to them. Since this was a flat
sum for which little had to be done, it should not be expected to affect
airline future behavior (i.e. passenger service or employment).
In analyzing this program it is important to note the flat nature of
the subsidies. The amount received by a particular airline was basically independent of the airline's decisions and their future level of
operations. This makes it very likely that the scale and nature of the
airline operations were little affected by the subsidy program.
The standard theory of how an industry selects its output is that it
sets output at the level where marginal cost equal marginal revenue.
In the context of the airline industry this would imply that an airline
compares the revenue it would derive from a particular flight with the
costs it would avoid from not operating that flight. The marginal cost
of the flight differ from the total cost in that the marginal cost should
not include the capital costs of the airplane, if this costs would have to
be incurred anyhow or has already been incurred. Typically, these
capital costs in the form of airplane lease payment, or the cost of the
capital required to own the plane, will be the same regardless of
whether the plane is operated or not operated.
The important thing to notice about the airline assistance program was that it changed neither the marginal cost nor the marginal
revenue of operating any flights. It follows then that the airline assistance program should not be expected to change such parameters as
the number of flights operated, the frequency of flights, the number
of passengers carried, or the number of workers employed.
The Journal of Social, Political and Economic Studies
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This is a very important point. Many of the goals that an airline
subsidy program might logically seek are not likely to be achieved by
the program adopted. A case could be made for a program designed
to keep essential airline services going. The program does provide an
incentive to maintain services to small cities being served September
11 by making continued service to such cities a condition for receiving
the subsidies. However, the sums of money given to particular airlines
appear to bear no obvious relationship to the costs of maintaining
such essential services, or to the subsidy needed to keep these services
going (since passengers continued to fly and freight to be carried, the
subsidy required to keep such services going would be much less than
the total costs of the services).
The principal requirement was to maintain service to all cities
served before the crisis. The cost of doing so appears to be far below
the government aid offered. The way an airline accumulates large
numbers of seat miles is by flying large planes over long distances
(such as Boeing 747s from New York to Los Angles). Most of the
money would go to the large trunk line carriers. Commuter carriers,
flying small planes over shorter distances disproportionately serve the
small cities whose service was threatened. The main program appears
quite different from one that would be designed to maintain essential
air service. There was authorized, in addition, $120,000,000 to maintain essential air services to smaller communities.
Many airline workers were laid off after the September 11 hijacking. There was much personal suffering. Yet the program does
not appear designed to assist these people. Although one suspects
many Congressmen who voted for the program were concerned about
the welfare of the airline workers, on analysis the program does little
to protect their jobs. (At most, a few flights to small cities might be
continued as a result of the program when without it they would have
been discontinued).
Admittedly, if the goal was to compensate for losses experienced
(rather than to modify airline behavior in the future) the program
adopted of giving flat sums based on available seat miles and cargo
miles in a base period is at least simple to administer. Trying to determine actual losses and compensate them could consume vast numbers of man-hours. The time needed to determine the amounts to be
paid in a more complex program could prevent prompt payment of
money that might help keep the carriers out of bankruptcy.
On a between airlines equity viewpoint the programs appears to
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LICENSED TO UNZ.ORG
ELECTRONIC REPRODUCTION PROHIBITED

