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ABSTRACT
A stakeholder approach to the segmentation of the short haul
business air travel market

KEITH JOHN MASON

The marketing literature deals inadequately with markets which show characteristics of
both consumer and industrial markets. In this work such markets are called hybrid

markets. The research attempts to find an appropriate research approach for the short
haul business related air travel market, which has hybrid market characteristics.

Recent studies of the business travel market (Stephenson and Fox, 1987, Toh and Hu.
1988 and 1990) have investigated corporate and traveller attitude towards frequent
flier programmes (see Glossary). However, as yet the airline marketing literature has
not investigated the role the purchasing organisation (the employer of the traveller) has
to play in a decision to purchase business related air travel.

Market segmentation is selected as a suitable tool to investigate the business travel
market. However, a review of the literature on segmentation for both consumer and
industrial products reveals that an approach suited to the charactenistics of this market

is not available. Consequently a two stage research approach for hybrid markets is
developed. A case study of nine companies in the first stage of the research 1s used to
develop an understanding of corporate involvement in the purchase of business air

travel, and identifies three key stakeholder groups in the purchase. They are the
traveller, the travel organiser, and the “organisation”. The second stage of the
research collects data on the stakeholders. Traveller data on the importance of
product elements in the purchase are used in a benefit segmentation of the market.
The attitude data from 827 business travellers is analysed by factor analysis to identify
six principal purchase benefits. These six benefits account for 60.6% of the vanance in
the data. Six factor scores for each respondent are calculated and then investigated by
a k means iterative partitioning cluster analysis. A robust three cluster solution is
discovered; i.e. three benefit segments are present in the short haul business travel
market, based on traveller attitude. Cross-validation tests are carried out to test the
stability of this solution. The three segments are investigated to evaluate the influence
in the purchase decision of other organisational stakeholders. Differences between
segments are found in the travel policy of the employing organisation, class of travel

allowed to travellers, and purchase behaviour.

The research indicates that for hybrid markets such as business travel, the role of the
employing organisation mav be important in purchase decisions. Consequently, it is
recommended that future reserach should assess corporate involvement in purchases of
products that have both consumer and industrial elements. The evaluation of the
influences of various stakeholder groups in purchase decisions in hybrid markets may
reveal previously overlooked marketing opportunities.
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INTRODUCTION

The introductory chapter of this thesis provides an initial background to the research.
Short haul bustiness travel in the European Union is selected as a suitable area of
research in section 1.1 and a research objective is made based on the discussions
given. The chapter concludes with an explanation of the structure of the thesis

(section 1.2).

1.1 SUBJECT OF STUDY

This research is concerned with the short haul business travel market in the European
Union (abbreviated throughout the rest of this work to EU). The following discussion
aims to explain the focus of the research by answering the following two questions:-

¢ Why research the EU market?
¢ Why investigate short haul business travel?

The reason for examining the EU airline industry is because there 1s an ongoing
fundamental change in the legislation in this industry, which is changing the
competitive forces in the market. The airline industry has been severely regulated for
most of its existence, creating an industry virtually devoid of competition. It was

perceived that the lack of competitive pressure within the industry was responsible for
lack of consumer choice, high prices and poor service (Caves, 1962). In response to
this view the US deregulated its domestic air services market in 1978. The early
success of this policy, in terms of lower prices, improved choice and quality led to
deregulatory pressures in other markets around the world. By 1987 the European
Community (as the EU was called at that time) had begun an evolutionary
liberalisation policy for its air services market. As a result of this liberalisation a body
of research has developed with two main themes; to predict how the market will
develop, and to develop strategies that may be used by airlines operating under the

new market conditions.

-14-



yduction

It 1s obvious that these two research areas are linked and research in one area is likely
to consider, however briefly, the other area. The focus of this research is in the
second area. However, to provide a context for the study, a consideration of the

changes that are happening in the market is made in the second chapter.

With regard to the choice of the short haul business travel market the following
comments may be made. Firstly, the business travel market represents a vitally
important part of any scheduled airline's market, since business travellers tend to
travel more frequently than those in other sectors of the market, and are prepared to
pay higher fares. This is particularly true in short haul markets where business travel
may represent a large proportion of a scheduled airline's traffic. Wickers (1994)
indicates that about half of all US domestic travel is related to business, and Doganis
(1991) indicates that this proportion may be as high as two-thirds within Europe. This
may associated with airline route structures aimed at serving principal business

destinations.

It is important from a research perspective to distinguish between short haul and long
haul travel. It will be shown later (see chapter 4) that organisations often have
different travel policies towards long and short haul travel, and that travellers portray

different behaviour depending on whether a flight is long haul or short haul. While
some companies allow their executives to travel business class on a short haul flight

but make them fly on economy class on a transatlantic flight, other companies have
travel policies that are opposite. The comfort of the traveller, and the cost of the ticket
are the two main factors that mean purchase behaviour differs between long and short
haul flights. Short haul air travel has no specific definition, however, in this research
it is taken to mean air travel of less than four hours in length. While this specification

is fairly arbitrary, at some stage comfort becomes an important purchase
consideration. It seem reasonable that after four hours sitting confined in a seat, that
comfort will become an important consideration. This specification also means that
domestic UK air travel, and much intra-EU travel is included in the scope of the

research.

