UNCTAD/ITCD/CLP/Misc.13

UNITED NATIONS CONFERENCE ON TRADE AND DEVELOPMENT

RECENT DEVELOPMENTS IN TRADE
AND COMPETITION ISSUES IN THE SERVICES SECTOR:
A REVIEW OF PRACTICES IN TRAVEL AND TOURISM

by

Phillip Evans
(Consumers’ Association of United Kingdom)

UNCTAD Series on
Issues in Competition Law and Policy

UNITED NATIONS
New York and Geneva, 1999



NoTE

Symbols of United Nations documents are composed of capital
letters combined with figures. Mention of such a symbol indicates a
reference to a United Nations document.

The views expressed in this volume are those of the authors and do
not necessarily reflect the views of the United Nations Secretariat.
The designations employed and the presentation of the material do
not imply the expression of any opinion whatsoever on the part of the
United Nations Secretariat concerning thelegal status of any country,
territory, city or area, or of its authorities, or concerning the
delimitation of its frontiers or boundaries.

Material in this publication may be freely quoted or reprinted, but
acknowledgement is requested, together with a reference to the
document number. A copy of the publication containing the
quotation or reprint should be sent to the UNCTAD secretariat at:
Palais des Nations, 1211 Geneva 10, Switzerland.



Preface

The basic mandate for UNCTAD’s work in the area of competition
law and policy is provided by the Conference itself and by the Set of
Multilaterally Agreed Equitable Principles and Rules for the Control of
Restrictive Business Practices (adopted by General Assembly resolution
35/63 of December 1980), which constitutes the sole universally appli-
cable multilateral instrument in this area, although it is not alegally bind-
ing instrument. In the implementation of this mandate, the UNCTAD
secretariat prepares studies on different competition issues, services
annual meetings of UNCTAD'’s Intergovernmental Group of Experts on
Competition Law and Policy, and undertakes technical assistance, advi-
sory and training activities for developing countries and countriesin tran-
sition, aimed at assisting them to adopt and effectively implement national
competition laws and policies, to establish appropriate institutional mech-
anisms and procedures, and to participate effectively in the elaboration of
international rulesin this area.

At the present time, UNCTAD is heavily involved in the preparations
for UNCTAD X, to be held in Bangkok, in February 2000. Moreover,
UNCTAD’s I ntergovernmental Group of Experts on Competition Law and
Policy, meeting at its second session (7-9 June 1999), acted as preparatory
body for the Fourth United Nations Conference to Review All Aspects of
the Set of Principles and Rules for the Control of Restrictive Business
Practices, scheduled to meet in September 2000.

In addition to this, the World Trade Organization (WTO), at its
Singapore Ministerial Conference (9-13 December 1996), decided to
establish a Working Group on the Interaction between Trade and Compe-
tition Policy at WTO, and decided, inter alia, that this Group would draw
upon work in UNCTAD and the contribution it can make to the under-
standing of issues. Further, it encouraged cooperation with UNCTAD, to
ensure that the devel opment dimension is taken fully into account.

To help fulfil these mandates, the UNCTAD secretariat is issuing a
series of papers with the aim of providing a balanced analysis of issues
arising in this area, and addressed to governmenta officias, officials of



international organizations, representatives of non-governmental organi-
zations, business people, consumers and researchers. While the series
would best be read as awhol e, each study may also be read by itself, inde-
pendently of the others. The main objective of publishing these papersis
informative, for background use by delegations, and they are part of the
process of capacity-building in the broad areas of competition law and
policy and competitiveness in globalizing markets. The papers are pub-
lished under the name of their authors; however, the views expressed
therein do not necessarily reflect those of UNCTAD.

This series of papers has been made possible thanksto voluntary con-
tributions received from the Netherlands and Norway. These contributions
are gratefully acknowledged.

f _.-'-;{J Ij”fﬂ:ﬂ?j{'.’:'}-‘)
Rubens Ricupero
Geneva, August 1999 Secretary-General of UNCTAD



Executive summary

This study is designed to map out the market structure and
private anticompetitive activities that have been thrown up by
recent developments in the air transport and travel and tourism
markets. It is structured as an attempt to marry together the two
approaches that the author thinks are needed to address the issue
adequately. On the one hand one has to be able to chart the macro-
economy issues that direct and shape the nature of the air travel
and tourism markets. On the other hand, one aso has to be able to
look at the way in which the consumer behaves in the market and
how he takes decisions about travel. The author believesit isonly
through approaching the issue from both directions that one can
really get atrue view of the market.

In this light the study is structured in four sections. Part |
looks at theissue of how the consumer isreached and how the con-
sumer takes decisionsin travel markets. Of particular interest here
is the focus on distribution mechanisms and the tour operator/
travel agent relationship. Part 11 looks at the devel opment of avia-
tion aliances and the disuncture between the national/regional
nature of aviation regulation and the increasingly globalizing
industry. Part I11 looks at the hotel sector and the matrix of issues
that face playersin theindustry and at the relationship between the
sector and the distribution mechanisms by which consumers
access hotels. Part |V attempts some conclusions and recommen-
dations for future work.
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I ntroduction

1. Analysing competition in the services sector isalwaysapeculiarly dif-
ficult job. The provision of servicesinvolvesadirect and closerelationship
between buyer and seller, and the nature of their relationship cannot always
be rationalized in a standard market model. The regulation of services has
al so tended to be different from the regulation of goods insofar as services
are very often tied closely into products and often form the “soft” or
culturally specific element of the overall offering.

2. Thetravel and tourism sector, while arelatively recent phenomenonin
its present form, has been with us for centuries. An extremely insightful
comment from Hippolyte Tain (1828-1893) illustrates the lack of change
in tourism over the past two centuries: “ There were essentially six kinds of
tourists. The first travel for the pleasure of moving, absorbed in counting
the distance they have covered. The second go with a guidebook, from
which they never separate themselves. ‘ They eat trout in the places it rec-
ommends and argue with the innkeeper when his price is higher than the
oneit gives. Thethird travel only in groups, or with their families, trying
to avoid strange foods, concentrating on saving money. The fourth have
only one purpose, to eat. The fifth are hunters, seeking particular objects,
rare antiques or plants. And finally there are those who *‘look at the moun-
tains from their hotel window . . . enjoy their siesta and read their news-
paper lounging in a chair, after which they say they have seen the
Pyrenees’” 1

3. While the recent commodification of travel has altered the nature of
the travel market it has also given rise to new regulatory problems. The
flow of tourists primarily from developed to developed and from devel-
oped to devel oping countries has meant that competition and market struc-
ture issues in devel oped countries have had cross-border effects not previ-
ously encountered. Similarly, the trend toward globalization has placed the
national and regional nature of the regulatory system under increasing
strain. These and other questions are dealt with in this paper, which is
designed to map out the market structure and private anticompetitive activ-
ities that have resulted from recent developments in the air transport and
travel and tourism markets.



|. Reachingthe consumer: competition issues
in distribution

4. Thekey relationship in the holiday industry isthat between those who
supply the*holiday” package and those who retail these holidays. The sup-
plier, or tour operator, puts together the holiday package by negotiating
with destinations and operators in third countries. Tour operators operate
largely through the following routes:

e A subsidiary of a vertically integrated firm with a number of
related travel interests;

« Anentirely independent firm that specializes in putting holiday
packages together and selling them;

e A subsidiary of an airline; and

* Anoperator directly linked to atravel agent.
5. Thetour operator market is characterized by alarge number of small
playersand afew very large players with relatively large market shares, as
shownintable 1 below. Thistendsto lead, in most industries, to a position

wherethe larger operators face little effective competition because the size
of the next tier of competitorsis so small.

TaBLE 1
Tour operator market concentration, United Kingdom and United States

(Early 1990s)

Tour operator Number of major Major tour operator market
numbers tour operators share (percentage)
United States ¢.1,500 c.40 c.33
United Kingdom ¢.1,000 c4 c.60

Source: M. Thea Sinclair and Mike Stabler, 1997. The Economics of Tourism (London,
Routledge).
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6. The travel agent acts as a broker and retailer of holidays to the con-
sumer. The travel agent is the high street presence that most people think
of when they think of the travel market. In the role of broker, the travel
agent is presumed, and wished to be,? independent of the tour operator.
Thereis an interesting divergence of market structure between the United
States and Europe in this last regard. In the United States, around two
thirds of travel agents are independent agents without any ties to tour
operators or airlines. In contrast, in the United Kingdom for example, the
oppositeisthe case, with one third of travel agents being independent and
two thirdstied. Thistying of agents removestherole of the travel agent as
a broker and replaces it with the role of sales outlet. This change in role,
which is not necessarily clear to the consumer, is one of the key problems
for getting destinations to market and in dealing with the market power of
those travel agentsthat are tied to tour operators.

TABLE 2

United Kingdom and United Statestour operations sector analysed within the
structure-conduct-per formance model?

Element Evidence Driversfor change
Structural Number of Very many ¢.17m (UK)  Increasingly diversi-
elements buyers fied
Greater access to
information
Number of Very many c.1,500+ Europe—greater
firms (USA) concentration in
¢.1,000+(UK)— vertically integrated

athough gap between groups
largest groups and inde-
pendents very large

Size of firms Wide range—indicated  Increasing divergence

by: between few very
— capacity (No. of large firms and large
holidays) number of very small

—market share firms
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Structural
elements
(continued)

Barriersto
entry

Cost conditions
and structure

Diversification

Integration

Concentration

Product char-
acteristics

Generaly low sunk
costs except for large
and integrated entities;
casefor entry/departure
indicated by:

—firms' birth rate:
100% in 10 yearsto
1992 (USA); 100%in
8 years to 1993-1994

—firms' death rate:
USA and Europe
70%in 15 yearsto
1993-1994

Relatively high fixed

costs of contractual

arrangements but offset

by “ get out” clauses:

— potential for econo-
mies of scale and
scope

Generaly low except
for largest operators as
part of conglomerate

High: largest own air-
craft, hotels, travel
agencies facilities, e.g.
Thomson, First Choice,
Airtours

High as measured by
market share:

e.g. USA 10 largest
control 30%+ (1992)
UK 4 |argest control
60%+ (1994)

UK 10 largest control
70%+ (1994)

Heterogeneous: differ-
entiation, price
discrimination,
segmentation strategies

If taking on largest
groups. cost of entry
increasing

Cost of entry for
aternative channels
decreasing

If wish to stay small,
cost of entry low

Costs may increase
for independents with
consolidation among
majors

Growing diversifica-
tion/branding for
majors

Getting higher unless
aternative channels
used

Getting higher in
Europe

Becoming more
heterogeneous
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Element Evidence Driversfor change
Conduct Pricing behav- Governed by relatively  Increasingly untrans-
iour high elasticity of parent—e.g. “fluid
demand pricing” —not having
Recurrent price wars afixed price.
(not necessarily initi- Concentration may
ated by dominant com-  increase likelihood of
pany) aimed at: price leadership
—filling fixed
capacity
—securing market share
Advertising Relatively high percent- Majorsincreasingly
age of sales and costs: persuasive/image
—persuasiveratherthan  based
informative
Production/ Objectives: Majors—likelytoaim
marketing —high volume sales for control/leadership
strategy —company growth
—product differentia-
tion
—market segmentation
Cartel/collu- Virtually none— Tacit collusion pos-
sion athough notoriously siblethrough informa-
difficult to detect. tion technology
Increased concentration
may aid tacit collusion
and price signalling
Innovation Information technol- Primarily external in
ogy concerning reserva-  technology/alternate
tionssometimesoutside  channels
control of the sector May seeinnovationin
—some incentive for product through diver-
product innovation sification
—few to benefit indi-
vidual company
Legad arrange- Principal-agent legislaa  Greater complexity
ments tion through “relation-

—some franchising,
management

—arrangements carry
legal status

ships’ asaccessto
information technol-

ogy
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Performance

Public policy

Consumer
satisfaction

Efficiency

Company
growth

Market share

Profitability

Regulation

Moderate

—qoverned by potential
of the many compo-
nents of the product
to cause dissatisfac-
tion

—policy of securing
consumer brand loy-
aty

Moderate:

grossmarginsoftenless

than 10%

—driven by fierceprice
competition

Difficult to maintain by

established companies;

relatively stable among

top 5-10 firms

—rapid for innovative
and/or early phases

Pursued vigorously
only by top tier of
around 20 operators

Volatilecoincidingwith

boom in economic

cycle

—on average less than
5%

Licences specifying
number of holidays/air
travel required
—bonds to safeguard
consumers’ interest
—deregulation of
transport has affected
its cost and
availability

Increasingly awk-
ward consumers with
moreinformation and
greater incomes

New channels may
force efficiency
moves

Growth through
acquisition for
majors. Alternative
channels rapid growth

Almost obsessive

Concentration may
help profit rates

e-commerce rules
may legitimize alter-
nate channels more
than established ones
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Element Evidence Driversfor change

Public policy Competition Attracted relatively lit-  Increasingly impor-
(continued) laws tle attention to date tant as concentration
(although magjor increases and profits

Monopoly and Merger  rise
Commission inquiry in

UK and some work

elsawhere on distribu-

tion systems)

Source: Adapted from M. Thea Sinclair and Mike Stabler, 1997. The Economics of Tourism
(Routledge, London).

a See Freidrich M. Scherer and David R. Ross. Industrial Market Structure (Houseghuton and
Mifline, United States, 1990).