52

Edward M. Miller

have two defects. One is that the cost of providing a seat mile is least
on the long haul, high-density routes and greatest on the short haul
routes. The program probably gave relatively too little money to the
small commuter airlines. In the period of disruption after the crisis
the added hassle of airline travel probably caused people to shift to
buses and planes on short trips where these modes are only a little
slower. This would not happen for long distance trips. It would take a
lot of added hassle (safety inspections etc.) to persuade someone to
drive across the US rather than to fly. However, on a trip of a couple
of hundred miles or less the time required to drive is probably very
close to that required to fly (allowing for the time needed to get to
and from the airports). It is easy to imagine passengers shifting
modes.
One airport, Reagan (formerly known as Washington National,
and serving Washington, DC), was shut down much longer than other
airports. The airport was closed for nearly a month after the September 11 attacks, and was not allowed to resume full service until the
end of April of 2002 (Lewandowski, 2002). This was because the airport is right across the Potomac River from downtown Washington. It
is very close to the potential targets in Washington DC. A plane could
be hijacked from there and crashed in places such as the White
House, US Capitol, Pentagon, or US State Department before anything could be done. Those who fly out of the airport know what a
good view of these buildings a passenger gets. As a result carriers that
served this airport, notably US Airways (the largest operator there),
probably suffered more than other carriers. They were given no differential grants. Since US Airways is expected to apply for a loan
guarantee, it may benefit this way. However, the loan guarantee program is much less generous than the grant program.
What does the grant program do? Essentially it transfers money
from the Treasury to the airline. Who benefits from this money? It is
the shareholders in the airlines and their debt holders. Which it is depends on whether the airline benefited would have filed for bankruptcy or not. Typically, in a bankruptcy (and theoretically always) the
shareholders are wiped out. In cases, if any, where the airline would
have filed for bankruptcy but for the aid program, the effect of the aid
was to leave the shareholders with something. In addition, the debt
holders get fully paid off. They benefit from the program to the extent
the amount they are repaid exceeds what they would have received in
a bankruptcy. In theory, the sum of the benefits to debt holders and
The Journal of Social, Political and Economic Studies