The focus of a number of studies has been long haul travel (e.g. Vambray, 1976,
Goodrich, 1977, Boberg and Choy, 1988, van Oudheusden, 1990, Young, 1990). A
number of these studies on the long haul travel concentrate on the tourist markets (e.g.
Muller, 1991, Calatone and Johar, 1984). Recent interest in the short haul market has

become apparent due to the changes in the legislation (see section 2.1).

-15-



Considering the importance of the business travel market it is perhaps surprising that
there are only a few profiles of the business travel sector. Some studies have

considered the business travel market as part of a study to investigate the entire
market (e.g. Vambray, 1976). The rationale for so doing is criticised later (section
2.3). Woodside, Cook, and Mindak (1987) identified a demographic profile of the
heavy traveller segment of the market in the US, and suggested that the development
of a geo-demographic segmentation was possible. Recently, research interest has
turned towards the fact that most business related travel is not paid for by the traveller
but the employing organisation. Stephenson and Fox (1987) discovered employing
organisations to be critical of frequent flier programmes (see Glossary), which is
attributable to $4 billion in annual excess air travel expenditure. Toh and Hu (1988)
In a study of passenger attitude toward these schemes found members of frequent flier
programmes to be strongly against corporate confiscation of the rewards earned. A
later study by the same authors indicated that airlines should charge higher fares to

"business travellers who travel on corporate expenses, especially on the short
business commuter corridors"” (Toh and Hu, 1990, p. 195), while Upton (1992) called

for bulk purchase benefits to accrue to the organisation.

It would seem , therefore, that it is timely to be investigate the EU short haul market
as the liberalisation policies have changed the intra-EU air travel market, and
knowledge of the relationship between the employing organisation and the business
traveller is likely to become increasingly important to air travel marketing

organisations.

1.1.2 RESEARCH OBJECTIVE

In light of the discussion above the following research objective may be made:-

To provide an analysis of the short haul business air travel market in the EU,
with specific interest applied to the area of the relationship between the

individual traveller and the employing organisation.

-16-



1.2 THESIS STRUCTURE
The thesis is divided into three parts:-

¢ Part I: Introduction
¢ Part II: Methodology

¢ Part III: Results

The 1ntroductory part of the thesis (Part I) provides the background for the research.
Chapter 2 has three sections. It firstly details the liberalisation policies of the EU
toward the airline industry, and analyses the impact of these changes. This is
followed by a consideration of the tools available to an airline to communicate its
marketing strategy. Finally, the nature of the business travel market 1s discussed. It is
highlighted that the market displays a hybrid nature. In other words the business
travel market has characteristics of both consumer and industrial markets. This
analysis leads to the an important part of the research - the development of a research
approach that is suited to markets which display hybrid market charactenstics.
Chapter 3 reviews the market segmentation literature. Market segmentation 1s a
method which can be used to analyse markets. The separate treatment for industrial
and consumer goods in the literature provides a problem of application of market
segmentation in this market. The fourth chapter develops a two-stage research
process that is suited to the characteristics of the business travel market. Two research

hypotheses are developed. The first can be used to assess whether market segments
exist in the business travel market. The second can be used to assess whether the

membership of any segments that exist in the market is affected by organisational

influences.

The methodological part of the thesis (Part II) develops research tools to
operationalise the two-stage research approach in such a manner that the research

hypotheses may be evaluated. In Chapter 5 the research instrument is designed. The
data required is specified, the measurement technique chosen, the collection method
planned, the sampling technique devised, and the validity of the research concept
assessed. The analytical tools that are used to investigate the research hypotheses, and

the reliability of these tools are examined in Chapter 6.

-17-
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The results of the application of the research instrument are presented in Part III of the
thesis. The preliminary results found in Chapter 7 indicate the size, structure, usage
and attitude of the business travel market. The results of the market segmentation
studv are presented in Chapter 8. Three market segments are identified in the
business travel market. These segments are profiled and the research hypotheses are
evaluated. Chapter 9 of the thesis assesses the value of the research. A review of the
research findings are presented. A discussion of the limitations of the research is

given. Following from the assessment of the research and its limitations

recommendations for further research are made.

-18-



INTRODUCTION

Business travellers are the most important customers to scheduled airlines as they
travel more frequently and pay higher prices than other customers. Given its prime
importance, strategies need to be developed by airlines to attract and maintain the
business travel market. Until recently the airline industry in Europe has been heavily
regulated. This regulation has effectively divided airline markets between the airlines
national governments designate. Such market conditions have meant that controlling
demand has been less important to airlines than controlling their costs. A move
within the EU has lead to the creation of a more competitive environment for airlines.
This change in the legal environment means that airlines need to evaluate how the
changes may affect their business, and, in response to these changes, develop
marketing strategies that will ensure survival in this more competitive market.