Trendsin holiday-making

7. There are a number of developing trends in the tourism and holiday
market in developed countries that have important implications for devel-
oping country strategies. First, the developed world consumers are taking
more holiday time dedicated to the pursuit of relaxation. However, con-
versely, the time in which they have to research and take decisions about
that enhanced leisure time has been curtailed. Thus, devel oped world con-
sumers are becoming holiday-rich and leisure-time-poor at one and the
same time. This has enormous implications for developing countries in
relation to the type of product they offer and the manner in which they
make their leisure offer visible to the consumer in devel oped countries. For
example, a notable trend in the 1990s in United Kingdom travel agency
bookingsisthe shift toward later and later bookings. Fewer consumers are
booking holidays a significant timein advance, and more are booking last-
minute holidays. This trend, which makes the market less manageable for
travel agents and tour operators, does offer destinations opportunities to
bypass tour operators to reach into the decision-making process through
use of new media.

8. Secondly, and importantly for developing countries, the number of
long-haul holidays being taken by devel oped world consumersis increas-
ing and showing few signs of slowing down. As table 3 below indicates,
the share of total United Kingdom package holidays accounted for by
long-haul holidaysis small, but increasing. Estimates for later years indi-
cate atrend toward alarger share for long-haul holidays. Of course, it has
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to be noted that for United Kingdom consumers, Florida accounts for
somewhere around 70 per cent of all long-haul holidays.

TABLE 3
United Kingdom long-haul inclusive holidays

(Million and percentage of total inclusive holidays)

Long-haul inclusive holidays As percentage of total inclusive holidays
1990 12 11
1991 12 11
1992 14 11
1993 15 11
1994 17 11
1995 19 13

Source: International Passenger Survey.

9. Thetrend towards greater numbers of inclusive long-haul holidaysis
aided by the simplefact that the unit cost of getting consumersto long-haul
destinations is lower than to short-haul destinations. As table 4 indicates,
the cost of operating aBoeing 757 per hour is considerably lower the fur-
ther the aircraft flies. All other things being equal, the charter operators are
therefore happier to see their aircraft utilized for longer-haul flights. This
isto the advantage of long-haul developing country destinations.

10. A thirdfact, which hasto betaken into account, isthe growth ininde-
pendent holidays as opposed to al-inclusive holidays. The positioning of
a destination between these two extremes of holiday is an important factor
to consider. Thischoice also, to alarge extent, directs the destination down
one distribution channel as opposed to another. The growth in independent
holiday-taking has been marked in the United Kingdom since the late
1980s with figures growing by around 40 per cent. However, the division
between destinations in this growth is notable. The huge growth in holi-
daysto the Far East/Asia and to the United States has seen up to half of all
holidays to these destinations being taken on an independent basis. It
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appears that destinations less well known to the consumer are much more
likely to be accessed on an inclusive basisin thefirst instance. The growth
in beach holidays and safaris in Africa attest to this assessment.

TABLE 4
Monarch Airlines operating cost per hour

(B757, 5-hour sector = 100)

5-hour sector 100
4-hour sector 111
3-hour sector 131
2-hour sector 169
1.5-hour sector 207

Source: Danny Bernstein, Managing Director, Monarch Airlines, presentation
to conference on low-cost airlines, Amsterdam, 28 October 1998.

11. The growth in long-haul holidays from developed countries has
essentially followed a two-stage process. In the first stage the long-haul
holiday to devel oping countriestended to be of the cultural and exploration
variety. Such holidays appealed to either guided wealthy tourists, or poor
backpackers. The more recent stage of growth has seen long-haul holiday
destinations offer a competitive product to the beach-based holidays that
dominate the inclusive market in Europe. Such destinations as Thailand,
India (Goa) and the Gambia have been able to offer new variations on the
package holiday and have managed to tempt the inclusive holidaymaker to
travel further afield.

Key competition issuesin thetravel trade

12. Asdiscussed above in relation to the airline aliance development,
the manner in which competition occurs in marketsis a culturally specific
process and one that involves an interactive process between the macro-
factors of market structure and process and the microlevel factors
enshrined in consumer decision-making processes. In thetravel tradethese
two approaches centre inquiry onto the distribution channels by which
information is communicated and decisions are made.
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13. Theimplicationsfor developing countries of the manner of competi-
tion in the travel trade are twofold:

* How destinations interact with travel channels: supply;

* How travel channéls interact with consumers: demand.

14. Thetravel tradeisthe sector that joins these two together. The man-
ner by which the industry deals with either end of the equation is the key
to the structure of the market.

15. Atthedestination end thereisarather simple set of problemsfor des-
tinations to face. The following factors have to be taken into account:

e Therearerelatively few developed country markets that can pro-
vide significant tourist numbers:

—Reaching those consumers has always been difficult for indi-
vidual countries/destinations;

e Developed country firms act as intermediaries:
—These firms are becoming fewer in number;

* There are far more countries and destinations available to these
potential tourists:

—Access to information about destinations has been restricted;

—Trusted intermediaries have tended to control thisinformation
flow;

» Consumers tend to want a limited range of holiday types:
—Destinations differ in what they offer and how they offer it.

16. The competition issues involved in carrying the consumer to the
developing country tourism destination are reasonably soluble through the
utilization of negotiation, lobbying and monitoring. However, there is a
more difficult competition problem contained in the issues about how the
tourism destination in a developing country reaches the consumer. Thisis
not just a matter of marketing and advertising. There are a number of key
competition issues at the demand end of the equation in tourism develop-
ment that arise from the manner in which distribution channels for tourism
products are structured. In particular we need to focus on:
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Physical distribution networks

e Travel agents.
—Unbundled travel packages;
—Bundled travel packages,
« Technology solutionsto distribution bottlenecks;

e Generating demand through image control and promotion.

17. Onething that hasto be remembered isthat thereis no such thing as
an average consumer of tourism services. There are many different types
of consumer with differing needs and differing levels of incentive to
research new destinations. It hasalso to be noted that individual consumers
can have different patterns of demand at different times of the year and
throughout a lifetime. The differentiation of the consumer must thus be
carried out on a socia basis (the typical ABCL1 categorization), an age
basis (e.g. the“ grey market”), alife-cycle basis (e.g. young families versus
young singles), a seasonal basis (e.g. summer resorts/winter breaks) and a
time basis (e.g. long/short break).

18. If one takes this greater differentiation and adds in another complex
factor to the equation one can begin to unravel some of the distribution
issues that face tourism resorts when trying to reach their prospective con-
sumers. The major factor driving so much of the leisure sector in devel-
oped countriesistherather contradictory processthat givesworkerslonger
guaranteed holidays, but less time during working periods to find out how
to utilize that time. In essence people are working harder during most of
the year, but taking longer breaks for holidays. However, the key
day-to-day problem for many consumersis “time poverty”. While alarge
number of consumers are suffering from time poverty, there is another
group that istime-rich. The key issue with these two groupsis marrying up
that distinction with income levels. There has devel oped a divide between
the time-poor/income-rich (the salaried middle classes) and the time-rich/
income-poor (elderly and unemployed). However, there are significant
niche markets of consumers who are both income- and time-rich. This
group is most likely to be found among retired workers and has been
quite effectively tapped by such groups as the Saga Group in the United
Kingdom.
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Travel agents: unbundled travel package

19. Thedistribution of separated travel offerings can occur viaanumber
of routes. As we will discuss below, one of the most interesting growth
areas in distribution is the Internet. This growth presents significant chal-
lenges to existing players and distribution networks.

20. Aswill be seen below, the pattern of travel agent use, and indeed air-
line use, differs between developed countries. In Europe there is a heavy
usage of charter airlines and all-in-one package holidays. In the United
States there tends to be much more reliance on direct airline use and asso-
ciated bookings carried out independently of each other. The competition
and regulatory issues are thus likely to be very different. There are also
likely to be more specific strategic issues for developing countries trying
to market themselves as destinations in such different markets. For exam-
ple, in the United States the global distribution system (GDS) used by air-
lines, hotels and car hire companies is going to be of great importance in
shaping the competitive environment within which firms operate. In
Europe, by contrast, the position of the tour operatorsand travel agentswill
be of central importance, as they act as portals through which travel
choices are put before consumers.

21. For theunbundled travel package the manner in which informationis
displayed on a computer reservation system (CRS)/GDS is thus centrally
important. The manner by which travel agents are remunerated is also
important, particularly when it comes to such things as hotel and car hire
recommendations. The tourism destination in the developing world has a
dual problem of ensuring that once the consumers are dealing with the
travel agent the information is displayed in an unbiased manner. The sec-
ond problem relates to the need to try to influence the consumers ahead of
their initial decision.

22. Theunbundled travel packageis aslikely to be based around a clear
asymmetry of information as the package travel offering. However, it has
the initial appearance of not being thus biased. The challenge is thus to
bypass the established distribution channels with information targeted at
consumers to enable them to deal with travel agents with a more symmet-
rical distribution of information.
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Box 1: The operation of the CRS

The computerized reservation system (CRS) is an airline-specific system.
Such systems devel oped as a means of controlling inventory information for airlines
to enable them to manage their own operations more effectively. In technical

operation terms they operate in the following manner. When atravel agent accesses

aCRS he or shewill sit, probably at a PC, and access the CRS Wide Area Network,

which will interact with the CRS switch and host mainframe. This will interrogate

the database which will have information fed into it by individual CRSs through
pooling systems such as SITA in Europe and AIRINC in the United States. SITA
and AIRINC are designed to handle the vast amount of communications between

individual airline CRSs. The CRS mainframe will also handle information from

other sources, such as hotel and car hire systems and other airline systems.

The operation of the GDS

The Global Distribution System isan amalgamation of CRSs, although not an
outright merger. In effect the GDSisalarge switch that connects anumber of CRSs.
The GDS has its own mainframe computer that does many of the things that a PC
sitting in atravel agent’s office currently does. GDSs run cooperative systems with

CRSs, with some functions being driven by the GDS and some by the CRS. The

GDS offers an advance on the individual CRS asit allows hotel and car hire booking
systems to be more fully integrated into the process.

GDS Amadeus Galileo Sabre Wbrldspan

Terminals 168 000 128 000 130 000 39101
Locations 39 000 33000 30000 15 000
Countries 117 66 64 45
Airlines 440 500 400 414
Hotel chains 268 208 215* 82
Properties 35000 37000 35000 26 000
Car hirefirms 55 47 50 40

Source: Gary Inkpen, 1998. Information Technology for Travel and Tourism, 2nd edition

(Addison Wesley Longman, Harlow).

* Sabre’s hotel chains exclude chains within chains.

The importance of the GDS as a factor in information transmission and thus
competition differs between regions of the developed world. For example, GDSs
handle around 80 per cent of all travel bookingsin the United States, including hotels

and car hire. By contrast, the GDS accounts for only about 20 per cent of travel
bookings in Europe. The remainder of European travel bookings are carried out by
package travel operators, which are far less important in the United States, and by
aternative modes of travel, such asrail and ferry.
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Travel agents. bundled travel packages

23. The key problem for both consumers and destinations is the domi-
nance of the travel agent as a purveyor of information and advice. The key
issue for the destinations was neatly summed up by the Director-General
of Fair Trading in the United Kingdom when he launched the Monopolies
and Mergers Commission (MMC) inquiry into vertical integration in the
travel industry. He was concerned that vertical integration among tour
operators and travel agents would create the “market power to put com-
petitors at a disadvantage, for example by deracking (removing brochures
from shelves) or threatening to derack their brochures in an attempt to
negotiate larger commissions, by pressurizing tour operators not to supply
independent travel agents on better terms, or by pushing their own holidays
through in-house incentive schemes”.

24. Theimportance of transparency in the market isimportant when one
considers how few consumers actively “shop around” in the market for
holidays. Evidence from the United Kingdom Consumers Association
(CA) indicates that fully 63 per cent of consumers do not shop around
between travel agents before they purchase a holiday. While thisis a con-
cern where links between travel agents and tour operators are not made
apparent, the issue of brochure use highlights the scale of the problem. As
discussed above, the travel agent “racking policy” (the decision on which
brochures to place on display) amounts to the distribution of a scarce
resource. For tour operators, the travel agent display rack is amost an
“essential facility”, whereadenial of access can severely restrict consumer
exposure. The same CA evidence indicated that 67 per cent of consumers
looked at a number of brochures before deciding on a holiday and 58 per
cent of all holidays booked by these individuals were booked on the basis
of brochure information.

25. For destinations this poses a difficult problem. Following the con-
clusion of the MM C investigation, complex monopolies were found in the
manner in which linked travel agents (the people talking to consumers)
directed consumerstoward their parent companies without clearly indicat-
ing alink. This lack of transparency effectively allows tour operators to
restrict the choice available to consumers. The problem here for destina-
tions is that, following the inquiry, the travel industry has become more
concentrated and less diverse. Already large vertically integrated tour
operators are combining into even larger groups. While this actsto restrict
the transparent choice available to consumersit even more clearly placesa
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constraint on the ability of destinations to “shop around” between tour
operators to ensure that they receive a healthy margin and a prime market-
ing position. This concentration among tour operators, which is currently
proceeding at a pace across Europe, threatens to reduce the actual number
of tour operators in the market. This will clearly transfer a good deal of
market power into the hands of the intermediaries that direct consumersto
specific destinations. This should be amajor concern for devel oping coun-
tries. As one recent newspaper article rather graphicaly argued: “ Of the
£6 billion that will be spent on traditional package tours, some three quar-
ters will find itself into the pockets of only four mega-companies. These
are Thomson, the market leader, Airtours, First Choice and Thomas Cook,
which has just boosted its position in the rankings by merging with the
American-based operator Carlson. The scope of their operations is
mind-boggling. A weary worker planning the trip of alifetime might pick
up aHayes & Jarvis travel brochure to select an escorted three-week tour
of Inca country. A twenty-something might opt for a livelier break—
maybe two weeks on the tiles in Ibiza with Club 18-30. And a young
family could choose a picture-postcard English country cottage from a
pretty brochure of the same name obtained through a Sunday supplement.
They are selecting niche holidays, offered by companies with established
reputations for delivering something a little different. Who would know
that they are actually booking their holiday with First Choice, Thomas
Cook and Thomson?’3

26. Theincreased concentration will thus not necessarily appear as such
to the end consumer. The fact that the larger operators will offer a multi-
tude of differently branded brochures selling everything from beach holi-
daysto escorted cultural tourswill look like awide choiceto the consumer.
However, both to the destination provider and consumer, the actual number
of options will have been limited at the discretion of the tour operator/
travel firm. This lack of diversity in the sector is particularly apparent in
Europe, as the tour operator isin akey position in the travel market.