LICENSED TO UNZ.ORG
ELECTRONIC REPRODUCTION PROHIBITED

The WTC Emergency Airline Subsidies

53

stockholders will equal the government payment (plus any saving in
legal and accounting fees from avoiding a bankruptcy). In other cases,
where the airlines would have survived in any case, the company is
worth more with the aid than it would otherwise be, and the stockholders can be thought of a receiving the full value of the government
aid.
On average stockholders (and bondholders) are wealthy people
and not ones we would normally be offering large grants to at the
public expense. Admittedly, many of the shares in the airlines are held
by pension funds of various types. However, the effect of high returns
on a defined benefit pension fund is merely to reduce future contributions to the fund. This benefits the owners of the firm, not the employees.
The program probably could have been designed to increase
service, although doing so would have taken time and thought. A subsidy of so much per passenger mile, per seat mile, or per plane mile
would have increased the marginal revenue, or lowered the marginal
cost. Either would have been expected to result in more flights. With
more flights, more workers would have retained their jobs. Even if the
subsidy was written as going to the airlines, faced with more otherwise
empty seats the airlines would have been expected to lower fares. This
would have benefited the traveling public.
Other subsidy schemes could have been invented. The government could have bought a certain number of seat from the airlines
and made them available to government employees, military personal,
students, the poor etc. This would have benefited the travelers as well
as the airlines. Such a program would have probably placed a certain
number of people on planes who otherwise would have still traveled,
but would have done so by bus, train, or car. This would have hurt
these industries. However, with other passengers shifting to alternative modes because of fear of flying, this would have freed up seats on
the surface modes for those who were afraid to fly. Travelers who
were willing to fly, and who would have flown but for the cost, would
have benefited from such a subsidy.
One could imagine programs that made it possible for poor people to see relatives in other parts of the country that they had not seen
in many years. Probably the most effective way to do this would have
been by a subsidy of a certain number of cents per passenger mile, but
one can imagine many other formulas. At some administrative cost,
every person in the US could have been offered $100 off on an airline
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ticket to the destination of their choice. This could have had more
people flying, and reduced the number of airline layoffs.
Probably the strongest claim for subsidies might have been to
maintain service to small and isolated cities (such as Minot, North
Dakota). If service had been completely lost to a small city forcing
passengers to travel by another mode, the losses would have been
large to those needing to travel to and from that city.
For large cities, the public losses from a decrease in service are
relatively small. Imagine for convenience that traffic drops to half of
what it had been on one route. The airline halves the frequency of
flights. This doubles the average time between when a traveler would
have preferred to leave and when he actually could leave. For instance, if there had been a flight every hour on a well-served route,
the average time from the exact minute a passenger wanted to leave
to the next flight would have been only half an hour. Shifting to flights
every two hours raises the average delay to one hour, an increase of
half an hour. If flights had been once every six hours on a thinly
served route, shifting to once every twelve hours would raise the delay
from three hours to six hours, an increase of three hours. Thus, the
loss to the typical passenger in the thinly served airport would be six
times as great as in the heavily served airport. While the actual loss to
the passengers is less than the hours estimated above (most passengers can stay home longer or otherwise use the time between their
ideal departure time and actual departure), the basic point that the
loss arising from dropping flights is greatest on the less traveled
routes remains valid.
A well-designed subsidy scheme would have aimed to maintain
service on the less traveled city pairs. This might have been done by
offering a certain number of dollars per flight for all flights between
certain less traveled city pairs (limited to the number of flights that
were scheduled to be flown before the crisis). If limited to city pairs
that had less than four flights per day the cost might have been moderate.
In actuality the loss from reducing the schedule on the busiest city
pairs is even less than indicated by the above argument. The busiest
city pairs typically have a large city on at least one leg of a flight. The
busiest airports are limited in the number of flights they can handle
(frequently because of air traffic control limitations on the number of
flights that can be handled per hour on a single runaway, combined
with a limited number of runways). This leads to long delays as planes
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wait for their turns for takeoffs and landings. This wastes fuel as well
as passenger time. A reduetion in the number of flights will reduce
the average delay time, and this will offset much of the loss from
having to wait longer for a flight. US Airways improved their on time
performance after the terrorist acts. This is probably due to less congestion at the airports it used, including Reagan.
As pointed out earlier the formula used for the subsidy directed
most of the money to the long distance trunk airlines and very little to
the short haul commuter airlines. Yet it is the commuter airlines that
served most of the thinly traveled routes.
The government is also providing the airlines with loan guarantees totaling up to ten billion dollars. These will probably cost the
government less than the grant program but raise very similar issues
in that they transfer resources to the airline industry (i.e. its stockholders) from the taxpayer. However, if these guarantees make it
easier for the airlines to borrow or reduce the cost of borrowing, they
may encourage the airlines to invest more. This could result in more
jobs and better service. Some of these jobs could be in the airplane
manufacturing business or other capital goods industries.
So far only one airline, America West, has been granted a loan
guarantee under this program. America West received a $380 million
loan guarantee, which apparently permitted the company to receive a
$429 million loan (the guarantee is for less than the full amount of the
loan). In exchange, the government was given the opportunity to purchase nearly 19 million America West shares (about a third of the entire company) at a price of $3 each. That the stockholders gained is
shown by the stock prices rising by 25.9%, to $3.11 when the deal was
announced. It is hard to know exactly how valuable the warrants the
government received were. The price of the stock was above the exercise price right after the guarantee was announced, showing that the
government gained an asset (the warrant) worth something. The stock
is now (April 19, 2002) at $5.12. This means that if the government
exercised its warrants, and then sold the stock it would make over $40
million dollars. Obviously, this concession is of considerable value and
reduces the net benefit to the airline from the guarantee. (The gain to
the government represents money the stockholders would otherwise
have). The government apparently obtained concessions from the
unions and creditors as part of the process of negotiating the agreement.
Vanguard Airlines (a relatively small airline with only 13 aircraft)
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has applied for a guarantee. US Airways has announced it will apply
for a guarantee. There may be others. It too early to know just what
the impact of the guarantee program will be. The big question is
whether the government will have to make good on the guarantees.
The government also assumed the terrorism liability risk in excess
of $100,000,(300 for a short period. To the extent that fear of terrorism
liability deterred airlines from flying, this may have helped maintain
service and employment. However, I suspect that very few airlines
would really have decided not to offer a flight just because of the liability risk from a terrorist act. Remembering they have to be shown
negligent before being liable, future lawsuits appear less likely. As a
minimum, any one attempting similar seizure of planes to use as
bombs would not have easy access to the cockpit. The flight crews
have surely been instructed now not to let hijackers into the cockpit,
even if they are threatening harm to the passengers or crew. Cockpit
doors have been reinforced so that hijackers can not easily break
through them (as they once could). The Federal government has
taken over the management of the passenger screening before flights.
One effect of this will be to eliminate lawsuits based on the airlines
having been negligent in screening passengers.
In March of 2002, the Federal insurance was extended for another
60 days.
Bankruptcy