This chapter of the thesis provides a reason for, and a context to the rest of the work.
The legislative changes that the EU have brought about are identified and investigated
in section 2.1. Without these changes in the market, airlines would continue to
concentrate on supply side issues, and research into the demand side of the market
would, therefore, be of less importance. It is because of these legislative changes that
this research investigates the demand side of the EU airline market. Airlines need to
develop and communicate marketing strategies to address this changing market
environment. A marketing strategy is communicated to a market through the
elements of the marketing mix. The marketing mix variables that are available to
airlines are considered in section 2.2. This section given essential background
information on the airline product which is a combination of intangible services
elements and more tangible product elements. This thesis is primarily concerned with

the business sector, given its importance within the market. Section 2.3 begins this
investigation with a discussion of the nature of the business travel market and

considers what research approach is appropriate.

-19.



napter 2 Al ansport in the
2.1 THE LIBERALISATION OF CIVIL AVIATION

The airline industry, both 1n the EU and throughout the world is experiencing a period
of extreme legal upheaval. A trend towards a deregulated environment was started by

the United States (US) in the mid 1970's. Section 2.1.1 addresses deregulation of civil
aviation by investigating the US experience. The US's lead in domestic deregulation
has been followed by changing regulatory environments in many trading areas such as
the EU, European Free Trade Area (EFTA), and Australia. The legislative changes in
the EU market are considered in section 2.1.2, while section 2.1.3. addresses the
problems that still face the EU in its attempt to create a competitive environment.

2.1.1 US DEREGULATION

The liberalisation policy in the EU has its roots in the US experience of deregulation.
It is here that the economics of free market competition were first employed in the air
transport sector. Thus the US experience serves as an indicator of market evolution in
Europe, and as such must be considered before any detailed analysis of the EU

situation.

Regulation of the air services industry in America began in 1938 with US Civil
Aeronautic Act and in 1940 the Civil Aeronautics Board (CAB) was established,
responsible for regulating market access, and fares. It was able to award subsidies and
control mergers. It also had the power to investigate restrictive trade practices. The
main argument given for this extensive industry regulation was that of ensuring public
interest. Much questioning as to how well the regulatory system performed in terms
of serving the public, was raised during the 1960's and 1970's (Caves, 1962, Douglas

and Miller, 1974).

The Airline Deregulation Act passed in 1978, was based on Bamoul, Panzar and

Willig's contestable market theory (1982). This theory aims to approximate perfect
competition under conditions where there is not a large numbers of both buyers and

sellers. The theory postulates that the threat of potential entrants into a market where
abnormal profits are being earned would be sufficient to ensure that incumbents
would set tariffs at a level that did not attract market entrants. Fawcett and Farris

(1989) identify the criteria upon which the contestable market theory is based;

«20-
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Free entry and exit from the market,
Economies of scope and scale are not important,

The consumer has the ability to change brand,

¢

¢

¢ There is perfect information,

¢

¢ The incumbent carriers cannot react very quickly to new entrants' lower

prices.

The Deregulation Act of 1978 created an environment totally free of the heavy

regulations that had applied to the industry. The short term result was very much as
expected with a great rise in competition on each route leading to lower fares and the

enhancement of route networks connecting many more city pairs, at an increased

frequency, than was ever possible under the regulatory scheme.

The incumbent airline carriers were quick to react to this more hostile operating
environment. They adjusted their cost structures in an effort to become more
competitive, but at the same time also eroded the conditions on which deregulation
was based. The development of hub and spoke services began this erosion. The
larger the route network an airline had, the greater the likelihood that an airline would
succeed. This economy of scope, therefore, was very important and new entrants

found it increasingly difficult to compete.

Computer Reservation Systems (CRS) offered consumers considerable benefits, in
terms of real time flight availability information and direct on-line booking.
However, only the largest airlines could afford to invest heavily in this new
technology. While smaller carriers were allowed to buy into these systems, invariably
the main operators' flights were displayed more prominently or were easier to access
and book. CRS thus limited a new entrant’s ability to compete. However once a new
carrier had access to a CRS the operating carrier had current flight information about
Its competitors, thus allowing it to price new entrants out of the market on specific

routes while keeping prices higher on routes on which it had no competition.

Frequent flyer benefits were offered to consumers. Once a business person had built
up some mileage on one scheme with a particular carrier he/she was loathe to fly with
another carrier. Again the largest carriers with the most extensive routes benefited
while small entrants found it difficult to attract customers on their benefit schemes.

221-
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Thus it can be seen that the criteria that were the basis for a US competitive airline
industry were eroded. Economies of scale and scope became of prime importance,
consumers were "locked in" to specific brands with frequent flyer benefits, and CRS's

enabled incumbent operators to react very quickly to market inroads made by their
competitors. Thus after ten successful years of deregulation, where real prices fell and
consumer choice increased, the next five years saw the market concentrate
substantially to where eight carriers shared 95% of the market (Market Intelligence,

1989).