27. The process of concentration in the tour operator end of the travel
business has become more rapid since the MM C inquiry finished its delib-
erations. Theinquiry faced the difficulty, as mentioned above, of identify-
ing specific remediesfor anindustry in which market share was reasonably
evenly distributed among four large players and then unevenly distributed
among a host of smaller carriers. However, the remedies imposed, which
centred on information requirements, set off arash of merger and acquisi-
tion activity that has seen the industry change dramatically. Asindicated in
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table 5, the degree of concentration in the industry has been quite marked.
The effect this has on competition in the sector is as yet unclear. What
would appear to be happening is that the tour operators are attempting to
create enough market power to control major elements of the market. The
rather perverse situation that occurred in the industry prior to and during
the MMC inquiry wasthat the vertical control of the distribution chain did
not significantly increase retail prices, largely because no single tour
operator was strong enough to act asa priceleader. It would appear that the
major groups are trying to remedy this situation.

28. The latest twist in the tale of the tour operator concentration story
occurred in early May 1999 when Airtours announced that it was launch-
ing a hostile bid for First Choice holidays. First Choice had been negotiat-
ing an agreed merger with Kuoni Holidays of Switzerland. The Airtours
bid, which was immediately notified to the European Commission, would
leave the merged group with somewhere around 34 per cent of the United
Kingdom package holiday market. Thiswould overtake the current market
leader (Thomson Holidays), who have 24 per cent of the market. The over-
al picture in the sector would leave the top four carriers with 80 per cent
of the market.

29. One of the key questions remains as to how such mergers will be
treated in a European context. The most recent case, that of the merger
between Westdeutsche Landesbank, Carlson and Thomas Cook,* was
decided in March 1999. The merger case relied upon a definition of the
market that understated the degree of concentration. The market defined
was significantly broader than it isin reality. The data used, from the Brit-
ish National Travel Survey, covered the entire UK market for holidays,
rather than the more accurate, and narrow, definition of all United King-
dom package holidays. The latter isthe market in which the firms operate.
Even using this survey, the degree of concentration in the market is
apparent.

30. The major problem with the approach of the European Commission
in this case was their reliance on unsound data, which underestimated the
effect of the merger, and their rather mechanistic view of how the market
functions. As a number of competition studies have indicated, the degree
of concentration is only one important element of an investigation. What
isalso important is the degree of difference between playersin the market.
For example, if a merger occurs in which the two largest players control
30 per cent of the market, but the remaining market is divided up among a
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TABLE 5

Tour operators vertical ownership links

Group

Retail outlets

United Kingdom-based tour
operators/brands

Airline

Thomson

Airtours

791 Lunn Poly Shops

34 Callers-Pegasus shops
11 Sibbald Travel shops

2,000 agents signed up to
Preferred Agents deal

720 Going Places shops
Travel world (120 shops)

352 Advantage
franchises

Thomson Holidays

Portland Direct
Holiday Cottages Group

* (includes Country Cot-
tages, English Country
Cottages, Blakes Cot-
tages, Blakes Boating,
Country  Cottages in
France, Chez Nous,
Something Special)

Thomson Breakaway

Crystal International
Travel Group

Port Philip Group

* (includes Ausbound and
Austravel)

Magic Travel Group
Simply Travel (and Head-
water Holidays)

Spanish Harbour Holidays

Airtours

Aspro
Tradewinds
Eurosites
Cresta

Bridge
Panorama
Direct Holidays

(First  mainstream UK
operator to gain a foothold
in Germany when it took a
£17.2 million stakein
Frosch Touristik)

Britannia
Airways

Airtours
I nternational
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First Hoping to have the equiva-  First Choice Holidays Air 2000
choice lent of 700 retail outlets Sovereign
due to various strategies by
2000 2wentys
Eclipse
Skibound/Ski partners/
Travelbound/Schools
abroad
Unijet
Hayes & Jarvis
Thomas 385 Thomas Cook shops Thomas Cook Holidays Caledonian
Cook 412 Carlson Worldchoice Sunworld Airways/Fly-

shops—to be rebranded as ing Colours

Thomas Cook, after Carl-
son/TC merger Time Off

A further 650-700 ARTAC

Worldchoice shops
affiliation

Flying Colours

Source: Unpublished Consumers’ Association research.

very large number of very small players, the effect will be greater than if
there are a medium number of firms of near equal size. In the travel agent/
tour operator market, there are indeed a very large number of very small
operators. This merely actsto enhance the anticompetitive effects of merg-
ers among the large groups.

31. Theradical changein concentration at the tour operator end is lead-
ing to a proliferation at the retail end of the operation. The lack of trans-
parency in the sector, both accidental and wilful, looks set to increase with
the threatened launch of anew low-price “fighting” brand by Thomsonsto
fend off the Airtours bid. The launch of the fighting brand is an interesting
step given the shortage of upmarket roomsin many destinations and would
appear to be relying upon the large number of two-star beds that have been
freed up by the difficulties faced by Eastern European tour operators. As
the table above indicates, the huge number of brands compensates for the
small number of tour groups. The large number of brands, brochures and
specific holiday options only servesto drive the consumer into the arms of
thetravel agent booking clerk, who can then feed the consumer through the
travel-buying process. Of course, the lack of objectivity in the computer
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TABLE 6
The 1997 United Kingdom mar ket shares of the major operators

Market share Post-merger market share

Group (Percentage)

Thomson Travel Group Ltd. 20 20

Airtours 13 22

First Choice Ltd. 9

Thomas Cook Group Ltd. 9 10

Carlson Leisure U.K. 1

Others (maximum 1% each) 48

Source: DGIV.
TABLE 7

The 1998 United Kingdom mar ket shares, by number of agency outlets

Group (Percentage)
Thomson Group Ltd. 15.9
Airtours 16.6
Thomas Cook Group Ltd. 7.8 15.6
Carlson Leisure U.K. 7.8
Others 51.9

Source: DGIV.

system is not made clear to the consumer, who assumesthat the “ best deal”
is being offered.

32. This increased and non-transparent concentration is extremely
important for developing country destinations. Rather simply put, the
greater the number of tour operators bidding to offer a destination, the
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more likely the destination is to receive a healthy return; the fewer the
number of bidders, the smaller thereturn. There are essentially two options
for developing countries:

* Intervenein competition investigations of proposed mergers and
begin a dialogue with competition regulators about their
concerns,

 Develop a drategy to bypass established communications
channels.

33. The former option, involvement in competition investigations, may
not be asimpractical asit may first appear. For example, national tourism
officesin devel oped countries could be charged with monitoring the devel-
opmentsin industry structurein the countries they serve. This may simply
involve occasional meetings and areading of thetravel trade press. It could
also involve offices establishing relationships with other stakeholders in
the travel business, including consumer groups and independent tour
operators. Should an industry development occur that is of concern to the
country, a meeting could be requested with the regulatory authorities.
UNCTAD can play a useful role as well in monitoring wider industry
developments, providing expert assistance in specific and important cases
and dealing with regional and global regulators, such as the European
Commission and the World Trade Organization (WTQO). The resources
that a country would need to expend would not necessarily be significant,
as many regulatory processes can be accessed at arelatively low cost and
with advice and help from the regul ators themsel ves.

34. For example, during a merger case involving two tour operators
(such as the current Airtours/First Choice case in the United Kingdom),
one could foresee asituation in which aparticular developing country pre-
viously dealt with two competing networks but was now being faced by
one. It would then have a legitimate interest in intervening in the case to
ensure that its interests were reflected in the decision.

35. The second option should be pursued independently of the first.
Devel oping countries need to identify means of getting directly to the con-
sumer, bypassing the networks of existing relationships. They need not
supplant them entirely, but an effort has to be made to reach the end con-
sumer independent of established intermediaries and channels. The posi-
tive side of this latter recommendation is that the technology available to
do thisisincreasingly available, and at decreasing cost.
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Technology and distribution mechanism dependence

36. Thetravel and tourism product is characterized by two major factors.
Firstly, it provides an experience product, namely, a product whose quality
cannot be ascertained in advance of purchase but only assessed after con-
sumption. The second major characterizing factor isthe fact that travel and
tourism involves a significant information asymmetry on the part of the
consumer in relation to the provider of the service. These two factors lead
to two responses by consumers. Firstly, they will rely on proxy measures
of performance for the experience product. They will therefore take into
account such things as recommendations from friends/publications/tel evi-
sion guides and seek both to rebalance the asymmetry in information and/
or trust the retailing intermediary to provide unbiased information.

Routes around the distribution bottlenecks:
Internet and digital TV

37. Themost important development in the area of information provision
isthe ability of consumersin developed countries to access enormous vol -
umes of information about destinations, flights, hotels and car hire offers
viathe Internet. In addition to the Internet, there is the more recent devel-
opment of digital television, which may catapult the Internet into the
homes of millions of people previoudly unwilling or unable to use the
Internet. The effect of both these systems on travel decisions and planning
islikely to be profound, if alittledifficult to quantify in advance. M ost spe-
cialist consultanciesin the Internet field say that travel and tourism is one
of the industries most likely to see significant changes in distribution as a
result of the Internet.

38. Whatisclear isthat the Internet and digital TV offer opportunitiesto
developing countries to bypass established distribution mechanisms and
formats and place information directly with the consumer. To do this effec-
tively they will have to format the information in such a way as to maxi-
mize its impact on the decision-making processes of consumers. That
process for choosing and taking a holiday can be broken down into five
basic stages.

e A felt need/want—"1 need a holiday”;

e Pre-purchase activity—researching possible holiday destina-
tions;
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e Purchase decision—travel agent, direct purchase, Internet;
*  Use behaviour—enjoying the holiday experience;

e Post-purchase feelings—turning a one-off visit into a regular
event.

39. It can easily be seen that the tourism destination has a major say in
the fourth aspect of the holiday, and how it handles this process will very
much determine the fifth stage. It should be noted that a successful man-
agement of the fourth element would also have a major effect on the cost
of developing the fifth. The travel market is no different from others in
termsof therelative cost of acquiring new customers as opposed to dealing
with repeat customers. Most industries put the relative cost asbeing 6:1; in
other words, attracting anew customer costs six times as much asretaining
an existing one.

40. The important stage for most destinations, particularly new ones, is
stage 2, the pre-purchase decision. This decision evolves through a four-
step process called AIDA:

¢ Awareness,

e |nteredt;
¢ Desire
« Action.

41. Themanner in which many developing country destinations generate
awareness and interest has often been left to marketing departments of
national ministries to determine, and frequently involves global strategies
of “Visit X Year”. There is also a panoply of other mechanisms by which
consumers access this information from magazines to television holiday
programmes to general filmed images. The manner in which a country
captures the interest generated by such information depends largely on the
ability of its marketersto direct desire in the right direction. For example,
the interest in North Africathat has been generated by awave of films set
intheregion, from “ The Sheltering Sky” to “The English Patient”, has not
always been captured by the country in which either the books or films
were set.

42. While this may seem trivial, it isimportant to understand in relation
to the bypassing of established channels. In order to bypass established
communications routes successfully, one has to be able to funnel interest
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from consumers into a specific source point. Thus one could establish
documentary Internet sites based on the country behind the movie. The
ability to do this can be greatly enhanced by using the Internet for trans-
mitting data and using the growth in digital television to direct advertising
directly at consumers upon request, while they are viewing a programme
or immediately afterwards. For example, digital television viewers should
be ableto call up information fairly quickly about a country whilethey are
watching a documentary or film about it and then proceed to request fur-
ther information and even book a holiday. At the very least they should be
ableto call up further information about the destination they are interested
in. It isimportant that developing countries involve themselves in helping
to develop this sort of information. Thisis probably best done with estab-
lished tour operators, as they will have the necessary budgets. However, a
well-coordinated information provision will make a purchase more likely
than a poorly coordinated one.

43. The same philosophy appliesto Internet sales. While there has prob-
ably been an overhyping of Internet commerce, or e-commerce, it is cer-
tainly true that the Internet can act as a very powerful tool for developing
countriesto offer servicesto consumersin developed countries. For exam-
ple, if a Website offered booking links to hotels and tourism bureaux it
might gain all of the revenue generated by such a sale, as opposed to a
smaller amount for agency-based sales.

44. Developing countries should develop a series of Internet sites, pos-
sibly supplying them via a main portal service, such as Yahoo or Excite,
which allow consumersin devel oped countriesto book holidays and hotels
from their computer. The key approach is to provide the consumer with
what they want, when they want it. The Internet sites should aim to provide
information and practical links on amost every aspect of a possible
request. It is considerably cheaper to have one major site with all of the
information loaded on to it than to have a network of offices that respond
totelephoneinguiries. The potential spin-offsfor devel oping country firms
and destinations are many. There is no need for each firm to have a dedi-
cated link; rather, a central point for hotel bookings can be organized.
Having Internet sites accessible to developed countries is also important
for putting information across to consumers while they are thinking about
possible destinations.

45. Thetwo tablesbelow illustrate the importance of devel oping alterna-
tive distribution mechanismsfor destination information. Table 8 indicates
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that the consumer generally learns of travel opportunities from travel
agents and from press advertising and brochure information. The impor-
tance of the travel agent is further indicated in the following table, table 9,
which shows that the travel agent has the most important influence on the
consumer of all the possible media.

