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On behalf of Continental Airlines and our 42,000 employees worldwide, thank you for the opportunity to speak today.

What I’m going to do is talk a little bit about Continental Airlines, talk a little bit about the airline industry and then also the challenges that face us. March 3rd is a very special day for the employees and myself and Continental Airlines. Five years ago, we began our first ever Hong Kong to New York route. It’s really quite a challenge because no other carrier in the world had attempted to do what we were going to do. And that’s for the 777 200ER to go up over the Pole when the longest route ever was the 777. And for the customers who sit and enjoy the experience, our world-class experience, you really don’t have an appreciation or comprehension about the work and the things that go on behind the scene, with respect to getting the flight off the ground. No. 1, we have to go literally to unchartered waters because we went over two Russian airspace, so it was the relationship issue of working with the Russians, making sure that we maintained contact and communication while in their airspace.

No other airlines have ever gone over the tops. Literally, the temperature, the fuel and those impact etc. To make a long story short, we’re awarded the route, we were successful in the plan and most importantly, we operated the flights safely and continue to do so five years later. I am really proud of the team to do that and I’m also very proud about the team here in Hong Kong. We have about 60 people here in Hong Kong who represent us, and it’s been a very, very challenging environment in Hong Kong. I’ve been with Continental Airlines for 29 years, which means I started when I was about 12. I started right out of college, and not dissimilar to our former leader, Gordon Bethune, working through the various operating groups, working through the various finance and business, sales and marketing. It really allows you to understand the business from the bottom up. I think that’s why we’ve been successful over the last particularly 10 to 12 years. It’s culture. It’s the people that make the difference in Continental Airlines. We were very honored to receive the Fortune magazine Best Carrier globally again. This is the third year in a row in what was probably the most challenging environment ever in the airline history. There’s a saying in the Tale of Two Cities that “It was the best of times and it was the worst of times.” I took over Continental Micronesia and the Pacific, in 2002. At the first board meeting, I said, “Well, I’m not sure you want to go through the entire PNL and the analysis. Let me summarize what’s happened; you had fuel war, war, typhoon, typhoon hangover, SARS and fear of SARS. Other than that, it was a pretty good six months and you made business. Gordon made appropriate comments back and said, “Well, these can only get better, and it has. Thanks to your team.” 

But what we’ve really done is probably operating in the most difficult environment, whether it be the fuel scenario. We started this route five years ago. Fuel per gallon was 78 cents. It currently is, five years later, about $1.87. How do you plan for that? How do you hedge that?

The business environment has changed materially, the operating environment has changed materially, and the world particularly as we’ve gone to new locations, particularly in China, which has grown substantially. The airline industry as a global business has lost over $9 billion over the last few years as a result of a number of issues, whether it be fuel, one of the upstarts (we call them the low-class carriers) has begun a new business model without what we call ‘legacy challenges,’ whether it be aging aircraft that require additional maintenance; seniority of our crews, seniority of our employees, or the very challenging pension liabilities issue that affects everyone, not only the airline industry. 

I read an interesting factoid that said with every car made by, I think it was GM, $1,600 was tied to the benefits of that car. That’s the challenge of the entire world of pension, the aging population. How do you continue to fund those opportunities going forward? As I said, it was probably the most challenging times in the airline industry. One famous CEO once said, “It’s a wonderful, wonderful industry, but oftentimes it’s a lousy, lousy business.”

At the end, it is really about the customer. As an industry that provides a critical function throughout the world, provides economic stimulation, provides the relationships between countries, and continues to grow the business in the travel globally. I couldn’t be more proud to be in Continental Airlines’s team in that regard. 

Our strategy in a difficult environment is really to plan ahead. In about 1995, when I was the vice-president of New York, we began our vision then under new leadership on a different focus both on the customers as well as people. We invested in the future by capital expenditures for the new Boeing aircraft. We spent over US$1.2 billion with the Port Authority, $800 million of our own to have a vision to grow internationally because we saw the landscape of the challenges domestically in the low-cost carriers. We began the process in mid 90s or so, completed around 2000 and expanded it particularly to the Transatlantic and also to the Pacific again, with the Hong Kong flight five years ago. We also serve Japan, both out of New York as well as Houston. We’ve recently begun to fly out of Nagoya to Honolulu. We had a vision for growth. We took the vision and expanded it. In fact last year, we added 16 international destinations. We have the largest hub and obviously a very critical hub in the New York area. Similarly, we took our vision and moved to Houston, Texas, which is our hometown, and looked at the Latin traffic opportunities. We completed last year about US$450 million capital expenditure working with the Houston Airport Authority to make it a global world-class connectivity hub, particularly for Latin America. We serve 284 destinations worldwide, more destinations than any other carrier. We’re very proud of the product we provide as well. We had a vision, if you will, in two large points because we knew the challenges coming domestically. In fact last year, the total ASM, which is available seat miles, one seat one mile, 42% of our ASM were in fact internationally based and focused. In the domestic environment, low-cost carriers now represent nearly 30% of available seats. So it’s critical to grow internationally. I’m very honored to critically grow in the Pacific, both to Hong Kong as well as to Japan, as we’ve talked about. Talking about the industry kind of moving forward, what do we do, what are we looking at particularly in the Pacific? We were one route case particularly with the US-Sino bilaterals. We began service from New York to Beijing last year, June 2005. We’re looking forward to the route case, which we filed hopefully soon for 2007 to begin flying from New York to Shanghai. In anticipation of that, we’ve actually purchased two 777 ER aircraft to fly the route.