The US example has shown that freeing the airline market of regulation can lead to
cost cutting, lower fares, improved service and revolutionary operational advances
(Button, 1989). While the advantages of a more competitive environment are
attractive to the EU, it wants to avoid the market concentration to which the US
laissez faire policy has led. Consequently the European Commission planned a
liberalisation of the market place, taking account of the US's experience and the
differences that exist between the two regions. These differences and their
implications will be highlighted before considering the legislation concerning civil
aviation. There are marked differences between the North American and European
civil aviation markets, and these differences have important implications toward any
liberalisation of the European market. Differences may be noted in the market
geography, the demography of its people, its political environment, and competition.

Owing to the shorter distances between major cities in Europe, airlines suffer two-

fold. Firstly, road and rail links offer significant competition. Secondly, as fuel
consumption is greatest during take-off and landing and the average distance between

major cities in the EU is much less than in the US, average fuel consumption is

significantly higher, pushing prices up further against other modes of surface

transport.

European average income is significantly less than that of its American counterpart
(Sawyers, 1987). This fact has, until recently, affected the demand for air services.
However the growth of the price inelastic business market and expanded demand in
the charter sector has seen air travel increase over recent years. Between 1982 and
1992 the average annual growth in this market has been 3.8% (ICAO, 1994). Based

on these figures ICAO forecast that European air travel will increase from 551.7
billion revenue passenger kilometres (RPK) to 800 billion RPK in 2003 (ICAO,

1994).
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With regards to the political environment it is important to note that the US market is
just one market while EU operators cross up to 15 national boundaries, each with their
own laws concerning air transport. EU liberalisation will bring under one set of
legislation the laws concerning air transport for all member states.

The liberalisation of the air transport industry is complicated by the strategic
importance historically placed on the flag carrying airlines of Europe. Governmental
share ownership and subsidy is commonplace. While some member states have
battled to protect uncompetitive companies (e.g. France) others have strong arguments
concerning the development of their relatively new flag carrying airline (e.g. Greece).

It 1s unlikely that the national interest will be allowed to prosper at a cost to the EU as
a whole. The Cecchini Report (1985), commissioned by the European Commission,

concerning the cost to the EU of not achieving a single market in Europe, indicates
that a 5-7% EU increase in GDP could be achieved by single market completion.

While consumer benefits are seen as one of the main advantages of a free transport
market, the EU sees these benefits being absorbed into the overall economies that it is
striving toward and intends the civil aviation sector to make a full contribution to the
economic growth of the EU (Commission of the EU, 1989).

As the EU is made up of (currently) fifteen Member States, border controls and
customs have been present at each landing point. This obviously increases the costs
of air travel in Europe in terms of the industry's infrastructure. However these
controls may be reduced to meet the Single European Act's objective of the free

movement of people within the EU.

Competition boomed in the early years of deregulation in the US market. The
Commission is keen to ensure that this environment is maintained in a liberalised

Europe. During the early years of deregulation in the US new entrants undercut the

incumbent operators' costs significantly. These large operators had to address their
cost structures and learn how to be effective competitors in the deregulated market.

This situation will also occur in Europe, with one major difference; large European
operators may not only be competing with small carriers and new entrants but also,
against large US carriers. These US carriers have survived fifteen years of US

deregulation and, therefore, have much more operating experience.

3.
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Having distinguished the EU market from the US market, the changing legislative
environment within the EU may now be considered.

2.1.2 THE CHANGING EU LEGISLATIVE ENVIRONMENT

The legal environment provides the framework within which any airline must operate.

The law concerning air transport in the EU is generated from three sources; the EU,
individual member states, or law between either the EU or individual member states

and third parties (e.g. The US, EFTA, etc.).

Balfour (1987, 1990), Vincent and Stasinopoulos (1990), Kalshoven-van Tijen
(1990), and Reynolds and Hockless (1990) provide a excellent insight into the content
and implications of EU legal measures that have moulded the legal environment in air

transport. Table 2.1 details the key dates in EU air law.

Air law has developed from the Chicago Convention in 1944. At that time, at the end
of a war dominated by air power, the strategic importance of airspace was paramount
1n the minds of negotiating parties. Those states contracting to the Convention agreed

that each state should have complete and exclusive sovereignty over its airspace (Art.
1). From this basis, the right to fly from one state to another depended on gaining

permission from other states to fly over or into their territories. A system of bilateral

agreements, known as Air Services Agreements (ASA), has developed as pairs of
states have negotiated such rights and the basis of the majority of these bilateral
agreements is a balance of benefits and rights. The traffic rights granted in an ASA
are selected from a number of freedoms of the sky (see Glossary). These bilateral

agreements generally specify:-

¢ the airlines allowed to serve a particular route.