A major argument for the subsidy program is that some airlines
might have to file for bankruptcy if they did not have government aid.
For instance, US Airways testified they might have to file for bankruptcy without aid. To many members of the public the term bankruptcy calls to mind liquidation and a shut down of the airline. Admittedly, this is a possible outcome and several airlines did indeed go
out of business. In the United States Midway (a small carrier) went
out of business. In Europe Swissair and Sabena stopped flying. However, the likely outcome of a bankruptcy for most American airlines
would be reorganization. The company continues in operation. The
shareholders find the value of their stock wiped out, and the debtors
have part of their debt replaced with an equity position. It is also possible that certain leases for airplanes and facilities would be abandoned. This is important because many airlines lease all or most of
their planes. With a reduced level of business the airline would require fewer planes. The owners of these leased planes would suffer.
The Journal of Social, Political and Economic Studies
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The reorganized airlines would keep flying, although with a smaller
numbers of flights and with fewer employees. A subsidy program was
not needed to keep airplanes flying. However, this point may not have
been understood by all who supported the program.
The Victim Assistance Program
One part of the airline assistance program benefited both the airlines and the victims. The victim assistance program provided benefits
to the victims, but only if they agreed not to sue. They accepted the
sum offered as a substitute for what they would have received from
suing. This program brought benefits to both victims and the airlines.
To determine accurately the split of benefits from this program would
require knowing who might be able to bring lawsuits and how much
they would win. Unfortunately, the outcome of the legal process is
somewhat random. This makes it hard to establish the extent to which
the program assisted airlines (i.e. their owners and creditors) rather
than the victims. It should be noted however that to the extent that
the victims would have received certain sums from a lawsuit, the airline should be credited as benefiting, not the victims. It is double
counting if both the victims and the airlines are treated as having received the same sum of money. However, in understanding the political appeal of the program, it may have gotten support from both
groups, and a politician may in talking to one group act as if all of the
benefits went to that group.
Of course, to the extent that a lawsuit would have been need for
the victims to receive similar sums, the lawyers would have received a
large fraction (perhaps a third) of the benefit. Also, there might have
been a delay of several years before the victims received anything
from a lawsuit and this delay lowers the value of any eventual settlement to them. A widow faced with rearing children may prefer an
immediate smaller sum when she needs the money to a larger sum received after the passage of several years. Also, the emotional strain of
going through a lawsuit is high.
The law is clear that the people who were directly responsible for
the losses owe damages to the victims. These people are the hijackers
and those that assisted them. It is also clear that these logical targets
for lawsuits are either dead, or have virtually no assets, or both. Mr.
Bin Laden appears responsible (judging from some TV videos) and
may even have assets, but it is not clear how to reach him to serve the
summons, or where his assets arc located. In any case, the perpetuaVolume 27 Number 1, Spring 2002
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tors could not pay more than a small fraction of the damages a jury
might award.
However, there are others that could be sued. For instance, the
husband and children of a portfolio manager working in the World
Trade Center have brought a large lawsuit against American Airlines
claiming the airline could have prevented the hijacking. "The suit
charges that American and its security service at Boston's Logan Airport, Globe Aviation Services Corp., were negligent in screening passengers, allowing hijackers to take control of Flight 11 and steer it
into Tower One." (Hurtado 2002). Since such a lawsuit has been filed,
American Airlines will have the expense of defending against a lawsuit and this expense may even be close to that they would have incurred from multiple lawsuits (which would have been consolidated).
Possibly the airlines could have prevented the hijackings, or they
possibly could have prevented them from obtaining control of the
plane. Doors could have been made stronger so hijackers could not
enter the cockpit. Perhaps manuals should have made it clear that
control of the plane was not to be given up, even at the cost of killing
an intruder (who may be just deranged or drunk). Perhaps pilots
should have been told to risk the passenger's safety by fighting anyone
who entered the cockpit, even though in most previous hijackings the
ultimate result was that the passengers survived. Perhaps cockpit
crews should have been forbidden from leaving the cockpit. Of
course, this implies that if passengers and stewardesses are being tortured to death that the cockpit crew is not to come to their assistance.
It implies that an unruly drunk is to be allowed to create problems
even if the cockpit crew could subdue him, or passengers and stewardess must subdue him.
Perhaps the devices that locate the planes for air controllers
should have been designed so they could not be turned off from the
cockpit. After all, there had been at least one case where hijackers