46. While estimates of the market for Internet and television shopping
are prone to exaggeration, it is clear that they will have greater effectsin
some sectorsthan others. Theretailing of travel productsislikely to besig-
nificantly affected. Estimates in the United States put current on-line
yearly sales of travel products and retail goods at around the $8 hillion
mark, with 9 million individual transactions taking place. Accordingly to
most estimates of on-line sales, some 30-40 per cent of individual s account
for 6 per cent of total sales. It might be sensiblefor devel oping country des-
tinations to analyse their most important markets/potential markets and
assess the degree to which they will benefit from Internet/digital TV sales.
For example, Latin American destinations that currently receive large
numbers of United Statestouristswill probably benefit most from Internet-
based sales because:

e The United States consumer isthe most likely to be connected to
the Internet;

e Travel agency relationships are less manipulable in the United
States, with most purchasers going for unbundled holidays;

* There is a large untapped market of United States citizens
capable of receiving information.

47. Likewise, in Europe, the markets that currently receive a large
number of tourists from Germany and the United Kingdom would do well
to develop an Internet sales strategy. For example, given the large estab-
lished base in computer services, Indiawould be well placed to develop an
Internet service for British and German consumers. Such a site could link
consumersto travel agentsin Indiawho could book hotels and excursions.
The existing growth in Internet usage in India will capitalize on this. The
Internet is a very useful tool for a country such as India because of the
enormous diversity of travel offers available within its borders. Everything
from the simple beach holiday to wildlife trekking and cultural tours is
possible. In many ways the diversity of offers makes marketing such a
country difficult without atool capable of allowing consumersto find their
way through the myriad options with minimal fuss. An electronic guide-
book placed on the Internet would help to generate and sustain interest.
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TABLE 8
United Kingdom travel promotion awareness, 1998
(Base = 151 adults; percentage of total and percentage mentioned)

Where do consumers find What types of travel advertising
out about travel have you seen
Travel agents 60 63
Press advertising 25 68
Brochures 21 46
Magazine adverts 17 54
TV adverts 17 68
Teletext 13 36
Direct mail 11 46
Newspaper inserts 6 39
Door drops 3 26
Radio 0 25

Source: Royal Mail/Mintel.

48. UNCTAD can certainly help in this area by identifying and promot-
ing best practicein Internet site development. It can also develop technical
knowledge and help to identify potential host sites that can act as a portal
for anumber of linked developing country sites.
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TABLE 9
What advertising influences you when booking travel, 1998
(Base = 151 adults; percentage)

Does influence Does not influence Balance
Travel agents 54 40 +14
Press advertising 15 72 57
Brochures 25 62 =37
Magazine adverts 14 74 —60
TV adverts 16 73 57
Teletext 17 72 -55
Direct mail 19 71 52
Newspaper inserts 5 81 —76
Door drops 2 85 -83
Radio 3 83 -81
Source: Royal Mail.
TaBLE 10

I nternet connections and tourism exports

Tourism exports Internet registrations

(1997, million USSH) (1996, million)
United States 75 056 154
Italy 30 000 0.2
France 27 947 0.3
Spain 26 720
United Kingdom 19875 240
Germany 18989 2.00
Austria 12393
China 12 074
Australia 9324 05

(households)

Hong Kong, China 9242




[I. Carrying the consumer: competition issues
In aviation

49. Thegrowthinairlinealliancesis predicated on an essentialy unique
proposition in global regulatory terms. Most industries consolidate on a
global basis through merger and acquisition, or expand through the devel-
opment of franchising and licensing agreements. We will see this trend
when we look at the hotel industry and the tourism industry.

50. However, in aviation, the development broadly categorized as glob-
alization has been impeded by a number of national, regional and interna-
tional policy frameworks that have had a significant effect on the shape of
the industry and its likely trajectory.

51. At a national level the clearest restraints on airline consolidation
come from a few key sources. The source of these policiesis not clearly
protectionist, although the effect of them may well be so. The key con-
straints relate to:

» Foreign Ownership Limits;

*  Over-flying rights (the so-called five freedoms plus cabotage);
and

e National security considerations.

52. At aregiona level there are clear attempts by geographically con-
tiguous country blocs to merge policy in the direction of liberalization
within the bloc. Of coursethe clearest exampl e of thisprocess has occurred
within the European Union (EU). However, the dynamic of that process
should not be seen as a unique process that cannot be replicated el sewhere
in the world. Thisis particularly the case for developing countries. If one
suspends the notion of the nation-State as the driver in the regulation of
aviation and instead thinks of the economic drivers behind the industry,
one can seethat countriesthe size of Indiaand Chinaand as geographically
dispersed as Indonesia and the Philippines are, in essence, a geographic
entity equivalent to an economic bloc.

29
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53. Thepattern of global regulation of aviation competition has emerged
very slowly over the past 80 years. As with all regulatory environments,
therewas an element of timelag in the development of regulationsto direct
aviation. Thefirst real attempt at regulation occurred in 1919 with the Paris
Convention, which apportioned rights to countries to ownership of their
airspace. This provided the building block for all future agreements, as it
permitted sovereign nations to offer concessions on a reciprocal basis to
fellow Statesto allow aviation to occur on an agreed basis. Of course, that
Convention was fairly limited in scope, as only a few countries had any
interest in aviation. However, this purely bilateral approach to aviation
began to suffer from the strains of traffic levels and an increase in the
number of countriesinvolved in aviation very early on, and by the timethe
Second World War came to an end, a new approach to the regulation of
aviation had begun. The 1944 Chicago Conference brought together
52 nation-States to discuss the regulation of aviation in three key areas:

e Thecontrol of flight frequencies and flight capacities;
e Thecontrol of fares and freight charged; and,

* The exchange of the right to fly between countries: the “five
freedoms’.

54. The main divisions between countries 50 years ago at the Chicago
Convention are illuminating when thinking about the geopalitics of avia-
tion today. At the Chicago meeting the United States took a very laissez-
faire attitude to the negotiations. It wanted to see no control of fares and
capacities and the most liberal application of flight freedoms. The primary
reason that the United States took this position was the strength of their
domestic commercial aviation sector, which had survived the war rela-
tively unscathed. The United States commercial aviation sector had
aready undergone a process of restructuring that had led to the emergence
of the big four airlines (American Airlines, United Airlines, TWA and
Eastern Airlines), which accounted for 80 per cent of United States domes-
tic traffic by the onset of the Second World War. The United States was
supported in its efforts by, most notably, the Netherlands. This position
emerged from the fact that that country’s national market was too small to
sustain a significant international airline. Instead, the country would have
to rely on international traffic for its survival. This positioning was inter-
esting when one thinks of airlines like Emirates and Singapore Airlines:
both rely on international traffic and the ability to transit international
passengers through domestic hubs that have been designed to maximize
spending and stopover opportunities.
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55. On the other side of the Chicago divide stood the United Kingdom
and most other European countries. Given the fact that the ravages of war
had effectively destroyed their domestic aviation industries, it is hardly
surprising that they opposed total free trade in air transport services. Such
a position would have left them open to dominance by United States car-
riers. The failure to agree on any truly liberalizing agreement on fares and
capacity led to a peculiar situation in international aviation. The Chicago
Convention, which was eventually signed at the meeting, was reduced to
two elements: the right to overfly another country, and the right to land in
another country—the first and second freedoms. The Convention also led
to the establishment of the International Civil Aviation Organization
(ICAO), which acted both as aforum for the development of aviation reg-
ulation and as a centre for the dissemination of information and technical
assistance.

56. Itisuseful to contrast the failure of the Chicago Convention to estab-
lish aviation regulation on a sound footing with the other international
regulatory developments that were occurring at the same time. The
impending end of the Second World War and its immediate aftermath led
to the creation of the United Nations, the Bretton Woods twins, the Inter-
national Monetary Fund (IMF) and the World Bank, and the latter’s half-
brother, the General Agreement on Tariffs and Trade (GATT). Even the
least comprehensive of the agreements, the GATT, established a system of
important and broad principles for the operation of international economic
commerce. It is instructive to note that the sectors not covered by such
agreements included agriculture, shipping and aviation. The mere listing
of these exemptions to international regulations indicates the centrality of
feelings of national security and well-being to the conduct of international
negotiations.

57. The weakness of Chicago led to the three core elements of aviation
regulation—fares, capacity limitations and traffic rights—being ceded to
different actorsin the market place. Theregulation of faresfell to the Inter-
national Air Transport Association (IATA), acartel of theinternational air-
lines. Capacity limitations became subject to a process of negotiation
between airlines (inter-lining agreements) or between countries on a bilat-
era basis. The all-important traffic rights became, and have remained, an
important issue between Governments, to be negotiated on a bilateral
basis.
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Recent strains on the system of regulation

58. Theincreasingly anachronistic nature of aviation regulation has led
to a greater incidence of calls for a move toward a multilateral system of
governance. While certainly not a coordinated nor deafening chorus, the
calls for multilateralization have increased in frequency and volume. The
calls for such a move have emerged on the back of a number of develop-
ments. Firstly, the Uruguay Round of trade negotiations developed the
General Agreement on Trade in Services (GATS), which has created acli-
mate within which the liberalization of air transport can be more easily
envisioned. Secondly, the gradual process of liberalization in air transport
has now extended beyond the shores of the United States to reach Europe
and a number of significant countries, most notably Singapore and the
United Arab Emirates. The possibility of a demandeur for increased liber-
dization may thus emerge from among this group. Thirdly, the trend
toward increasingly large “families’ of airlines in aliances is posing a
challenge to the current system of regulation. Fourthly, and not least, the
international aviation sector isincreasingly seen asan “anomaly” in regu-
latory terms. Thework at the Organi zation for Economic Co-operation and
Development (OECD)?® on air transport, while controversial, has helped to
build momentum behind discussions of ways to bring the regulation of
international aviation more into line with other goods and services.

59. The GATS agreement created an “umbrella’ agreement under which
sectoral agreements can be slotted. While air transport, in the shape of traf-
fic rights, was explicitly excluded from the purview of the agreement, the
mere existence of the agreement and its review process provides opportu-
nities for debate and fact-finding about the possibility of including air
transport. The establishment of the GATS a so devel oped some important
principlesfor servicestrade which can be extended on asectora basis. The
forum and the mechanisms thus exist for concrete discussions on liberal-
izing international aviation.

60. Thegradua liberalization of national and regional air transport sys-
tems has also had a significant effect on the shape of the aviation market
and the attitudes of players within it. The liberalization process began in
the United States in 1978, which led to the deregulation of the United
States market, has been replicated in the EU over a longer period. The
result has generally been more efficient airlines, lower fares and a consid-
erably improved market for aviation services. The process that participant
airlines have had to go through has altered the strategic thinking of those
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airlines. Thisis particularly true of national flag carriers in Europe who
have had to adapt to a considerably more difficult operating environment.
While this change has been gradual and far from aggressive, it has had
noticeabl e effects on the strategic thinking and planning of airlinesin the
United States and Europe. The changing regul atory and economic environ-
ment has also increasingly led to the emergence of aviation alliances.

61. The recent emergence of the “megaalliances’ in international air
transport is a result of the interplay of factors that tend to be termed
“globalization”. Of course, aviation is a peculiar sector in many ways,
given the fact that it is both driving globalization, by transporting increas-
ing numbers of people and amounts of cargo, and being driven by it. The
forcesthat have led to firmsin other sectorsincreasingly operating abroad,
deepening their internal integration processes and engaging increasingly in
outsourcing, technological investment and cross-border operations, are
just as prevalent in the aviation sector. The growth of these alliances has
posed a number of problems for domestic regulatory agencies.

62. Thegrowth in aliancesis not unigue to aviation; however, there are
anumber of salient factorsin aviation that make the alliance issue consid-
erably more important than it is elsewhere. John Dunning® indicates that
aliances tend to be found primarily in high-technology industries. In par-
ticular, he notes that information technology firms accounted for 40 per
cent of aliances, with biotechnology representing 20 per cent, new
materials development a further 10 per cent and chemicals, 10 per cent.
The main drivers behind alliance formation in these industries were said to
be improved market access and structuring (32 per cent of cases), creating
technological complementarities (31 per cent) and reducing innovation
time (28 per cent). Alliances were thus seen to be occurring primarily in
fast-moving and complex high-technology industries where the cost of
research was high and increasing, the speed of scientific change was accel-
erating and cutting-edge technol ogieswere cited in multiplelocations. The
likelihood of significant new entry was also afactor in alliance formation.

63. Within aviation the rationale for alliance formation is different, and
importantly so. The industry is indeed fast-moving; however, the main
rationale for aviation aliancesliesin creating complementary networks of
airlinesthat can deliver amore seamless service, to business-class custom-
ersin particular. The urge to form alliances is predicated on the fact that
the aviation industry suffersfrom its own version of the Pareto 80/20 rule,
where 80 per cent of the revenue for afirmis provided by just 20 per cent
of its customers. In the case of aviation an Air Transport Association study
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found that, in 1993, 44 per cent of trips on United States carriers were
taken by just 8 per cent of airline passengers. The proliferation of aviation
aliances can thus be seen as a strategic response to the need to create net-
works that enable simpler travel for passengers. Of course, in a normal
market, firms would engage a range of strategic tools to enable them to
carry out this function more effectively. In some cases firms would estab-
lish joint ventures with local players, and in others they would establish
directly owned and controlled subsidiaries. In still other cases franchises
would be awarded, or entirely new operations created. However, in inter-
national aviation one can only really operate one form of strategic
response—the alliance. Even if a firm wished to establish a branch of its
own operation in a foreign country, it would not be able to do so under
existing bilateral traffic rights and ownership rules.