¢ the capacity each airline can provide.
¢ the price that may be charged for a particular service.

Historically many member states owned their own "flag carrying" airline (e.g. Air
France, British Airways, Lufthansa all started under national ownership) and thus a

typical ASA would allocate, for a particular route. the two flag carrying airlines of the
contracting states operating the route. A 50:50 share of the capacity provided on the

route would mean that each airline would gain about 50% of the market, and the price
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would be set at a rate that would ensure healthy profits for both airlines. It can be
seen, therefore, that these ASA provided virtually no incentive for the airlines to

behave in a competitive manner.

The Treaty of Rome (1957) established the European Community (which later
became the EU). The Treaty's objective was to create a common market within the
boundaries of the Community by abolishing the borders of the internal member state.

Art 3 of the Treaty laid out regulation for:-

¢ freedom of movement of people, goods. services, and capital.

¢ common transport policy.
¢ system of undistorted competition throughout the EU.

The Single European Act (SEA), which took effect in 1st July 1987, focused the aims
of the Treaty with the objective of completing the internal market by 31/12/92. It can
be seen that there is a basic conflict in regard of air transport between the objectives of
the EU and the international regime that has governed air transport since the Chicago
Convention. The corollary of the aim of the EU to create a internal or "domestic”
market is that the bilateral agreements between each pairing of member states has to
be abolished. Such a move is fundamentally against the sovereignty clause of the
Convention. This provides an argument for member states not wishing to see the
creation of a liberalised air services market, and also undermines the regulatory basis

of all international air transport.

The Treaty exempted air and sea transport from the provisions regarding the Common
Transport Policy, and left the policy making to the EU Council of Ministers. Few

provisions were made between the Treaty and the SEA, as decisions had to be made
unanimously allowing single states a power of veto. However, the SEA decreed that,

In most cases. decisions regarding air transport policy could be made by a qualified
majority. Since this provision the development of a single market for air transport
within the EU has been fairly rapid, although, the situation with regard to third states

has been much slower.

The EU's first legislative development in air transport was based on a memorandum
produced in 1979. The directive on inter-regional air service, which took effect in
1983, concerned access to the market and the sharing of passenger capacity between

member states.
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In 1983 the European Parliament took the Council of Ministers to the Court of Justice
for failure to act in the field of transport (Mathijsen, 1985). The Commission
subsequently released its second memorandum. Although this document was
considered conservative (Balfour, 1987) it led to a more liberalised market. The
memo contained regulations concerning fares, capacity and revenue and dealt only

with intra-EU services.

The memo contained:-

¢ A regulation to allow airlines to apply for tariff proposals to just one

government, thus introducing limited price competition.
¢ The ntroduction of fare zones, providing flexibility for discounting. Fare

proposals outside the zones were subject to double approval, greatly
limiting the ability of a carrier to introduce deep fare discounts.
Governmental approval must be given by both the carrier's national
government and the government responsible for the carrier's destination.
Effective lobbying from the flag carrier of the destination state would thus

weakened the power of this policy.
¢ A policy to limit governmental interference. A government could only

interfere if its airline's seat capacity fell below 25% of a inter-EU city
pairing. This policy allowed a carrier on a city pairing to expand its
revenue, by increasing the seat capacity it offered.

¢ A regulation concerning capacity sharing. Such agreements were only to be
allowed if jointly planned, and could be withdrawn from without penalty.

The EU believed that the introduction of increased flexibility would "improve service

to the consumer and the profitability of the efficient and enterprising airline” (House
of Lords, 1985). This memo has provided the framework for initiatives toward

liberalising the market since that time.

The Nouvelles Frontieres case, brought before the European Court of Justice in 1986,
set an important precedent. Until this case the legal position of the air transport sector
to the Treaty's competition policy was unsure, as the Treaty provides no procedural
regulation for the application of the competition policy to the air transport sector. The
action was brought against some travel agents (including Nouvelles Frontieres) and

some airlines (including Air France) and concerned the selling of tickets at fares not
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approved by the French government. The French government referred the case to the
European Court to indicate whether the tariff system in operation was in breach of the

competition rules of the Treaty.

The outcome made clear that the Treaty's competition rules do apply to air services
and the Member States are bound to apply Articles 85 and 86 of the Treaty to air
transport. These articles are the principle competition rules of the Treaty.

Article 85 prohibits any agreement, deemed by the authority to prevent or distort
competition. While this article could be successfully applied to virtually any airline.
the authority or the Commission can exempt any agreement that it deems as having
beneficial effect (i.e. promoting technical or economic benefit, to the advantage of the

consumer), thus providing a path for airlines to apply for exemption from the

competition rule. These block exemptions have been used to continue non-
competitive practices (such as joint airline planning and co-ordination of schedules,

and joint marketing agreements) extensively since their creation.

Article 86 prohibits the abuse of a dominant market position. It may be argued that
the major airlines in Europe hold dominant market positions and are 1n a position to
abuse such power (e.g. BA not allowing the SABRE, a US computer reservation

system, to print its tickets). Here no exemptions were allowed.