had talked about running the plane into the Eiffel Tower in Paris, so
the airlines should have been aware of the possibility of using planes
as bombs. Perhaps the screening at the airports should have been
better. Perhaps the post attack rules restricting box cutters, small
knives, razors, etc. should have been imposed by the airlines earlier.
Hindsight is wonderful, and a smart lawyer might convince a jury that
the airlines could have prevented the hijackings, or at least the loss of
life on the ground.
In considering the effects of this program on the airline industry,
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it is again necessary to remember that bankruptcy is not necessarily
liquidation. Lawsuits take years to resolve during which time the airlines in question would continue to operate. If the airlines lost the
cases, the judgment would be just another debt. Perhaps the worse
outcome would be one where the airline found its access to credit
markets disappearing because potential lenders were afraid that the
claims of the victims would prevent the other creditors from being
fully repaid. Possibly the airline faced with this problem would choose
to file bankruptcy. The bankruptcy court would have to sort out the
claims of the various creditors, which would include those who
claimed to have been injured by its negligence. In this case the court
could (and probably would) provide for new financing that would take
priority over the older creditors (including the victims). This financing
would permit the airline to keep flying, hence preserving its value to
be used in paying the claims against it. The court would recognize the
airline was worth more as an operating entity and could be expected
to keep it flying. It follows that the lawsuit protection was not needed
to keep the airlines flying.
In considering the problems that this outcome could create remember that only two airlines, American and United, were threatened with lawsuits. Even in the worse scenario, where one or both of
these stopped flying, there would be plenty of other airlines to take
over any services they abandoned.
Given that fear would lead to a decrease in total flying, the number of passengers to be accommodated in the event of an operations
cessation by any single airline would be less than the number flying
pre-crisis. Since all other airlines were similarly affected, other airlines would have a surplus of planes and crew to replace any discontinued flights, and there was not really an issue of maintaining essential public services. There appears to be no compelling public interest
in preventing American Airlines and United from being sued by the
victims that goes beyond preventing other lawsuits, such as those resulting from automobile crashes.
Of course, the other purpose of the victim assistance program is
to assist victims. The program provides for payments to victims that
are similar to those they would receive if they won a court case.
Among other things they are designed to replace the income a breadwinner would have provided. This naturally means that the higher a
person's income the higher the payments they receive.. In the outburst of sympathy for the victims (and appeals for funds) there was
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very little direct discussion of the fact that these appeared to be a
relatively prosperous group of victims. Those on the airplanes would
normally be expected to have the high incomes of those that fly.
Those who were in the twin towers were on average very well paid
workers. The published occupations for most of the workers are
things like bond trader (Cantor Fitzgerald, a bond trading firms was
the employer of the largest number of WTC workers killed), investment manager (Fred Alger Management Inc was hard hit), banker,
broker, etc. which are known to draw very high salaries (usually supplemented by large bonuses). The twin towers were occupied by such
firms as the Bank of America Corp., Kemper Insurance, Lehman
Brothers Holdings Inc., Credit Suisse First Boston and Sun Microsystems Inc. The brokerage firm Morgan Stanley Dean Witter was the
World Trade Center's largest tenant.2
The World Trade Center was premium office space, with many
offices offering a view, and commanding premium rental rates. Firms
normally rent such space only for their highly paid employees and
immediate support staff (their secretaries and receptionists, for instance). Frequently financial service firms rent space in a lower rent
area for their "back office" processing functions, which have large
number of moderately paid clerical workers. While there were certainly some lower paid workers (restaurant workers, cleaners, security
guards, and firemen) the victims do appear to be well above average
in income and wealth.
Paradoxically, the high status of those injured may have helping in
getting them aid. The very influential New York media people and
other members of the establishment often knew victims. It is easier to
feel sympathy for those you know than for those who are merely
names in another part of the country.
From a public policy viewpoint it is hard to provide a rationale for
aid to these victims while victims of many other disasters are left dependent on private resources and charity. In addition to Federal aid,
many victims received very generous aid from private charities. The
Red Cross alone raised nearly $500 million to help the victims of the
Sept. II terrorist attacks. The Red Cross had trouble finding enough
victims to give the money they raised to. Even with no federal aid, the
victims would have suffered less than the typical victims of disasters.
Outside of this program the Federal government provided for re2

