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Airlines vs. Hotels

In terms of the corporate travel pace and other current trends, today’s Delta investor day was
slightly more constructive than this week’s other updates from their airline peers. But we'll come
back to all this airline commentary in the weekly note. It's not great, but it's really not much
worse than what we had already heard on the hotel side.

What I'll do here is use some of Delta’s charts to look a bit further out, and dig deeper into the
connection between an airline recovery and a hotel recovery, in 2023 and beyond. During the
early stages of reopening, I think many of us were eyeing airline capacity (and airport chaos) as a
potential brake on travel volumes, and we’ve now made it through that phase. But I’ve been
increasingly cautious about this next phase — like in this note in November:

I’'m getting more interested in the airlines as agents of hotel demand destruction,
particularly in this segment of business travelers that still haven’t returned...

In any business, you want your complementary products and services to be as
commoditized as possible, and hotels have benefited over the long term from the airlines’
hapless descent into commoditization and price competition. If the airlines have finally
turned the corner, and they’re able to charge more for less — whether you attribute that
to their own stories about brand value, or just to less competition and capacity — it could
be a new constraint on travel volumes relative to the pre-Covid equilibrium.

And I know that sounds a little theoretical, so I’ll try to bring it down to earth. Why would
airlines benefit more than hotels from the same demand recovery? And could they really go
further and become proactive “agents of demand destruction”?

Let’s start with the first question, and the most obvious answer. In comparison to the hotel
sector, airlines have taken out a lot more supply:
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This did not start with Covid, either. Airline supply growth has been lower than hotels for a long

time, and their occupancy (“load factor”) has been steadily rising:
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Given the dramatic long-term “RevPAR” growth implied by the first chart above, why have
airlines remained such a lousy business? It’s a long story, but if we stick with the hotel
comparison, we might just start by noting that the product is more commoditized, and the pricing

is even more competitive.

When you start to unpack this further into trends like the rise of the low cost carriers, the analogy
between a seat and a room starts to break down. In fact, I think Delta is already mixing two
different measures above: the +30% line is seats, but the load factors (and the chart on page 1) are
in the more standard industry metric of seat mzles. And the distribution of those miles matters
even more for profitability, in terms of different routes and plane sizes and so on.
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So it’s really these second-order factors that are driving the optimistic outlooks from airline
management teams. Next year, Delta hopes to be at 101% of 2019 capacity in terms of available
seat miles — but with (1) larger planes, flying (2) fewer and (3) longer routes:
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And yes, that could mean more pricing power. But it’s already a kind of “shrinkflation,” and
that’s what I was trying to point out in the quoted passage at the beginning. You could rewrite the
above chart from a passenger’s perspective, and show that each of these changes that help
Delta’s margins are making the average trip longer and less convenient. On average, travelers will
have to compromise a little more on their ideal departure time. On average, they’ll have a longer
drive to a more distant airport, where they’ll wait longer to board a more crowded plane.

These may be small differences, but they add up. So even if you held pricing constant, you would
expect some travelers at the margin to simply take fewer trips. And with corporate travel
especially, it’s important to tease that out from the other narratives we’re talking about. For
example, are CFOs now less likely to approve business class tickets because they cost more? Or
because of general corporate belt-tightening in response to macro conditions? Or because there
are more virtual meeting alternatives?

Sure, that could all be part of it. But even if none of these things had changed from 2019, and the
average business traveler could still get the same fare class approved at the same price for the
same origin and destination, we would still expect to see fewer trips — and thus fewer hotel room
nights — because the same trip is now a little longer and more difficult.

And on top of that, it’s entirely plausible that the efficient frontier has shifted for the airlines’
revenue management, to the point where they’re now pricing out travelers at the margin. After
all, in those pre-Covid decades they were pricing them 7z, with lower fares generating more trips.

In the long run, airlines have been a pretty safe industry to bet against, and my guess is that
they’ll find a way back to commoditization and price compression sooner than they think. But
right now, the stars may be aligning for a few years when they can really do some damage to
complementary travel sectors. First, by having more pricing power and taking a greater share of
that travel bundle on any given trip. And second, by shrinking the number of trips entirely.
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Unless otherwise noted, all data is from Bloomberg, S&P Global or company disclosures.
This report is restricted to PLRA subscribers and subject to the disclosures below.

PLRA is a REIT research publication for institutional investors.

Please contact sales@plranalytics.com for pricing and further information.

This report is approved and/or distributed by PLR Analytics LLC ("PLRA"). All trademarks, service marks, logos and trade
names are proprietary to PLRA or their respective owners. This report is proprietary, confidential and provided for the
exclusive use of the recipient.

PLRA generally prohibits employees and members of their households from maintaining a financial interest in the securities
of any company in our coverage. PLRA and its affiliates may have, or have had, business relationships with the companies
mentioned in this report.

PLRA does not provide individually tailored investment advice in research reports. This report has been prepared without
regard to the particular investments and circumstances of the recipient. The financial instruments discussed in this report
may not be suitable for all investors, and investors must make their own investment decisions using their own independent
advisors as they believe necessary and based upon their specific financial situations and investment objectives. Securities and
other financial instruments discussed in this report are not insured by the Federal Deposit Insurance Corporation and are not
deposits of or other obligations of any insured depository institution. In addition, income from an investment may fluctuate
and the price or value of financial instruments described in this report, either directly or indirectly, may rise or fall. Estimates
of future performance are based on assumptions that may not be realized, and past performance is not necessarily indicative
of future performance.

PLRA professionals may provide oral or written market commentary or trading strategies to our clients that reflect opinions
that are contrary to the opinions expressed in this research.

Electronic research is simultaneously available to all clients. This report is provided to PLRA clients and may not be
redistributed, retransmitted or disclosed, in whole or in part, or in any form or manner, without the express written consent
of PLRA. Receipt and review of this research report constitutes your agreement not to redistribute, retransmit, or disclose to
others the contents, opinions, conclusion or information contained in this report (including any investment recommendations,
estimates or target prices) without first obtaining express permission from PLRA.

This report is not intended for distribution to, or use by any person or entity in any jurisdiction or country where such
distribution or use would be contrary to local law or regulation.

PLRA daily and weekly notes are independently reviewed before publication by licensed supervisory analysts of IRC Securities,
a FINRA member firm registered as a broker-dealer with the SEC and certain state securities regulators. PLRA employees are
not registered representatives of IRC Securities. PLRA is not a registered investment advisor and is not acting as a broker-
dealer under any federal or state securities laws.
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