Balfour (1987) has two concerns with the decision of the court. Firstly, that the
competition authorities of the Member States have the role of deciding whether an

agreement is anti-competitive, allowing "for great difference of treatment and
conflict” (p 278). Secondly whether the prohibitions of Article 86 for abuse of a

dominant position are immediately actionable, or whether the complaint must be
referred through the courts. leaving the plaintiff to suffer within the dominated market

until the court case is decided.

The EU published three liberalisation packages. The first package of liberalising
policies was published in 1987, and became known as the December package. The

Council released two Regulations, one Directive and one Decision (Vincent and

Stasinopoulos, 1990).
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193 Dir 84/416

15/3/84 Objectives:

Balance interests without deregulation
Increase tlexibility and competition within

present regulation
Guidelines for common transport policy

30/4/86 ECJ Case 209- | Nouvelles Frontieres Case.
- 213/84. Treaty rules apply to air transport.
Art. 85 & 86 Treaty applicable.
Block exemptions from Art 85 possible.

6/7/88

Reg No | First Phase of Liberalisation.
3975/87 Fare approval, discounts, Capacity sharing,
3976/87 multiple designation, Block Exemptions Fifth freedom

Direct. 87/601
87/602

Reg

No | Exemptions rules for;

2671/88 Joint planning and co-ordination.
2672/88 CRS
2673/88

April 89 ECJ No.66/86 | Ahmed Saeed case

24/7/89 Reg No | Code of Conduct for CRS
2299/89

24/17/90 Reg Second Phase of Liberalisation.
2342/90 Further liberalisation of rules made in Phase I. Also
2343/90 introduction of;
2344/90 Double disapproval.
Non-discriminatory Traffic rights allocation.
Block exemptions extended until 32/12/92.
Cabotage.
Predatory pricing.

23/7/92 Reg Third Phase of liberalisation
2407/92 Licensing of Air carriers
2408/92 Access to intra-EU Routes
2409/92 Fare & Rates for Air Services
2410/92

2411/92

Table 2.1 Key Dates in Air Transport Development (From 1983)
Adapted from EU, 1989-1992: Balfour, 1990; Baker and McKenzie, 1989

The package firstly provides a regulatory procedure for the application of the
competition rules (Article 85 and 86) to air transport. Here, then, the decision of the
Court in Nouvelles Frontiers is re-enforced by the Commission. The second
regulation allows the Commission to approve group exemptions, from Article 85, for
certain forms of co-operation between airlines aimed at increasing productivity and
improving services. The Directive introduced a EU framework for the approval of
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fares for intra-EU scheduled services. Discount fares meet with automatic approval if
they fall 1n the range of 65-90% of the standard fare, as do deep discounts fares in the
region of 45-65% of the standard. Capacity sharing and access to the market were
addressed in the Council Decision. Airlines were able to increase their capacity to
55% of the overall route capacity, shared between two countries, in the first year and

to 60% thereafter.

This package was only a "modest first step towards the creation of [a] unified
market” (EU press release, 1990). The EU opinion was that wholesale deregulation on
a specific date, like that of the US, was unsuitable for the European market, although
the completion of a single market will "enable the air transport and related services
to develop fully” (Commission of the EU, 1989). This first package was viewed as

just the first step towards this unified market.

The December package provided a legal framework for the granting of exemptions
from the prohibitions of Article 85 of the Treaty. Exemptions have been granted for
joint planning on capacity and co-ordination, revenue sharing, tariff consultation, slot
allocation and CRS's. Limitations to the extent of the exemptions are given, such as
the manner in which CRS's may be operated. The exemption provides an opportunity
for smaller carriers. who cannot afford to develop a CRS without the help of other
carriers, to utilise this expensive technology, however the exemption does not allow
bias of display, information loading or fees. These exemptions are aimed at providing

a "genuine need for legal security on the part of air carriers” (Commission of the EU,
1989a).

The case known as Ahmed Saeed was similar to that of Nouvelles Frontieres as it also
concerned fare discounting. However its decision is important for two reasons; 1) not
only did it re-enforce the decision in Nouvelles Frontieres but 2) it went further and
ruled that the principles that applied to tariff agreements (as set out in Nouvelles

Frontieres) applied equally to the air transport sector in general, e.g. agreements
concerning joint planning. Thus "agreements between firms or ... trade associations,
as well as ... airlines which hold a dominant position ... fall within the prohibitions of

Article 85 or 86, or both.” (Reynolds and Hockless, 1990, p.55)

In 1989 a Code of Conduct for CRS was introduced. This regulation, a supplement to
the provisions made in the block exemption regulations, is intended to ensure that the

computer reservations systems in the EU are used in a "non-discriminatory and
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transparent way, and present accurate and un-biased information" (Reynolds and
Hockless, 1990, p.5)5).