See http://www.thestandard.com/article/0,1902,28955,00.html
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funds of income taxes paid by the victims of terrorism in this year and
in the previous year, with a provision that a minimum of $10,000 be
provided to the family of each victim. It also shielded the first 8.5 million dollars of victim's estate from the estate tax. The government victim's web site estimates the estate taxes that would have been paid by
someone leaving an estate of $8,000,000 to be $3,047,050 and notes
that this would not be owed by a WTC victim's estate (see
http://www.usdoj.gov/victimcompensation/faq5.pdf).
In terms of tax policy it is hard to make a rational case for these
provisions. Why should two (otherwise identical) rich individual's heirs
be treated differently just because one died in this disaster and another
died in different type of disaster?
In understanding the politics here, it should be realized that different committees handle tax matters and transportation matters. If a
cause is popular (as aiding the victims was) each committee desires to
do something. The total aid may be greater than would have been
adopted if a single committee had designed the whole program. With
two programs designed separately (and under time pressure), coordination will be poor, or zero.
The program aims to reimburse for all economic losses (such as
lost wages for those killed and medical expenses for those injured (for
a description see http://www.usdoj.gov/victimcompensation/faq5.pdf).
The lost wages are based on earnings for the last three years and incorporate expected wage increases, including those resulting from
younger workers being promoted or moving to better paying jobs, as
well as the increases that occur reflecting inflation and growth in the
economy. The number of years a worker would work is estimated using
data for males. The use of male data benefits females. Females typically quit working earlier or cease working for family obligations.
There is a deduction for the deceased's expected living expenses and
for taxes he would have paid. The difference is to be discounted at
rates based on Federal bond rates. This formula would be used for
worker earning up to $231,000 (which covers 98% of the US
workforce). Higher paid workers (of which I am certain there are
many) would be handled on a case-by-casc basis. The special master
claims the rules were designed to be on the generous side (as one
would be expected of a program designed by one who hears complaints
from those who did not get what they wanted, but does not hear from
the taxpayers who pay for it). The program gives for non-economic
losses $250,000 to each spouse, and for each other dependent $100,000
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(Associated Press 2002). The average pay out per person was to be
$1.85 Million (Associated Press 2002).It will probably be even higher
when the case by case determinations are made for the highest paid
workers. The total benefits are reduced for life insurance and similar
benefits. However, they will not be subject to Federal income taxation.
Certainly sums this large would be of great use to the families of
many others who happen to die, perhaps in very similar circumstances.
It has been frequently pointed out that the victims of the Oklahoma
City bombing did not receive government benefits of this magnitude.
The families of the soldiers who are killed in war (even the Afghanistan war that resulted from the WTC attack) do not receive such generous benefits. Firemen and policemen killed in other incidents (even
those where they deliberately risked their lives to help the public) do
not receive as much aid. While in many cases the beneficiaries were
dependents (spouses and children), there are undoubtedly many cases
where the closest relative suffered no real economic loss (say a brother
or parents in another state) and perhaps very little emotional loss (say
the closest relative was still a very distant relative). One might also
question the public policy wisdom of penalizing those who had taken
out life insurance by reducing their benefits by the amounts they received.
In addition, many of the victims received benefits from charities.
These amounts were very large and it appears the Red Cross and other
agencies had collected more money (even on a per capita basis) than
had been collected for other disasters. The Federal government gave
additional assistance by forgiving income taxes. New Jersey put in a
special college scholarship program for the children of victims. There
was indeed a great outpouring of compassion.
Admittedly those receiving aid were required to give up their right
to sue. They also had their benefits reduced for other sources of aid
they would have received such a life insurance and social security. It is
hard to know how much these people's right to sue that they gave up
was worth. It is far from clear that the building owners or airlines were
negligent and a court case could easily have brought them nothing. It is
clear, that much of the proceeds of any lawsuit would have been consumed by lawyer's fees and that it might have been years before the
beneficiaries actually received anything. There would have been an
emotional toil in going through a lawsuit. It is also clear that the defendants in any suits would have had high lawyers' fees. The government in
reduced corporate income taxes would have paid part of these fees.
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It not clear what distinguishes the trade centre destruction from the
many other instances where a person dies or is injured, and the WTC
case promotes reflection on such other instances. Every fatal automobile accident leaves victims. The state does not currently offer them
payments in lieu of their right to sue. Large savings could be made in
legal costs if victims were automatically compensated without an expensive trial. Indeed, there has been much discussion of the case for nofault automobile insurance. Even then, it was expected that those
benefiting from the insurance would pay for it. It is virtually certain that
the average automobile victim is much poorer than the victims of the
World Trade Center attacks.
The explanation for the program must lie in the political advantage
of a program that appeared to aid both the airlines and the victims.
Even then, it probably took an environment where the politicians were
under pressure to do something. Because the victims were typically well
off-educated New Yorkers and were known to opinion leaders in the
media and elsewhere, it was possible to adopt a program that gave
money to corporations and wealthy individuals. Many have noted that
the Oklahoma City bombing did not result in any similar aid program
for the victims. I suspect had the attack hit any other areas than Manhattan and Washington, the same number of causalities would not have
resulted in a program comparable to the one that was adopted.
Conclusion
With even a little economic analysis the emergency program to aid
the airlines adopted after the events of September 11, 200J appears to
be inconsistent with widely accepted ideas of equity and efficiency. It
appears to be a program that did little to maintain essential services
and assisted well off individuals rather than the poorer ones.
It is likely that if the legislation had been delayed for a few months
and discussed it would not have been adopted. As it was rushed through
without much thought, this shows the problem of legislating in a crisis
mode.
References
The relevant legislation can be found at http://www.ustrcas.gov/atsb/hr2926.pdf
Associated Press
2002
"Feinberg Unveils Victims Fund Final Regulations, Increases Number Of
People Eligible, Boosts Award Amounts" (March 7, 2002) at:
http://abclocal.go.com/wabc/news/WABC_030702_victimsfund.html