We’ve begun to open an office in Shanghai. We’re able to take reservations there at this time and begin the process for hopefully a positive court case in 2007. We see China as the place for growth opportunities and again we talk about a five-year period, the doubling of passenger travel just in the last five years in China. We also forecast that will double again by the year 2008. Clearly, it’s some place we want to be. Continental Airlines is willing to invest. We believe it’s the way of the future both in terms of China, and we’ve also grown in India with the New York to Delhi service last year. Last year, we had ASM growth of nearly 20% across the Pacific. The Beijing route has, on a relative basis, done better than any other of our first starts, if you will, of a Pacific flight operation in the first seven months. We’ve been talking about business. First, our standing product that we provide for customers both on the ground and in the air has been hugely successful. Many of you know the US-Sino bilaterals will allow again additional flight opportunities in 07, 08 and 2010, at which point there will be 249 destinations for the US and Chinese carriers. We absolutely want a seat at the table and look for the continued growth, however we possibly can, and hopefully Shanghai in March 2007.

What’s the future of the airline business? We believe it’s in the international arena. We believe very strongly that it’s in the Pacific arena, as is evidenced by our growth. The Guam business scene I also work with as well. We’ve seen some returning Japanese traffic through our Guam hub and we’ve been successful in terms of working a number of different initiatives, with some growth from Nagoya to Honolulu. So really the Pacific Rim is key to our vision and key to our success going forward. The only challenges that I see in the environment are competition. In terms of domestic competition, we have some very formidable competitors, people who are currently in bankruptcy, come out of bankruptcy with a cost structure that’s very competitive. 

What we’ve done is, we’ve actually worked with our employees. We’re able to realize nearly $500 million of labor, and concession and productivity improvements, consensually with our unions because we sat with them, with trust, and said, “We’re at a fork of a road. We have two ways to go. We can either make some very, very difficult decisions, and here is the outcome if you go with us.”

That outcome will be growth. We’ll look to add additional airplanes. We were the first US carrier to sign for the 787 airplane as well. We ordered 10 and there is an option for two. So working with our employees makes a difference. We’re able to save $500 million of their overtime. We’re able to look internally and save nearly $1.1 billion we call non-value added expenses, because of the challenges that we have in the fuel environment. The success we’ve had is components of our employees, components of relationships just like we give back in many areas. It’s also our relationship with our employees. They make a difference on the people and ultimately on the product. 

Questions from the floor:

Q: (Unidentified) What you think the 787 will be doing when they come online for you?

A: We are actually at a critical point of making that decision over the next few months. I believe it would make an awful lot of sense of running them in the Pacific. We’ll probably be deciding that in the next couple of years. I think most of them will probably end up in the Pacific. Without doing another public service announcement for Boeing, what a tremendous airplane. I mean, it’s new generation. It’s true. We gave a presentation to our employees yesterday. 787 is just phenomenal technology, composite material. You don’t have to make the necessary changes, particularly in the maintenance side because it’s all one single unit. A terrific vision with respect to e-commerce. We talked about that at our luncheon as well. You can’t get it here fast enough. Boeing has been a terrific partner with Continental Airlines over the years even during the difficult times. I don’t know if there are any Airbus people here, but it’s not personal.

Q: Jon Zinke – Just curious what your views are on liberalization of air services in Hong Kong, Open Skies or whatever they call it. Whether that affects Continental and what you may be doing about that?

A: The China talks again increase in April. That will be mainly with China. With respect to Hong Kong, I really don’t know when the next scheduled talks are, because many times just like speaking with the Japanese, there are certain things that the US carriers want that the home carriers are simply unwilling to give. Similar challenges exist in Heathrow, particularly with the EU’s Open Skies as well. Really not looking at any discussions in Hong Kong side as well. We’re confident in the market place where we’re now, and we look potentially at some additional flight segments, as we become aircraft richer.

Q: Neal Horwitz – Can you talk for a second about the cargo. At HKIA, they’re staggered by the amount of increase in profit they had overall in cargo. Although I know you focus on passengers, clearly in terms of value, the cargoes for most carriers are much more integral components. Just what is your strategy on that in Asia Pacific?

A: Actually, we call ourselves really a combination carrier which functions as a passenger and freight and mail airplane. We have no plans at this time to go out and purchase an all-freight dedicated airplane. There are a number of very, very strong competitors here in the Pacific, whether it be Fedex, UPS, DHL and also some of the foreign carriers who are freighters only. I don’t see us moving forward at all in the purchase of freighters particularly for the Pacific. The capital outlay at this time, over time, we don’t see it as quite as lucrative, particularly when such strong carriers have been either freight forwarders or freight carriers. We don’t see any growth in that area at all. That said, we do a terrific job out of both Beijing and Hong Kong. Literally, our team focuses on every available cubic space as well as every weight opportunity we have, but I cannot see us purchasing freighter airplanes going forward. 