64. Thefina element of the international aviation debate is the fact that
the issue of aviation regulation has become an anomaly, rather than an
accepted part of the regulatory menu. As mentioned before, OECD has
undertaken studies of aviation regulation with a view to framing possible
aternative routes. At conferences of aviation specialists, the multilaterali-
zation of aviation rules is no longer a whispered conversation but has
become areal topic of conversation. Similarly, a number of airlines have
begun to look to scenario planning to enable them to comprehend what a
truly global market may look like in the future.

Aviation alliances, competition and developing countries

65. The importance of aliances cannot be underestimated as a force
shaping the future of the air transport sector. However, to comprehend
properly the impact that these alliances will have on the shape of global
commercial transport one hasto view them from two very different angles.
Onthe one hand, one hasto view alliances from amacro perspective, map-
ping their development and their impact on competition and firm behav-
iour. On the other hand, one has to comprehend how the traveller interacts
with these alliances and how they view the developmentsin aviation. Both
points of view will throw up potential impacts for developing countries.

66. From a macro perspective, one can see that the aliance network is
not an isolated phenomenon. Thisisto be expected, asit in fact represents
a large number of potential strategic responses being shoehorned into a
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single form of behaviour. Tae H Oum and Jong-Hun Park’ have managed
to boil down the array of alliances into three broad categories:

I.  Simple route cooperation/code-sharing alliances;
I1. Broad commercia aliances without equity investment; and
I11.  Commercial alliance supported by equity investment.

67. Intheir study Oum and Park found that of the 46 alliances operated
among the world’s top 30 carriers in the mid-1990s, 28 were Type | alli-
ances, nine were Type Il aliances and a further nine were Type |11 ali-
ances. The fact that the majority of alliances were of the “weakest” kind
indicates that the alliance development is still very much in its infancy.
This has important implications for future industry direction, particularly
if thereis any significant change to the “rules of the game”.

68. Another paper delivered to the ATRG conference by Park and Zhang
took a different approach to alliance categorization, this time mainly from
the point of view of competition. They divided airline alliances between
those that were “ complementary” and those that were “ parallel”. The com-
plementary alliances were those that involved second-string operatives
uniting to challenge a dominant player on aroute or an aliance with non-
competing airlines merging their route networks. The parallel alliances
were more likely to contain a dominant carrier on a route and involved
merging otherwise competing airlines on a route basis. Their study indi-
cated that complementary alliances raised traffic on routes by 10-15 per
cent and parallel alliances reduced traffic by around the same amount. The
implications of this study for alliances in developing countries are impor-
tant if traffic generation is an issue.

69. Airline aliances can thus be considered to be in arather ill-formed
stage at present. If significant changes were made to the regulation of
aviation ownership and to traffic rights one would expect these aliancesto
change nature quite radically. Aviation would probably revert to more
normal patterns of behaviour for a mature industry.

70. If onelooks at aviation alliances from the perspective of the passen-
ger, one gets a different perspective, one that also has important implica-
tions for future airline travel. For the passenger the airline alliance offers
some potential benefits as well as potential drawbacks. On the plus side,
there are better connections between flights operated by alliance partners
and the service improvements so often promised with such firm responses.
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These can include better lounge access (for frequent flyers), smoother con-
nections and potentially time-savings from schedule coordination and on-
lining of passengers. For those who benefit from these improvements, ali-
ancesrepresent aplus, particularly if fareincreases either do not take place
or are very small.

71. On the downside of alliances for passengers there are a number of
tangible problems, most of which tie back in with the categorization of
Park and Zhang of alliances as being either complementary or parallel. If
parallel alliances dominate routes then fares can increase quite markedly.
Suchincreaseswill differ on almost aroute-by-route basis. A large number
of studies have been carried out of airline entry and exit and the effect this
has on fares. Asagenera rule of thumb, the exit of an airline from aroute
(theforming of aparallel aliance) can lead to fare rises of between 10 and
20 per cent. Theimportance of the dominant carrier in this eguation cannot
be underestimated. For example, British Airways recently announced that
it was replacing its Boeing 747 fleet on transatlantic routes with the con-
siderably smaller Boeing 777s. The immediate effect of this will be to
reduce capacity on these routes, particularly in economy class. If fewer
economy class seats are available, the opportunity for consumers to take
advantage of discount ticketswill be lessened. British Airwayswill thusbe
ableto increase its yield per passenger. However, the only reason that the
dominant carrier on aroute can undertake this is that it faces very limited
competition from other carriers. It aso knows that entry to the route is
restricted by bilateral agreement.

72. There are aso significant problems for displays on CRS and GDS
screens. A significant element of the recent arguments in the European
Commission about airline alliances centred on the ability of alliances to
flood thefirst screen of a GDS/CRS with their own codes. Thisis particu-
larly important when one considers the oft-cited series of statistics that
indicate that 80 per cent of tickets are sold through a travel agent using a
CRS, of which 75 per cent will be sold from the first screen and 50 per cent
fromthefirst line. The proliferation of alliancesisnot just aproblem in the
filling up of screens, but in the ability globally to brand flights that will
help to create loyalty of consumersto that brand.

73. Thetying-up of hub airports is also a significant problem with alli-
ances, as most studies indicate that consumers pay a premium on their
fares when they fly through a hub airport. The estimates of this hub pre-
mium vary between an additional 10 per cent on aticket price to an addi-
tional 35 per cent. The other problem that alliances can entrench in hub
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dominance is that of gate access. Consumers naturally like to be able to
walk straight from their aeroplane through a covered walkway into an air-
port terminal. If gate accessisaproblem for anon-alliance airline, it might
end up having to bus passengers from a stand some distance from the ter-
minal. This reduces the quality of the service experience enjoyed by the
consumer.

74. A further problem with airline dominance, which isenhanced by alli-
anceformation, isthe ability of airlinesin somejurisdictionsto offer travel
agents volume bonuses and loyalty rewards. Again, this creates a hurdle
over which rival airlines have to vault before they can reach the consumer.

Merging the approaches

75. If onemergesthetwo viewsof airline aliances one canidentify some
specific problemsthat may be faced in the coming years. A distinct subset
of these provides particular problems for developing country airlines and
Governments. The fact that both threats and opportunities arise from this
development springs from the fact that economic globalization creates two
very distinct sets of forces: centrifugal forces that throw competition ever
more broadly, often breaking it into its constituent partsin the process, and
centripetal forcesthat pull competition inwards, concentrating it ever more
tightly on individual country markets and sub-markets. Such forces are
unleashed differently for factors as diverse as cultural preferences, brand-
ing issues, cost allocation and network choice. Both sets of forces are evi-
dent in the alliance process. The emergence of alliances presents a partic-
ular prablem for developing countries, but also a number of rather specific
opportunities.

76. The emergence and shaping of global alliances corresponds quite
closely to the centrifugal forces outlined above. Because of the nature of
aviation, the scope of competition can be very broad indeed, if itisallowed
to be. The alliance process allows airlines to maximize cost-cutting oppor-
tunities through a merger of such activities as maintenance and service
provision to aircraft. One study indicates that cost savings for such ali-
ances can be quite significant.®

77. Cost-saving is amost always a stated aim in airline alliances. How-
ever, such savings can often be difficult to obtain due to the sometimes
exaggerated degree of harmony among alliance partners and due to thefact
that some major cost savings often involve shedding staff. It is notable that
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aviation unionization is some way ahead of unionization in other indus-
tries. While cost savings can be illusory, the revenue and passenger gains
afforded by aliance formation can be very real. Astables 11 and 12 below
indicate, revenue and traffic increases (both actual and expected) can be
quite significant.
TaBLE 11
Impact of alliances on revenue

Alliance Period Impact on $ revenue

Northwest 1994 Increase of 125-175 million

KLM 1994 Increase of 100 million

British Airways April 1994-March 1995  Increase of 100 million

USAIr 1994 Increase of 20 million

Varig per year (not specified)  Expected increase of 44 mil-
lion

Delta Airlines na na

Varig per year (not specified) IExpected increase of 21 mil-
ion

Japan Airlines na na

American Airlines per year (not specified)  Increase of 2 million

South African Airways per year (not specified)  Increase of 2 million

United Airlines not specified Increase of 14 million

Ansett Australia na na

Delta Airlines 1995 Increase  of 100 million
(shared)

Virgin Atlantic Airways 1995

Sources: General Accounting Office, 1995. International Aviation: Airline Alliances Produce
Benefits, but Effect on Competition is Uncertain, Washington, GAO. International Civil Aviation
Organization, 1996. Study on the Implications of Airline Code Sharing. Working paper 10155,
Montreal. Compiled and quoted in Productivity Commission report footnoted above.
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TABLE 12

Impact of alliances on traffic

Alliance partners Time period Traffic change

KLM 1994 Increase of 350,000

Northwest (Northwest 200,000; KLM

150,000)

USAIr 1994 Increase of 150,000

British Airways

Lufthansa June 1994-June 1995 Increase of 219,000

United Airlines

British Midland Airways per year (year not speci- Increase of 100,000
fied)

9airlines

British Midland Airways per year (year not speci- Increase of 22,000
fied)

United Airlines

DeltaAirlines 1995 Increase of 250,000

Virgin Atlantic Airways

Sources: Boston Consulting Group, 1995. The Role of Alliances in the Strategy of Airlines,
London, General Accounting Office, 1995. International Aviation: Airline Alliances Produce Benefits,
but Effect on Competition is Uncertain, Washington, GAO. International Civil Aviation Organization,
1996. Study on the Implications of Airline Code Sharing. Working paper 10155, Montreal. Compiled
and quoted in Productivity Commission report footnoted above.

78. Alliance networks theoretically place competition between airlines
on anew footing. In reality such competition actually only existsfor arel-
atively small number of passengers. Very few passengersare likely to ben-
efit significantly from global networks, asrelatively few passengersfly on
routes/journeys that involve a large number of changes and connections.
Most passengers either fly point to point, or connect once to carry their
journey to its end. What airline aliances do is alow all of these smaller
point-to-point, or one-connection, journeys to be made with more ease by
business passengersin particular. It should be noted that business passen-
gers value their time more highly than |eisure passengers.
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79. The centrifugal forces that appear to be throwing aviation competi-
tion onto a more global basis are countered by some major centripetal
forcesthat are starting to feed through in a number of industries. The spe-
cific centripetal forces applicablein servicestrade are particularly interest-
ing. Consumersare, at one and the sametime, seeking adegree of uniform-
ity in service provision as well as seeking something that is culturally
resonant and unigue for them. This need not be a contradictory process;
after al, it is behind many of the manufacturing platformsin the car indus-
try, for example. The tension between standardization and customization
had |ed to the emergence of “flexible standardization” in that industry, and
it is starting to appear in aviation as well. However, with afew exceptions,
it is not being done in a particularly conscious manner.

Box 2
MTYV: global-local-glocal?

The strategic response of the MTV group of companies has indicated the
complexity of competitive responses to the centrifugal/centripetal forces that are
pushing and pulling competition. Theorigina MTV strategy was based on the view
that non-United States teenagers had a desire to view the same format of television
astheir United States counterparts. There was asomewhat justified belief that teen-
agers aspired to the “American Dream” and wished to watch the same programmes
and consume the same goods as United States consumers. This approach underlined
the belief in the “global teenager”. However, during the late 1980s, and following
the collapse of the Berlin Wall, there were some significant shiftsin cultural norms.
The resurgence of an identity of difference was one of the most notable elements of
this shift. In response, MTV localized a good deal of its broadcast material, in the
first stage opting for regional broadcasting in Europe for example, and then moving
to a nationally based broadcast strategy. MTV is now a truly “glocal” company
broadcasting a core of uniform material tailored for local tastes, with a significant
element of entirely local content. The manner in which MTV has adapted as a cul-
tural entity to these shifts offerslessons for all service firms.

80. In aviation terms the tension lies between wanting to have the uni-
formity of safety and service provision and the flexibility/customization of
the national culture of the airline being flown. The development of alli-
ances introduces a further challenge for airlines in serving this consumer.
This added challenge provides an opportunity for smaller carriers outside
alliances and for niche players within alliances. The airline aliance is a
good opportunity for airlines to tap into a network of airlines that will
alow them to agreeto common standards of service provision. If anairline
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forms an alliance with aleader in this field, such as Swissair, it can gain a
good deal, both in terms of information cross-fertilization from the airline
partner and of boosting the image of the airline by association. Such an
aliance can helpto providetravellerswith the first half of their needs—the
uniformly high standards of service and the expectation of that high stand-
ard. However, the alliance does pose a problem for the provision of the lat-
ter half of the consumer demand—the customization of the service. Just as
the hotel sector isfinding that consumers do not always want atotally uni-
form product wherever they go, so the airline industry hasto recognize the
desire for cultural diversity. The challenge is to create a service offering
that does both—that provides comfort through high standardization, but
that customizes this service offering to reflect the cultural diversity of the
countries’ airlines.

81. If thelatter part of the offering is handled badly, the particular image
of theairlinewill suffer. Centripetal forcesrequire an emphasis of diversity
on abase of uniformity. A number of airlines have managed to achievethis
heady mix, most notably Singapore Airlines and Emirates. Both have
managed to offer that basic level of customer service, in terms of aircraft
provision, airport management and punctuality, while boasting a distinct,
culturally-specific service offering. While the Singapore Airlines
offering may have been clumsy inits pandering to the fantasies of Western
business travellers, it has recently relaxed into a flagship example of how
to handle the cultural contradictionsin airline travel.

82. There are several potential lessons from this analysis:

* Usean aliance to capture major carrier credibility;
¢ Negotiate that alliance to avoid losing cultural identity; and

« Avoid aliances and develop a niche market.