The second phase of liberalisation was adopted by the Council in June 1990 and took
effect from 1/11/90. The package includes two new regulations and extended the time
period for block exemption protection. The two new regulations address issues of

access, price and capacity;
With regard to access the regulations provide for:-

¢ Free cabotage (see Glossary) after 31/12/92

¢ Uniform regulations regarding licensing
¢ Multiple designation threshold lowered to 100,000 passengers

The principle of multiple designation (see Glossary) made it possible for airlines to

introduce new services on routes which previously had no access.

The regulations regarding capacity indicate that:-

¢ Bilateral capacity flexibility increased to 67.5% / 32.5% until 1993 when

all bilateral sharing restrictions were to be abolished.
¢ From 11/11/90 capacity may be increased by 7.5% on previous year's

operation.
¢ Fifty percent of capacity may be used on fifth freedom routes (see Glossary)

These rules were aimed at encouraging carriers to match flight frequency and umt
utilisation to market demand. The success of an airline, 1n a liberalised Europe,
depends on its ability to feed traffic towards its hub airports. Improved fifth freedom
rights allow carriers to build a more extensive feeder network.

With regard to fares the regulations provide:-

¢ Discount allowed to 30% of fare given for reference to IATA (see Glossary)
¢ Double Governmental disapproval (see Glossary) required for proposed

tariff changes

-30-



tr:3011+ aW- =91 AMODOE L JIE L1ES

Second Phase
Double Approval. Double Disapproval from 1993.

Fare Zone System. Fares Zone system modified.

Arbitration system for disputes. Right of appeal to the Commission

for "dubious" fare proposals (e.g.

dumping, predatory pricing).
Safety net reduced to 25% by
1/4/92.

Member state intervention to protect
capacity of national carrier allowed if share

drops to 45% till 30/9/90 and 40%

thereafter.

Passengers carried between hub and | Limit raised from 70 to 100, and all

regional airports by aircraft with less than | inter-regional services to be left out.

70 seats are left out of capacity calculations.
Subject left out.

Relations between Member states
and its airlines. Traffic rights must
be granted in a non-discriminatory

manner.

Multiple designation. A State may not | Limit reduced to 600 round trip pa.

object to one of its airports being served by
airlines designated by another State.
Limited to routes with 1000 round trips pa.

Route between hub and regional airports.
Authorised in principle, with many
derogations
Removal of constraints and
exemptions granted to certain States exemptions

Fifth freedom authorised to 30% of | Limit raised to 50% , between all
capacity. Forbidden between hubs. types of airports.

Cabotage forbidden. Free cabotage post 31/12/92

Table 2.2: Development of legislation; First and Second Liberalisation Packages
Source: EU Press Release 1989, Kalshoven-van Tijen 1990.

Derogations removed, safeguards

introduced.

The introduction of double disapproval meant that a government was not be able to
protect its flag carrier by vetoing proposed tariff changes from another carrier. Just
one of the governments can approve an international tariff change. Effectively the
opposite of the double approval requirement included in Memo. No. 2, this measure
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went a long way to removing the ability of a Member State to protect its national
carrier. The discounting measure would allow a carrier to significantly enhance off-

peak load factors improving flight profitability.

This second phase provided much greater opportunity for airline competition than the
December package. Table 2.2 details the development from the first to second

packages.

Mr. Karel Van Miert, an earlier Member of the Commission with special
responsibility for transport, has indicated that the second phase of liberalisation
achieved an integrated internal air transport market. He indicated that a common air
transport policy had still to be realised (Commission of the EU, 1990).

The third liberalisation package was agreed in July 1992 and took effect on 31st
December 1992. Table 2.3 shows how the third package differs from the second. The

new bundle of measures contains five regulations regarding:-

¢ The licensing of air carriers

¢ The access to intra-EU air routes

¢ The fares and rates for air services

¢ The application of EU competition rules

The aim of regulation EEC No. 2407/92, regarding the licensing of air carriers, is to
harmonise the requirements that air carriers must meet to be able to operate within the
EU. The regulation means that as long as any carrier can meet the standardised
requirements for technical and economic fitness, holds a current Air Operator's
Certificate (AOC), and is majority owned and effectively controlled by a Member
State or its nationals, then it will be awarded a licence to operate any intra-EU route.
Such airlines are known as EU air carriers. This regulation abolishes the national
rules of air carrier ownership and it establishes the right for any carrier owned and
controlled within the EU to operate anywhere within the EU. Balfour (1992) indicates
that this regulation has two important effects. Firstly, a State cannot operate a
national monopoly policy, 1.e. a carrier established within a State that meets the
objectives requirements must be granted an operating licence. Secondly a State
cannot refuse an operating licence to carriers not owned and controlled by local

nationals.
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Second Phase of Air Liberalisation Third Phase of Air Liberalisation
Licensing of Air Carriers

Nothing Rules for economic and technical
Carriers that pass these rules must be
favour of EU ownership criteria

