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	Airline Pricing Experiments and Discounts
A Look at Costs in the Airline Industry
Part 2 of a 3 part analysis of Commercial Aviation

"In our unsuccessful pursuit of profits, we have made our pricing so complex that our customers neither understand it nor think it is fair...
We absolutely must find a way to bring value back to air travel."
- Robert Crandall, 1992, discussing American Airlines new Value Pricing Initiative 

Current Pricing Structure is Broken 


Over the past year some airlines have begun experimenting with changes to their pricing structure. Low-cost carriers like Southwest, jetBlue and AirTran, in addition to lower fares, have always had simpler fare structures. For example, jetBlue has only 4 booking classes, 14-day advance, 7-day advance, 3-day advance and walkup. All fares are non-refundable but can be changed with a $25 fee. The highest walkup fare is never more than twice the lowest 14-day advance fare. Although airlines acknowledge that the current pricing structure is broken, they are loathe to reduce business fares since they feel that the degree of traffic stimulation will not make up for the loss in revenue from lower fares. 

America West Simplified Structure a Success 


In March 2002, America West introduced a simplified structure for fares throughout its network. They reduced business fares (without Saturday night stay restrictions) by over 50% on many routes. Simultaneously, they removed steeply discounted leisure fares from distribution channels like consolidators and Internet sites like priceline.com and Hotwire. The main motive was to improve the mix of traffic by seeking business travelers who would be sensitive to price, replacing low-yielding leisure travelers. America West had a very low percentage of business travelers to begin with and hence had little to lose if the move failed. 

This move prompted severe retaliation from other carriers who had to reduce business fares on competing routes. These carriers, who had much more business traffic than America West, have more to lose from lower business fares. They introduced massive sales on flights in and out of America West's Las Vegas and Phoenix hubs, hurting America West's hub O/D revenues. Despite the retaliation, America West has seen some gains in business traffic. 

The Wall Street Journal has recently reported that this move was a success. According to the report, America West increased their mix of business travelers 4% points and raised their share of total US passengers .6% points or 18%. 

Network Carriers Experiment with Pricing 


Since August 2002, Delta started experimenting with lower business fares in a small set of city-pairs. Business fares were lowered by 20% on routes connecting through their hubs. American Airlines also started their tests in November on routes out their DFW hub and some connecting city-pairs. AA cut fares by 40% and simplified the pricing structure to just 4 fare classes. In January 2003, United lowered walk-up fares through its ORD and DEN by 40%. 

The results of all these pricing experiments have been inconclusive and none of the majors have expanded their new pricing to the rest of their network. The counter argument from competitors like CO and NW is that whatever little business travel that has been stimulated by the lower fares hasn't made up for the lost revenue from lower fares. Consequently, the moves have lowered total revenues. The fare cuts may have to be steeper, as high as 60%, before an airline sees significant stimulation in business traffic. 

Corporate Discounts Will Continue 


Once the pricing side of the equation is fixed, what will happen to discounts? As walk up business fares rose over the years, so did discounts. In competitive markets such as New York it was not uncommon for the largest companies to enjoy discounts of unprecedented proportions off full fares. If an airline raised the walkup business fare 3% in a year, chances are that their largest corporation realized a similar increase in discount effectively nullifying that of the raised ticket price. In less competitive markets it is common for smaller companies to enjoy lane fares that equate to similar discounts off these rack rates. So what will happen to these discounts if published fares go down? 