83. All of these strategic responses can be aided by Governments tying
tourism promotion efforts more closely into airline marketing behaviour.
Both mechanisms should try to reinforce cultural messages and offerings
that seek to differentiate the airline from others while assuring travellers
that it isjust as safe as all the others.
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L essons from recent attemptsto regulate alliances

84. The proliferation of airline aliances has placed the structures
charged with regulating them under severe strain. This strain has fallen
most clearly on those competition agencies with most alliances on their
“patch”. The most important regulatory systems in dealing with alliances
in recent years are those in the United States and the EU.

85. TheEU system of alliance regulation was effectively kicked into life
following the proposal to ally the services of British Airways (BA) and
American Airlines (AA) on the transatlantic routes in summer 1996. The
EU claimed competency to look at the aliance under article 89 of the
Treaty of Rome, under which the European Commission (EC) can express
a Community interest in an existing national competition investigation,
and duly carried out an investigation of the aliance, the results of which
are still pending implementation. The core issue for the EC investigation
was possible breaches of both article 85 (governing horizontal agreements
between firms that might lead to dominance of a market) and article 86
(which governs the abuse of a dominant position). In the end the Commis-
sion found that the agreement between the two airlines constituted abreach
of both articles and needed to be blocked if the proposed remedies were
not accepted.

86. At the same time as the Commission was starting its analysis of the
BA/AA tie-up, it reopened, most importantly, the case of the United Air-
lines/Lufthansa transatlantic deal. The key problem for the Commission
was on which market to base their analysis. The core of the analysis was
an adapted model of competition that recognized a twofold division of
consumers between those who were time-sensitive and those who were
not. It also recognized that point-to-point competition was likely to be the
fiercest competition and that alliances could harm this by entrenching
market power.

87. The Commission looked only at those routes where there was suffi-
cient traffic on which to expect competition. Such a route density reliance
isanotorioudly difficult argument to maintain. However, the Commission
was explicit about the “line in the sand” that it had drawn, a move that at
least ensured transparency and the opportunity for debate.

88. The expression of interest by the Commission in the proposed
BA/AA tie-up drew howls of protest from the parties and an accusation of
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bias by the regulators, given the fact that the Commission had not exam-
ined the similar transatlantic activities of Lufthansa et a. with the same
precision. This prompted the inquiry into the alliance being widened into
an overall analysis of all of the EU-transatlantic tie-ups. It has to be noted
that the BA/AA alliance was by far the biggest on the Europe-United
States market.

89. Theresulting EU analysis focused on the broad range of barriersto
competition that an alliance might cause. The central element of the anal-
ysis was that, for an alliance of the magnitude of BA/AA, or Lufthansa/
United, to proceed, a divestiture of slots would need to take place and a
divestiture that was targeted at creating effective competition for the
incumbent carrier. In both cases the Commission effectively capped the
possible market share for each aliance. For BA/AA it was stated that the
aliance would not be allowed to hold more than 45 per cent of the availa-
ble dots on any one route, unless the divestiture of slots would lead to
another carrier/alliance gaining such a dominant position.

90. Thetiming of the slots needed to be given up was also an important
factor in the Commission’s findings. The alliances were to give up sots to
newcomers within a 60-minute period of the requested time. This was
designed to stop the alliances merely giving up sots at “bad” times of the
day and thereby limiting the likelihood that a new entrant would survive.
The initial basis on which divested slots were to be redistributed to rival
airlinesindicated the thinking of the Commission asto the nature of airline
competition. The initial key criteria were listed in the BA/AA cases as
follows:

e An airline in a position to develop competition on a route-
by-route basis, without a large network;
e Slotslinked to reductions in frequencies,

e Theexistence of an airline already present on the route, on which
it wishes to increase the number of its frequencies;

e Anairline which holds slots in London, alowing it to operate a
significant number of frequencies combining the slots provided
by the alliance with the dots it holds aready;

¢ Anairlinewhich has ahub, alone or in cooperation with another
airling, at both ends or at one end of the route it wishesto enter.

91. These stated criteria indicated that the Commission took a largely
pragmatic view of airline competition. While recognizing that point-
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to-point carriers were often very good at creating competition (alaVirgin
Atlantic at Heathrow), the most likely beneficiaries of a market opening
would be carriers with ahub airport at either end of the route.

92. TheEU analysisalso rested on the need to restrain the power of ali-
ance carriers' frequent-flyer programmes by either opening them up to all
comers or restricting their applicability. The Commission was not dog-
matic on either option, but both indicated the degree of seriousness with
which it viewed the anticompetitive effects of airline alliances.

93. Therewasaso arecognition of the power of CRS displaysto restrict
competition in air services. The Commission explicitly stated that it was
concerned about the possibility of an aliance being able to fill the first
screen of a display with double lines for each flight. While not stating
exactly what it proposed to do about the situation, it did indicate a desire
to limit the display problem. The Commission also showed its concern
about the ability of an aliance grouping to skew travel agent recommen-
dations through generous reward and loyalty schemes. The Commission,
in responding to a previous complaint by Virgin Atlantic against British
Airways, had registered its displeasure with loyalty schemes operated by
dominant incumbents. Given the architectural bias problems set out bel ow
in relation to computerized reservation systems, the possibility that such a
bias could be enhanced further by loyalty bias (beyond the “halo effect”
afforded to the supplier of asystem) onthe part of atravel agent has serious
implications for retail competition.

94. While the analysis of the anticompetitive effects of alliances was
based on a clear understanding of the market, the proposed solutions were
primarily regulatory in nature. Given the Herculean nature of the task, this
was neither surprising nor particularly troubling. Thistwofold approach of
a market-based analysis underpinning regulatory solutionsis likely to be
at the heart of future investigations as well.

95. The United States approach to international alliances has been much
more clearly embedded in a view of international relations and negotia-
tions and centres on the country’s desire to negotiate “ open skies’ agree-
ments. Such agreements effectively deregulate accessfor carriersfrom the
United States and the other party to the negotiations on international
routes. Thus, any carrier can fly to and from destinations in either country.
The United States, it should be noted, does not allow any discussions on
cabotage for foreign carriers within its own borders. The requirement that
acountry negotiate an open skies agreement with the United States before
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antitrust immunity is granted to an alliance is the cornerstone of the
approach, which seems to assume that open skies agreements are enough
to satisfy competition concerns. The United States approach, firmly
grounded in international relations and the demands of its national carriers,
isunlikely to changein the near future. What may force some changeisthe
pace of change in the country’s domestic aviation industry. In contrast to
the use of alliances as a mechanism for forcing bilateral openness, United
States competition authorities take a much more traditional approach to
domestic airline mergers and alliances and have sought to limit their poten-
tial effects on domestic markets and consumers.

96. The approach adopted by United States regulators has been neatly
summed up by John Anderson,”® as follows:

“In the United States, DOT [the Department of Transportation] has
the authority not only for approving airline alliances, but also for
granting those alliances immunity from the antitrust laws. In deter-
mining whether to grant approval and antitrust immunity for an air-
line dliance, DOT must find that the aliance is not adverse to the
public interest. DOT cannot approve an agreement that substantially
reduces or eliminates competition unless the agreement is necessary
to meet a serious transportation need or to achieve important public
benefits that cannot be met or that cannot be achieved by reasonably
available alternatives that are materially less anticompetitive. Public
benefits include considerations of foreign policy concerns. In gen-
eral, DOT has found code-sharing arrangements to be pro-competi-
tive and therefore consistent with the public interest because they cre-
ate new services, improve existing services, lower costs, and increase
efficiency for the benefit of the travelling and shipping public. As
with the other international code-sharing alliances that the United
States has approved, DOT officials explained that they will not
approve AA and BA's proposed code-sharing alliance with antitrust
immunity unless the United States has reached an open skies agree-
ment with the United Kingdom.”

97. The effect of these recent developments on alliances has been to
encourage greater scrutiny and public debate on their effects and develop-
ments. The general effect in Europe has been to encourage a broader
debate about the power of international airlines and to take these views
more clearly into account in regulatory debates. In the case of the United
States there appears to have been a bifurcation between the treatment of
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national mergers and alliances, which have been subject to very tight regu-
latory overview, and international alliances, which have been treated much
more as a tool of internationa relations to encourage more open skies
negotiations, while leaving United States cabotage off the table.

98. For developing country interventions the EU process would thus
appear to be the more welcoming. The United States approach would
appear to make market power considerations subordinate to opening up of
market access.

Slot allocation: proceduresand competition concerns

99. One of the key impediments to an airline operating a service to and
from adevel oping country rests on the ability to access airport take-off and
landing slots. The central issue raised by dot distribution is how to divide
a scarce resource for which, in alarge number of cases, demand has out-
stripped supply. For example, access to London Heathrow and Gatwick
and to New York JFK and Frankfurt is severely constrained by demand
exceeding supply at peak times of the day.

100. The manner in which this problem has been dealt with has differed
between countries. The effect on developing country airlines has not nec-
essarily been as one would expect, with European airports actually seeing
greater entry by developing country airlines. It is important to note, how-
ever, that the manner of distribution devel oped in Europeis currently under
review by the European Commission. A public consultation on the matter
will occur in the reasonably near future.

101. Inthe United Statesthe airlineindustry, with the acquiescence of all
competition and industry regulators, established scheduling committees
for al three New York airports—La Guardia, John F. Kennedy and
Newark—Chicago’s O’ Hare and Washington National. This allowed the
Federa Aviation Authority to define the number of dlots that were to be
allocated under the High Density Rule (HDR) at four of the airports (JFK,
O’ Hare, La Guardia and National) and allocate them through the schedul -
ing committee. The system operated from 1969 to 1985.

102. The scheduling committees at the four HDR airports met on a
semi-annual basis and divided up the dlots at each airport. The committees
were made up of each of the existing carriers and were chaired by arepre-
sentative from the United States airline industry group, the Air Transport
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Association. Observers from the airline regulators attended the meetings
and decisions were made on the basis of unanimity.

103. The system started to creak under the strain caused by the need for
unanimity and collapsed completely with the 1981 air traffic controllers
strike. The strike effectively limited the number of slotsthat were available
to be flown. A number of solutions were tried, including bimonthly lot-
teries of dots and secondary trading of slots. However, none of them
worked particularly effectively, for two reasons. Firstly, incumbent carriers
were granted “grandfather rights’ for their existing dots. Such rights,
enshrined in | ATA protocols, meant that an airlinethat operates a particul ar
time slot hasaright to use that slot in perpetuity, provided that it usesit for
the majority of thetimefor whichit isallocated. This second factor, known
asthe“useit or loseit” rule, encouraged airlines to hang on to all of their
slots and, in some cases, fly uneconomical routes.

104. The collapse of the 1969 system under the strain on increased post-
deregulation demand for slots and the artificial scarcity problem brought
on by the 1981 strike led to an increasing demand for a market in airport
slots. Unlike the auction system, the buy/sell experiment, carried out dur-
ing the 1981 strike and its aftermath, had been a guarded success. The
gradual conversion of airlines to the buy/sell option, prompted largely by
the guaranteeing of grandfather rights, allowed the then Secretary of
Transportation, Elizabeth Dole, to propose a rule (50 FR 52180-52201,
20/12/1985) establishing a system of dot trading at high-density airports.

The rule had two important starting points:

e Grandfather rights for slots held on 16 December 1985;
e Slot trading to begin on 4 January 1986.

105. The mechanics of the system were based on the following rules:

e “Use-it-or-lose-it” rule to be applied to dots not used more than
65 per cent of the time during any two-month period. All slots
failing this test were to be returned to the Federa Aviation
Administration (FAA);

* Lotteriesfor new and returned dots;

« Differentiated lottery pools for passenger carriers, freight, com-
muter aircraft and others to be dealt with as separate pools for
slot allocation and auction;
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¢ Ring-fencing: dots were to be assigned (by lottery) as being
capable of recall to satisfy the essential air service requirement
to small communities and for international flights into and out
of JFK.

106. The effect of the United States High-Density Rule has important
implicationsfor developing country airlines. Of course one hasto separate
flights by developed country airlines to devel oping countries, from flights
to a developed country by developing country airlines. If the former
increase, but the latter decrease, the overall impact on the tourism market
of the developing country may be positive. For example, the decision by
Virgin Atlantic to fly to a number of Caribbean destinations has not
enhanced access to major United Kingdom airports for developing country
airlines, but has enhanced access by developed country consumers to
developing country tourism markets.

107. Astable 13 indicates, the degree of concentration at HDR airports
has increased quite markedly since the rule was introduced. There have
been a number of effects brought about by this increase in concentration.
For example, the “hub premium” payable by consumers to fly from con-
centrated airports has become more noticeable. The potential competition
problem for developing country airlines, however, has been the erection of
significant barriersto entry at such concentrated airports. The most imme-
diate barrier to entry has become the cost of owning a slot. The Genera
Accounting Office (GAO)'? has estimated that in 1996 the cost of a peak
time dot at an HDR airport totalled $2 million, and an off-peak dot,
$500,000.

108. Of course the picture for existing carriers is different from that of
new entrants. If aslot costs $2 million at an HDR airport that means that
any developing country carrier owning a slot on a “grandfathered” basis
can sell it and recoup the money. As most developing country capitals, at
least, are served from such constrained airports, the potential earnings
from slot sales are considerable. The incentive for a developing country
airline to sell a valuable slot is a factor that will need to be taken into
account in the planning of transport and tourism policies, particularly
following the Asian economic crisis.
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TaBLE 13
Per centage of United States domestic air carrier slotsheld by selected groups

Airport Holding entity 1986 1991 1996
Chicago O'Hare American and United 66 83 87
Other established airlines 28 13 9
Financia institutions 0 3 2
Post-deregulation airlines 6 1 1
New York-JFK Shawmut Bank, American, and 43 60 75
Delta
Other established airlines 49 18 13
Other financia institutions 0 19 6
Post-deregulation airlines 9 3 7
New York, American, Delta, and USAir 27 43 64
LaGuardia
Other established airlines 58 39 14
Financial institutions 0 7 20
Post-deregulation airlines 15 12 2
Washington National American, Delta, and USAir 25 43 59
Other established airlines 58 12 20
Financial institutions 0 7 19
Post-deregulation airlines 17 8 3

Source: GAO's analysis of data from the Federal Aviation Administration. GAO Testimony
Before the Subcommittee on Transportation, Committee on Appropriations, United States Senate.
March 1998. Airline Competition: Barriers to Entry Continue in Some Domestic Markets. Statement
by John H. Anderson, Jr., Director, Transportation Issues, Resources, Community, and Economic
Development Division.