Volume 27 Number 1, Spring 2002

LICENSED TO UNZ.ORG
ELECTRONIC REPRODUCTION PROHIBITED

64

Edward M. Miller

Hurtado, Patricia
2002
"Family of WTC Victim Sues American Airlines", April 8, 2002, located at:
http://www.newsday.com/news/local/iiewyork/nysuit0409.story7coll=nyhome
page-more-breaking-news
Lewandowski, Beth
2002
"Mineta sets end of April for Reagan Airport to open fully" March 14, 2002
Posted: 4:08 AM HKT (2008 GMT), CCNN. Found at:
http://asia.cnn.com/2002/TRAVEL/NEWS/03/13/mineta.reagan.airport/
TSC Staff
2001
"America West Flies High After Reaching Deal With Government,"
12/31/2001 see:
http://www.thestreet.com/markcts/niarketfeatures/10005994.html

The Journal of Social, Political and Economic Studies

LICENSED TO UNZ.ORG
ELECTRONIC REPRODUCTION PROHIBITED

65

THE DEBATE ON AIRLINE SUBSIDIES - 2

Should Airlines be Subsidized in an Emergency?
The Libertarian View
Jennifer Dirmeyer, Fred Tulley, Walter Block'
Loyola University, New Orleans
The authors apply the theory of an unhampered market economy to
the post-September 11 situation of the airlines in the United States, and argue that a government bailout ill-serves the market, misdirecting resources
and retarding a consumer-driven adjustment of supply and demand to reflect the new realities of the marketplace.
Key Words: Airline bailout, economic role of government, market as allocator,
entrepreneurial function, effects of government economic intervention, bailouts and
employment, trade unions and the airline bailout, market self-regulation.

I. Introduction
Demand for air travel is down in the U.S., and we must ask whether
the U.S. government is not giving billions of dollars to an industry that
consumers no longer wish to support at previous levels?
The arguments given in favor of the post-September 11 bailout focus on different issues, but the underlying theme in each of them is that
there is a role for government to insure the viability of the American
economy. Those, like the present authors, who oppose this viewpoint
hold that the market itself plays precisely this role through the forces of
competition and the allocation mechanisms of price and profit. They
maintain that the most important element in the market is the entrepreneur who works to correct any lack of coordination through his selfinterested profit-seeking. In taking money away from those who perform
this function and giving it to the airlines, politicians disrupt the very
economy they are supposedly trying to save. In this article we will consider and several of the most prevalent arguments made in favor of government's subsidizing the airline industry.
/. Unexpected attack
The first argument in favor of subsidies in the present circumstances
is that the terrorist attacks on September 11 were an unexpected occurrence. John S. Irons says, "...The events of the past week were an unexpected occurrence and had nothing to do with the fundamental viability
of the industry (Irons, p. 1)."
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