Surprisingly, these discounts are still in play in markets that Delta, American and United are experimenting with simpler fare structures. On a flight from New York's JFK to Long Beach, where American recently slashed their fare from over $1200 to $299, they still allow corporate discounts. So it is possible that some companies are enjoying a $120 fare in this market when factoring the biggest discounts in the New York area! In markets such as this one, we expect that American will maintain these discounts in the short term as they are clearly sending a message to a particular carrier. However, if the majors ever truly change their fare structure, a la America West, then discounts must also change. 

eCLIPSE Advisors fully expects corporate discounts to stay in the market, the question is: what will tomorrow's corporate deal look like? Currently there is a glut of supply in the market. As long as a company can influence traveler's choice there will be suppliers willing to sell that seat at a discount. And the carriers agree too, as witnessed by the millions of dollars carriers like Delta, United and Northwest have invested in measurement software such as Prism. So the question remains, what will the future of corporate discounts look like? In the short term we expect to see tighter enforcement, in the longer view we expect more reasonable discounts that max out at the 15% - 20% level with more lane fares negotiated in competitive markets. Large face value discounts will wither away as published fares become simpler. However, corporate programs will become more complex as carriers become more sophisticated at leveraging their network and discounted selected markets and classes of service. 

Only 41% of Contracts Meet Hurdles 


We reviewed 110 air contracts that were held by 28 different corporations and found that in 45 of the contracts corporation consistently met their contracted obligations; in another 37 contracts they were not close to performing; and in 28 cases the corporations were either sporadically hitting their goals or at least coming close. During the past year, there were three contracts that were not renewed with these corporations, and one, which was pulled. That is four out of 65 non-performing contracts or 6% of failing deals. How can we take hurdles seriously when the carriers honor 94% of the contracts that the corporations do not? 
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A 41% success rate sounds like an indictment on the corporations for not meeting their contract obligations. However, the answer is not that easy. We identified three main reasons clients do not meet their contracted obligations. First, we found that 12% of the time there has been a shift in the company's travel. This is especially true in contracts that have revenue and segment hurdles, or in cases where the market is split between two carriers, one of which has a share requirement and one has a segment requirement. A drop in total segments often makes this mathematically impossible. Second, 60% of contracts are absurdly constructed. In these contracts, the carriers have justified their discount with unrealistic goals. The carriers know these goals are unattainable but say they need this to "make our model work". Instead of fixing their models and negotiating fair deals, they instead justify the program with unrealistic goals. In many cases the contracts are poorly designed, both the corporations and the airline know that the hurdles are unattainable but maintain the agreements for a variety of reasons, this is especially true in the 15% of contracts that are almost performing. Finally, in 28% of the cases, the client is making little effort to work with that carrier either because of a weak travel policy or because they are focusing on other carriers. In many cases this apathy is a result of years of failing to negotiate realistic contracts. 
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As airlines struggle to fix their pricing problems, it is imperative that they also fix their discounting problems. They have invested in the technology, now its time to set realistic expectations based on fair market share benchmarks (QSI) and consistently hold clients accountable for their contractual hurdles. Hopefully in the future we will no longer hear, "I need this to make my model work." As a response to a 50% share requirement in a market a carrier has a 1% fair market share. 
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About eCLIPSE Advisors
eCLIPSE Advisors is a travel procurement firm that offers a global suite of air, hotel and car procurement services designed to improve the travel procurement process and optimize savings and performance on corporate travel contracts. eCLIPSE solutions currently manage in excess of $3 billion in airline, car rental and hotel expenditures for Fortune 1000 Corporations, including twenty-five of the BTN Corporate 100 companies. For additional information about eCLIPSE Advisors services please contact at:




Corporate Airline Procurement
Keir Lieberman
+1 415.821.2684
klieberman@eclipseadvisors.com
www.eclipseadvisors.com 

  

Corporate Hotel Procurement
David Caldwell
+1 215.977.4751
david.caldwell@eclipseadvisors.com
www.eclipseadvisors.com 

 

Corporate Airline Procurement - Europe
Hardy Vogel
+31 365.213.781
hardy.vogel@eclipseadvisors.com
www.eclipseadvisors.com 

  

Corporate Hotel Procurement - Europe
Bill Hemmings
+44 771.031.8626
bill.hemmings@eclipseadvisors.com
www.eclipseadvisors.com 
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