Note: Numbers may not add up to 100 per cent because of rounding. Some airlinesthat held slots
have gone bankrupt, and as a result, financia institutions have acquired slots.

109. The experience of TWA at Heathrow is an indication of what may
happen to an airline facing severe financial problems. The TWA dlot hold-
ing was effectively sold upon bankruptcy to rival airlines. When TWA
regained financial security it was unable to get back into Heathrow as it
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was effectively full. A recent High Court case in which the sale of slots to
British Airways by asmall carrier flying to the Channel Islands has had a
major impact on the likely future shape of dlot holdings in London. The
judge in the case has effectively legalized dot trading at London airports
by sanctioning the move in this particular case. Theimpact on competition
is unclear at the moment, as the ruling has not properly sunk into the
aviation community.

The European solution

110. The European Commission dealt with the issue of slot-constrained
airportsin avery different manner from the United States. Regulation 95/
93 cameinto force in February 1993 and was due for review in July 1997.
The need to clear the backlog of major alliance investigations has delayed
the review of the regulation to date. The main object of the regulation was
thealocation of slotsat “fully coordinated” airports—those airportswhere
demand exceeded supply. Such airports include Heathrow and Gatwick,
Manchester, Frankfurt, Dusseldorf, Madrid and Munich. The main
elements of the regulation are:

» Grandfather rights: an airline using a ot in one summer or
winter season has first claim on that slot in the next equivalent
Season;

e Thecreation of the“dlot pool”: new slots and those lost under the
use-it-or-lose-it rule (in the EU, an 80 per cent usage rate) are
placed in apool from which they are administratively allocated;

e Priority for new entrantsin slot pool access. 50 per cent of slots
placed in the pool areto be allocated to new entrants unless those
new entrants decide otherwise;

* Restrictive definition of new entrants: the definitions of new
entrants for priority use of the slot pool are extremely limited. A
new entrant is:

—An airline with under four dots for any route on the day the
slot is requested; or

—An airline requesting a slot for a direct flight between two EC
airports where the route is a duopoly and where the airline
holds less than four slots for that specific route;
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—An airline with less than 3 per cent of all slots at an airport, or
2 per cent at an airport system;

* Recognition of IATA secondary rules for slots: the regulation
acceptsasvalid the | ATA rules on thetime period for use of slots
and, more importantly, the prioritization of requests for the
retiming of slots over the allocation of new dots.

111. TheEU ruleshavelargely fallen between the aims of theregulation.
On the one hand, the regulation was designed to help to open up competi-
tion on intra-European routes through dot-controlled airports, the most
important airportsin Europe. On the other hand, they were designed not to
totally shake up the system of slot distribution that existed previously, nor
the system that was operated through the slot conferences of IATA. What
the slot regulation did do rather effectively was to encourage entry by car-
riers from outside the EU, from transition and devel oping country airlines
in particular.

112. Asmentioned above, the EU dot distribution regulation is currently
under review. The debate about distribution is polarized by those who see
slot sales through secondary trading as a route forward (most notably
Directorate General VII-Transport) and those who see dlot sales as aroute
to greater concentration and limitation of competition (most notably
Directorate Genera |V-Competition). The alliance issue has aso intro-
duced a “wild card” into the debate, with British Airways in particular
wanting to receive payment for any slotsit isforced to divest itself of. This
added complication has slowed down the introduction of a new amended
regulation.

113. Thechalengefor developing country airlines, and Governments, is
twofold. Asdiscussed in relation to the different distribution mechanisms
for reaching consumers, Europe has a thriving and very large charter air-
line market that serves large, vertically integrated tour operators. The tour
operators use charter aircraft to ferry their consumers to destinations that
increasingly include developing countries. The growth of charter routesto
Goain Indiaand the Gambia attests to this. However, it appearsthat in the
United Kingdom in particular, charter airlines are not able to hold on to
their entire ot pool, and particularly to expand that slot pool to allow them
to fly to new destinations. This poses a problem for developing country
destinations wishing to see an increase in charter traffic. Here is areason-
ably clear case of destinations, and destinations that aspire to receive
significant tour operator traffic in future, having a common interest with
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charter carriers to ensure that any review of distribution regulations takes
into account the interests of charter carriers and does not freeze them out
of the market.

114. The second problem is actually to do with the fact that the existing
slot regulation has actually done devel oping and transition country carriers
a favour. Because many routes to transition and developing countries are
reasonably limited in traffic volume, they can often enter high-density air-
ports as new entrants. Existing scheduled carriers from devel oping coun-
tries that may wish to expand and those that may wish to enter should keep
aclose eye on the review of the regulation. Thisis particularly the case as
the regulation was primarily aimed at increasing competition within the
EU, anaim it has singularly failed to achieve. The fact that it has, instead,
improved access for non-EU carriers has rankled a bit with regulators.
They may wish to skew the process more toward an EU bias. Thisis some-
thing that developing country Governments will need to ensure they are
closely involved with.



II1. Dealing with travellerswhilethey arein the
country: the hotel sector

115. Aswe can see from the preceding sections, the competition prob-
lems facing the travel and tourism sector are numerous and complex. The
competitive environment facing destinations is a complex array of factors
derived from the nature of the tourist decision, the mode of choice and the
mode of travel. The complex interplay of factorsin the travel agency mar-
ket differs from those in the airline aliance scenario. However, they do
share the result that competition among playersin those marketsis chang-
ing significantly as the number of players decreases. This has important
implicationsfor devel oping country destinations, although the exact nature
of the response is not always clear. Given that the competition concerns
relating to getting touristsinto the country make the position of developing
country destinations a complex one, we must now turn to the international
hotel sector.

116. Globally, the international hotel sector is characterized by an enor-
mous diversity in provision. Thereis, as table 14 below indicates, a small
number of large hotel groups. However their scope and focusis very often
limited, either by afocus on home markets (in the case of Hospitality Fran-
chise Systems) or by a concentration on business travel and destinations.

117. The terrain of the hotel sector is difficult to separate from two
important drivers of tourism—the position of the supplier of tourists, and
the strategic intent of the authority governing hotel construction. In the
case of theformer, thetravel agency in Europe, for example, contractswith
a multitude of hotels in each destination, negotiates rates for a room and
then supplies tourists. Contractually the agency is responsible for the per-
formance of the hotelier and so has some degree of interest in ensuring that
standards are met in hotel provision. This acts as a control mechanism on
performance. What it does not alow for is the development of strong
branding by the hotel chainsin destination countries, asthey are effectively
subcontractees of developed country travel agencies.

53
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118. Theimportance of planning policiesin the development of the hotel
sector cannot be overestimated. The pattern of hotel provision will have a
significant influence over the development and future of a resort. For
example, aresort that is awash with hotel rooms and on which amost all
land is built will, of necessity, be a mass market resort which will receive
alarge number of tourists. It will, however, likely become a mass market
for relatively middle- to lower-income travellers. If hotel development is
too tightly controlled, the sector may be starved of resources and the opti-
mal level of travellers may not be reached. Limiting development does
have the advantage of limiting numbers and possibly allowing the devel-
opment of a niche, high-income tourist sector. This has certainly been
behind the strategy of a number of Caribbean destinations.

TaBLE 14

L eading international hotel groups, 1997
(thousands of rooms)

Chain Rooms
Hospitality Franchise Systems 510
Holiday Inn Worldwide 370
Best Western International 285
Accor 270
Choice Hotels International 250
Marriott International 200
ITT Sheraton 130
Hilton Hotels 90

Source: Hotels International.

119. Thedistribution issuesthat affect airlinesin relationto GDSsisrep-
licated in the hotel sector but in a more extreme way. This is simply
because the number of hotelsis vastly greater than the number of airlines.
The number of these hotels that are involved in one of the technical book-
ing systems is thus much smaller. There are essentially three routes by
which a consumer can access a hotel in a destination country:



Dealing with travellerswhilethey arein the country: the hotel sector 55

* A hotel distribution system (HDS) tied into aGDS: thisallows a
hotel booking to be made in the same way as an airline reserva-
tion. Most hotelsin HDS/GDS links are established international
chains. The customer thus chooses a brand;

» A package holiday in which class and associated cost of hotel are
the primary factorsin making adecision. The actual hotel choice
islargely predetermined by the tour operator bulk buying rooms;

e Direct purchase of rooms by individual consumers or through
travel agents under direction of the consumer. Such purchases
tend to require prior knowledge of a hotel.

120. Hotel distribution systems comein two main types. Firstly, thereis
the HDS that islinked directly to the hotel’s own booking system and tied
into a GDSthat can be accessed by booking agentsthe world over. The sec-
ond type is asimilar system that is one step removed from the actual res-
ervation system but is still linked to the airline GDSs. The main hotel
industry switching systemis called Pegasus, which was created in 1995 by
anumber of the largest playersin the hotel sector.

TaBLE 15

Shareholder s of Pegasus Systems Inc., 1997

Anasazi Inc. ITT Sheraton

Best Western LaQuintalnns

Choice Hotels Marriott International
Forte Hotels Promus Hotel Corporation
Hilton Hotels Reed Travel Group
Hospitality Franchise Systems Inc. Utell International

Hyatt Hotels Westin Hotels and Resorts

Inter-Continental Hotels

Source: Gary Inkpen, 1998, Information Technology for Travel and Tourism, 2nd edition
(Addison Wesley Longman, Harlow).
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121. The involvement of HDSs is important, but not as pivota as the
GDSin aviation. Travel agencies account for only 30 per cent of all hotel
bookings globally. Individuals and companies drive the remainder. How-
ever, the 30 per cent figure underplays the importance of the travel agent
for tourism-related bookings. For leisure travel one can discount most
company bookings (although afair number of holidays follow from busi-
ness meetings). Thisleaves a greater importance for travel agents than the
initial figure supposes. The HDS/GDS is also used almost entirely by 200
chains of hotels, although not as effectively as they might.

122. The fact that a large part of the hotel market is not accessible via
established distribution networks again raises the issue of alternative dis-
tribution, most particularly through the Internet and via digital interactive
TV. Again, there appears to be a very good case for developing countries
to try and corral their independent hotel sector into participating in a cen-
tral booking system supplied with consumers via the Internet. The poten-
tial cost savings of this route are remarkable. As one authoritative source
putsit: “The cost of obtaining a booking via a telephone service centreis
around US$ 10, to receive a booking via a GDS costs US$ 3.50, but to
capture that same booking via the Internet costs only 25 cents.” 1

123. The key problem for the smaller industry player is the asymmetry
in information between the hotel and the target consumer. This is analo-
gous to the problem in the proliferation of holiday destinations. In both
cases the destination/hotel has an offer to make to a consumer, but no clear
way to make that offer known. The key issue is how to unlock that barrier
and allow freer communication, or more effective targeting. Within that
issue is the central problem of market structure and from that, anticom-
petitive behaviour.

124. For any resort there is a matrix of issues surrounding the decision
about hotel strategy and about the sort of competitive barriers, both real
barriers and constructed anticompetitive barriers, which may be placed in
their way. The matrix is based on relationships among four key variables.
Thefirst two variablesrel ate to the demand side of theissue. Firstly, onthe
demand side the country needs to identify whether the destination is a
mixed one, catering for both business and leisure travellers (any major
capital), or just a leisure destination (few are just business destinations).
The destination then needs to identify from whence their visitors come.
This is important to tie into the first question. The reason for thisis the
need to identify the distribution channel from whence the visitor came and
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the power relationshipsthat operatein that distribution channel. For exam-
ple, if thetraveller isaUnited States citizen, then the CRSGDS/HDSrela-
tionship is the central problem for the hotel sector, particularly for the
independent one. If, however, thetraveller isa European package traveller,
then the distribution channel is much more likely to have been a travel
agent/tour operator system, encountering the competition problems inher-
ent in those systems.

125. Thethird and fourth issues relate to the supply side of the industry.
Thethird factor for a hotel strategy isto look at the balance of offeringsin
the destination. |s the destination primarily a tourist destination or a busi-
ness one, and what scope isthere for expanding either type of destination,
or for persuading businesstravellersto become leisure travellers. Thefina
element of the matrix isthe already existing balance of hotel offerings. Are
the hotels primarily tourist hotels, or are they business hotels? The key
question is the balance between the two and the possibility of transferring
one to the other. This is particularly important for the encouragement of
short-break holidays among developed country consumers, a sector that
has seen remarkable growth in the past few years.

126. The important competition issues that stem from this matrix again
flow primarily through the distribution mechanisms. The anticompetitive
behaviour in those mechanisms is thus most likely to have a significant
effect on the ability of destinations, and of their hotel sectors, to compete
effectively and to gain afair share of the rewards of attracting tourists and
travellers.

127. The response from developing countries and their hotel sectors
must be the same as for their airlines and destination marketers. Consum-
ersin developed countries, and those increasingly coming from devel oped
countries, are at the wrong end of an information asymmetry. They are
largely ignorant of the destinations to which they wish to travel. They are
unlikely to have much knowledge of the airline they fly. They may not
know much about the destination or its hotels.