Q: Steve DeKrey, HKUST Business School. Mark, thank you for those remarks. I believe you said 30% of all seats are budget airlines, which seems a very dramatic number. What do you see going forward? Will the big guys be able to hang on?

A: Yes, it was nearly 30% of the total ASMs in US, and that number has almost doubled over the last 10 years. Obviously you have the Southwest effect that continues to grow. You also have a couple of upstarts like Jet Blue, out of New York area; you have Air Tran, out of the hub in Atlanta particularly. And then you also have various carriers out of frontiers in Denver and some other critical mass. I believe that over time, they will continue to take over or dominate, if you will, the growth factor domestically. 

The only reason that the airlines have actually done reasonably well, as you’ve seen some positive reports on RASM which is revenue per available seat-mile, is that as the result of some of the bankruptcies of both Northwest, Delta, United, the bankruptcy pulled down some domestic capacity. They too have a good planner and they see the future is in the international. You’ve seen some of their carriers literally move their traffic internationally. They’ve all made some difficult decisions in terms of employees and with respect to fleet. So I think what you’ll see is a kind of hybrid.

We have still to be big in the domestic system to feed our hubs. At the end of the day, it’s a hub in spoke concept. Even if we’re to grow 5 to 7 % over a number of years, and that’s literally as counters go. To continue to grow at that level, it would take us a number of years to say be the size of American Airlines. They are a very, very large carrier. That said, we’re also the fourth largest carrier in terms of ASM. We recently passed Northwest. We have to feed our hubs, and all different hubs. And we’ll continue to do so. You’ll see domestic growth, but you’ll more so see international growth.

Q: Mark Michelson – You’re talking about growth, and one of the ways of growing is I guess forming alliances with various other airlines. There are two big ones we all know. There are other smaller ones. What’s Continental’s view of that and the future of these alliances going forward?

A: One of the other jobs I have is on the executive committee of Sky Team Alliance. It’s a terrific alliance, we believe. We serve nearly 660 locations throughout the world in the alliance we recently joined. We’re working with our partners in China, China Southern. We’ll be looking for them to sign an MOU for joining sometime in 2006, and hopefully hit the initiatives, if you will, for 2007. Aeroflot has done an outstanding job of coming to the new century both in terms of safety and service and technology; and we’re looking for Aeroflot to sign an MOU, hopefully in the next few months. You’ll see that in growing that part of the world, alliances are absolutely key to us. We will hopefully, over time, have both coach and frequent flyer lounge reciprocity, particularly with China Southern. But we also have other relationships in China, and hopefully look for other opportunities throughout the world. Alliances are important to us.

Q: (Unidentified) I know that there is a significant debate as Boeing puts forward its case for the 787 on more point-to-point and Airbus with their big A380 said no, big amounts going from main hub to main hub. I’m just wondering your views on that and how you see that going forward.

A: We chose a certain track when Gordon Bethune was with us and he was with Boeing. He actually is a strong supporter of Boeing, not only from a product perspective but also a service perspective, and a performance objective. But we just have a different view. Boeing was looking at a semi-supersonic airplane in terms of speed. But as they did the analysis, it was a cost issue. Is the customer willing to pay more money if you are to invest capital in that product? That’s really what it’s about. Whether it be onboard products, whether it be flying out of different airports with expenses. We did the analysis. In Japan, you have Narita Airport. But in IATA we are open in 2009.

We believe we’re going to see more point-to-point flying, particularly as we had Asia. We think the 787 is the right-sized airplane to get us to those reasonably-sized cities. We don’t see it the same way with respect to an airplane landing with 600 people on it. A: Russell Barling from SCMP – You said international is the future. You have an eye on the Pacific. I’m just wondering whether you can let us know what proportion of your operating costs labor represents for you? And how do you expect to be able to compete with the Asian carriers over here with that hanging over your head?

A: There is good news and bad news. Labor is no longer our highest cost. It’s fuel. But it used to represent approximately 24% of our costs. You’re absolutely right. It’s about the unit cost of delivery. But we don’t believe we need to be the cheapest out there. Gordon used to use the analogy: You can take so much cheese off the pizza that people won’t buy the pizza. He’s absolutely right. You can’t have a product that people don’t want to pay for. We believe in having industry standard, by having a better product onboard the airplane and on the ground. We actually get a little bit more for a dollar, for a seat. We focus on the balance between revenue and cost. Hopefully we’ll get the margin. 

That said, it’s the most difficult time in the airline business. We lost $205 million last year. It is our goal to return to profitability in 2006. It’s predicated oftentimes on fuel and sometimes on global events. But if you think about it, we’re not as big as some of the other carriers. We’re big; we’re the fourth largest in US. This year, we’re an $11 billion company. And your goal is to make a dollar. Interesting business. But if we can get a break on fuel, if we can manage the growth, if we can manage providing a great product, our goal is to break even and make a buck in 2006.