128. Most importantly, the consumer is looking for someone they trust
to provide the information they need, and for a guarantee about expected
performance standards. Currently two signifierslargely provide that trust.
The first is the brand offered for sale. One of the central elements of a
brand is its ability to offer assurance of performance to the consumer. In
the hotel sector, where serviceisthe most important factor, the brand takes
on an important strength. This brand can take the form of the specific hotel
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brand or the through-brand of the tour operator. The latter type of brand is
the more commonly associated in the all-in-one package holiday market.
The often-unstated assumption is that the travel agent/tour operator would
not contract with a hotel unless it met certain performance standards. It is
thisthat the consumer relies upon to assesslikely performance. Thereisan
ideal opportunity here for developing countries aternatively to rate and
brand their own services. Thisneed for direct branding can be donefor rea-
sons of newness (a new resort or expanded tourism sector) or can be part
of awider strategic effort to garner more of the revenue from thetravel sys-
tem. In either case the devel oping country needs to establish credibility, or
borrow it, from athird party. On the Internet this can be done through link-
ing up with established sites and signing up for certain consumer protec-
tion systems. In the non-Internet world it can be done by signing up with
established distribution channels. However, this will be done from a posi-
tion of weakness and may involve significant cost. A possible way around
thiswould be for anumber of developing countriesin aregion to establish
their own hotel booking system. For example, India possesses a world-
famous core of information technology specialists, aremarkable diversity
of hotel offerings and relatively few outlets to reach consumers. Neigh-
bouring countries also possess a remarkable array of hotel offerings, but
have even fewer outletsfor their product. If, through the South Asian Asso-
ciation for Regional Co-operation, the member countries agreed to estab-
lish (and wire) the infrastructure necessary for an independent HDS, they
would have a product that other HDSs would be eager to have access to.
An independent HDS could then link South Asia hotels to booking agents
and to the Internet as a means of bypassing the established channels, cap-
turing asignificantly greater share of the revenue generated. If such aven-
ture involved cooperation with recognized players in the Internet industry
who signed up for consumer protection measures as well, it might even be
able to charge a premium for holiday bookings.

129. Thesecond signifier that offers assurance of performanceisthedis-
tribution channel that the consumer currently sees embodied in the travel
agent. Thisrelationship isthe onethat providesthe information to the con-
sumer, filters the offerings down and provides associated information that
the consumer may want. While this channel will remain the dominant form
of booking, one should not discount the above scenario, at least for infor-
mation-gathering. There is growing evidence, from the United States in
particular, that consumers are using the Internet as a research tool prior to
entering the established distribution and sales channels. They are thus
attempting to redress the information asymmetry that is common in many
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retail sectors. Developing countries should do their best to help the con-
sumers correct this asymmetry so that they might be more willing to try
new destinations.

130. Between them, these two factors enshrine the claim to credibility of
the established travel sector. They also act to mask the reality of competi-
tion in the sector from the eyes of the consumer.



V. Conclusionsand recommendations

131. The importance of competition and anticompetitive behaviour in
the travel trade and in the airline and hotel industries cannot be underesti-
mated. However, they have a rather peculiar effect on developing coun-
tries. The ability of these countries to counter them is also problematic.
Firstly, the problems of competition and anticompetitive behaviour occur
largely in the developed countries, rather than in developing countries.
What the developing country travel industry experiencesisthe effect of the
industry structure and patterns of anticompetitive behaviour in the devel-
oped countries. What often appears simply as the exercising of power in a
normal commercial relationship in a developing country may actually be
the result of anetwork of anticompetitive practicesin adevel oped country.
However, it may also be the result of non-behaviour-related industry struc-
ture issues. Separating the two is extremely difficult to do and should be
done with care.

132. The other key problem facing developing country Governments is
the pattern of globalization that isdriving many of the developmentsin the
travel and aviation industries. That pattern isimportant in travel and avia-
tion largely because the sectors are both drivers of, and being driven by, the
same forces. In aviation matters, the trend toward greater concentration is
ameliorated by the cumbersome, bilaterally-based industry regulatory
structure. This structure isincreasingly being seen as an anomaly and will
come under growing strain in the years to come. Developing country Gov-
ernments need to plan for the future and identify potential risks and ben-
efits of a changed regulatory environment. In travel, the good news is that
developed country consumers are taking longer and more frequent holi-
days. The bad newsisthat the rest of their timeistaken up almost entirely
with work and they are finding it more difficult to research their likely
holiday destination. A further problem for developing countries is the
number of them vying for the attention of the developed country consume.
The consumer is thus faced with more holiday time, less time to choose it
and more possi ble destinations to choose it from. Looking at any brochure
in a travel agency will provide the consumer with information overload.
This problem will only become worse. The devel oping country destination

61
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thus faces the challenge of reaching the consumers and doing so in away
that will capture their attention and their spending.

133. Thekey to captureisalargely commercial, practical decision based
on an assessment of the strengths and weaknesses of a particular resort. For
simple beach holidays, the likely competitive advantage will lie in price.
Using established tour operators and carriers will probably be the most
sensible approach. However, herethe resort is faced with the market power
of the travel/tour operator, a market power that is being enhanced by
increased merger in the industry in Europe and by the technology of distri-
bution that allows for directiona selling (pushing consumers down one
particular route, usually without them being aware of the commercial links
involved). If the resort is less beach-based and more culturally endowed,
then the most likely route is through a specialist tour operator with an
established clientele and a niche market. Here again, however, the destina-
tion is faced with the result of market power, in that the niche operators
may not be able to get their brochures “racked” by a vertically controlled
tour operator, particularly if the tour operator already serves the destina-
tion with a competing sub-brand.

134. The solutions to the problems outlined above lie in both the “ push”
and the “pull” of the destination on the consumer. The key problems in
anticompetitive behaviour termsliein the “push” element of the relation-
ship. Consumers with a general desire to visit a country have a “type” of
holiday “pushed” down certain channels and routes that lead them to tak-
ing certain decisions. The key anticompetitive problems occur in these dis-
tribution channels and in the manner of the push that occurs. The “pull”
aspect of the relationship has been relatively poorly analysed in the travel
industry, although more clearly developed in the aviation industry. The
“pull” relationship centres on providing the consumer with the informa-
tion, or incentive, to “pull” the consumer in the direction of making a deci-
sion. Such “pull” tactics in aviation have most clearly been evidenced in
the development of the frequent-flyer programmes, whose very essence is
to incentivize loyalty to a particular airline. The development of the Inter-
net and the approaching growth in interactive digital television provide
developing country Governments and their destinations with an opportu-
nity to create a“pull” relationship with consumersin devel oped countries.
If developing countries and their destinations can start to control the infor-
mation that is offered to consumers and direct them toward information
sources and booking channels (for independent hotels, for example) that
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are controlled by developing countries, then the balance of power in rela-
tionships between destinations and tour operators may start to shift.

135. The two responses that are needed from developing country Gov-
ernments centre on:

* Reactive measures. countering anticompetitive practices in
developed countries; and

* Proactive measures. developing alternative means of getting
information to the consumer.

Countering anticompetitive practicesin developed countries

136. There are three key areas in which developing country Govern-
ments and their travel sectors need to get involved:

1. Airlinecompetition

137. The aviation industry is attempting to establish a global environ-
ment foisted on asystem of bilateral and national regulationsthat stop such
an industry developing. This move forces all countries to ask themselves
some basic questions about their own airline provision. Firstly, they are
forced to ask themselves why they have, and whether they need to have, a
national carrier. Can provision be better offered by athird carrier that isnot
owned inside the country? Secondly, the question arises as to whether, in
the absence of such a carrier, an air service to major destinations would
survive. Thirdly, the practical issue arises as to which of the major airline
groupingswill best serve the needs of the national airline and how that air-
line can gain from such arelationship.

138. The key responses to these issues should be:

« Monitoring developmentsin the globalization of theindustry and
in alliance formation to assess the likely impact on their country.
This is probably best coordinated by an organization such as
UNCTAD, which is not tied into the industry but is there to
represent the interests of the developing countries themselves;

« Domestic airline restructuring to make sure that the carrier can
respond to any significant change in operating environment.
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Useful case studies are available from academic departments and
regulators asto how this can be approached;

e Scenario planning to identify likely national, regional and global
developmentsin theindustry. Thisis probably best done through
regional cooperation organizations and through the participation
of national regulatory and airline authorities. Facilitation can be
provided at an international level by a number of bodies, such as
|ATA, or academics.

2. Airport accessissues

139. Inthe coming few years the issue of airport access will face some
important challenges, most notably in Europe. Developing country airlines
have been minor beneficiariesfrom the current systems of slot distribution,
which have favoured incumbent airlines and small carriers. A gradua
move to slot trading will likely have two effects. Firstly, it will potentially
enrich incumbent carriers in congested airports, including many develop-
ing country airlines, by placing amonetary value on those slots. Secondly,
it will make market entry difficult for smaller carriers asthe cost of market
entry increases. The potentia responses will vary from carrier to carrier.
For example, should trading become legalized, a carrier at Heathrow may
be able to realize a significant amount of revenue for a slot. It may make
senseto operate from asmaller airport and realize the value of the slot. The
other key problem for developing country destinations is the increasing
trend toward charter airlines not finding slots at major airports. If the strat-
egy of adestinationisto utilize charter carriers, then this devel opment may
prove extremely damaging.

140. The key responses on thisissue should be:

e Engage in discussions with Directorate Generals VI (transport)
and IV (competition) on the likely shape of the long-awaited
Directive on dlots, and commission studies of the likely develop-
ments and their impacts on developing country carriers;

» Engagein discussions with other stakeholdersin the issue, most
notably charter carriers. Destinations need to form aliances with
their suppliers to ensure that their interests are represented;

» Clarify the effect of dot trading in the United States and the
implications of it for access by existing developing country
carriers.
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3. Distribution channds

141. There are two sets of conclusions contained within this section,
relating firstly to the current system and secondly to possible ways
around it.

142. Existing distribution channels have a number of key competition
problems contained within them. The importance of the system varies
between regions. In Europe, the main competition problem arises from the
power of the travel agent/tour operator relationship and the lack of trans-
parency in the process for the consumer. This places enormous market
power in the hands of the agent/operator, power which can then be used to
bid down the margins of supplier destinations unfairly.

143. Inthe United States, by contrast, the key problem is the biasin the
computerized reservation systems and the tied-in biases in hotel distribu-
tion systems. These problems link up a panoply of issues around competi-
tion problemsin frequent-flyer programmes and directed selling. The mar-
ket power relationship here is a dightly different one, one that centres on
CRS display, airline aliances and competition and access to distribution
systems and computer displays.

144. Developing countries need to engage in debates about the biasesin
CRS/GDSHDS systems and should do so at the international level
through IATA and the World Tourism Organization. They should also
engage with regional and national regulators in the EU and the United
Statesto seeif they can deal more effectively with the issue at those levels.
Given that such efforts thus far have not been overly successful, a new
approach may be needed which seeks to incorporate display systems
within atruly multilateral trading framework at the World Trade Organiza-
tion under a general negotiation on extending the General Agreement on
Tradein Services.

145. Onthe proactive side, there are anumber of opportunitiesfor devel-
oping countriesto seek both more effectively to utilize existing distribution
channels and bypass established distribution mechanisms and reach the
consumer directly with offers and information. Developing countries
should consider the benefits of establishing their own computerized book-
ing and hotel systems and linking these to the major systems available in
developed countries. Alternatively, developing countries should seek to
establish alternative means of reaching consumers in developed countries
through the exploitation of new technologies. Such mechanisms should
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enhance the negotiating power of developing country destinations and
would introduce an element of balance into future negotiations between
travel and hotel firms from developed countries and developing country
destinations.

4, General conclusions

146. Much of the preceding analysis has focused on the peculiar nature
and regul ation of thetravel and aviation sector with much of the regulatory
system operating on a national and regional basis. Most of the issues
around anticompetitive behaviour and practicesin the sector stem from the
fact that the country in which the main anticompetitive behaviour occursis
not necessarily the same as the country in which the side effects are felt.
For example, the directional selling and vertical integration problems seen
inthe European travel industry create market power problemsfor Europe’'s
consumers and also for developing country destinations. For consumers,
the problems of non-transparency and choice restriction are mirrored in
developing countries by hoteliers and other travel firms facing an ever-
thinning field of potential tour operator customers. The bodies capable of
regulating this problem are al located in the developed countries and are
not necessarily capable of dealing with the problemsidentified in devel op-
ing countries. Indeed, it is unlikely that, under their terms of reference,
they would be able to take notice of these problems.

147. When one strips away what appears to be the peculiarity of the sec-
tor oneis struck by its similarity with other services. This would indicate
that what we have with travel and tourism is a multilateralizing industry
regulated on a national and regional basis. The key problems for develop-
ing countries relate to market access and to acts of private competitive
restraints. The negative externalities generated by the creation of market
power in tour operation or essential facility control in computerized reser-
vation systems are generated in developed countries but felt in developing
countries. This situation appears to be a classic case of a sector that needs
to be subjected to truly multilateral regulation and liberalization. The
incorporation of some elements of the system into the GATS needs to be
extended and the sector also needs to be looked at in relation to the nego-
tiations on the relationship between competition policy and trade policy.

148. The service sectors of special interest to devel oping countries have
tended to take a back seat in recent trade liberalization efforts. As part of
the process for building an agenda for the Seattle Ministerial Conference,
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developing countries, through UNCTAD, should seek to establish alist of
sectors of special interest to them. Such a list should seek to identify the
important barriers, be they private or governmental, that restrict the ability
of developing country markets to be accessed by developed country con-
sumers (the targeting of computerized reservation systems might be a use-
ful area of study).

149. The processes by which these services in developed countries are
regulated should also be assessed to identify specific weaknesses and
developed country protectionist biases that restrict the ability of develop-
ing country firmsto operate. For example, why should Singapore Interna-
tional Airways be denied the opportunity to carry passengers between New
York and San Francisco?
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