Multiple designation thresholds limited | Any EU carrier able to operate any
intra-EU route

to some extent, fifth freedom limited by

capacity

No cabotage Cabotage implemented in a transitional
period until 1/4/97
Simple safeguards respected State rules | EU safeguards to deal with congestion

Free bilateral capacity within pre- | No capacity limits
defined zones to protect the balance of
benefits between States

Air Fare & Rates

Double State disapproval of fares | Free pricing, EU can intervene against
needed to reject a fare within a zonal | excessive prices or downward spiralling

system fares

Table 2.3: Development of Legislation; Second and Third Packages of Air
Liberalisation
Source: Adapted from Sorensen, 1992

In practical terms, this regulation means that a carrier wishing to expand into new
markets can undertake one of three strategies. Firstly it can set up a subsidiary within
another State's territory and maintain effective control of that subsidiary without fear

of the other State refusing an operating licence. Secondly a carrier can start operating
routes from another State to a third State. Thirdly there are no legal barriers to the
amount of "foreign" investment a carrier can make in an airline of another Member

State.
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Regulation No. 2408/92 concerns the access for EU air carriers to intra-EU air routes.
The effect of the regulation is that any EU air carrier is able to operate between any
two airports within the EU. The regulation qualifies this rule by allowing protection
for inter-regional services served by small aircraft, and cabotage is limited until 1997

when full cabotage is allowed throughout the EU.

Regulation 2409/92 liberalises the system by which fares are approved by the relevant
authority, IATA. A carrier can now offer any price it wishes for any of its services.
The only stipulation is that the fare must be filed with the respective aviation authority
(the Civil Aviation Authority in the UK) 24 hours in advance.

The regulation provides a couple of safeguards to ensure that fares are neither
excessively high or "market forces have led to sustained downward development of

air fares" (Art 6.1.(b))

Two regulations (EEC No.s 2410/92 and 2411/92) regarding the application of
competition rules of the Treaty of Rome amend previous legislation (Nos. 3975/87
and 3976/87). The first extends the powers of the EU to apply the competition rules,
from international air services within the EU to include domestic air transport services

within a Member State. This measure is designed to ensure that fair competition 1s
carried on, not only between States, but also within each State. The second regulation

extends the "block exemptions" that were introduced in the second liberalisation
package. The EU can grant exemptions from the prohibitions of Article 85 of the

Treaty for activities which might have some anti-competitive effects. These activities
include joint marketing agreements, consultation on tariffs, joint operations on routes
with low passenger numbers, allocation of take off and landing slots at airports, and

the development and operation of computer reservations systems (CRS). The block
exemptions for slot allocation and CRS operation are only granted 1f the activity falls

within the relevant code of conduct.

Having created legislation to try to create a competitive environment within the EU,
the Commission has also addressed its situation with regard to third states.

The Commission proposed various measures concerning the EU's "external
relationship” with non-EU countries, however the Council did not approve them
(Kalshoven-van Tiyen, 1990). Competition policy seem to indicate that non-EU
member carriers will be allowed to compete in the liberalised market as long as they
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can prove that they do not receive subsidy from their government, however these legal
aspects await to be defined 1n the courts.

It may be argued that large carriers from third states represent an unfair threat to
European carriers. In a move to address this threat many European carriers are setting

up marketing alliances or participating in cross capital investment.

With regard to non-EU European countries the Commission needs to clarify its
position. The airline SAS, while registered partially in a non-EU country (Norway), is
considered a special case as it is also registered in Denmark, and Sweden and treated
as an EU carrier (EU Directive, 87/601). Carriers registered in all EFTA countries are
now treated under the same legislative framework following requests from EFTA

carriers. However, carriers from East European countries are treated as third states.

Much evidence in the market indicates that a global market will develop over the next
few years. Market analysts await to see how competition policy will develop. Young
(1990) indicates that bilateral agreements between particular member states and  third
countries currently define the legal position. She notes, however, that the SEA states
a commitment to a "Europe without internal frontiers"” (p.25). The Commission
wants to facilitate a multilateral (or unified EU) approach to the re-negotiation of
bilateral agreements. A legal problem arises as to whether a bilateral agreement
between the Britain and the US translates into an EU - US agreement. thus allowing
British carriers to fly from other EU countries to the US, and in doing so disrupt the

balance of benefits drawn into the initial agreement. The question as to whether the
EU has the right or power to assume legal control may be raised (European Air Law
Association, 1990). The Treaty is in breach of older agreements such as the ECAC,

and the Chicago Convention. The GATT Most Favoured Nation (MFN) clause also
complicates the problem. The SEA treats the EU as a domestic market and thus falls
within the GATT's MFN clause en masse. The assumption of the legal rights of

member states is placing severe pressure on the existing bilateral agreements between
the Member States and a number of third countries. The US and UK bilateral

agreement is currently being re-negotiated. It is believed by many commentators
(Airline Business, 1992) that the manner in which these negotiation are resolved will
have a profound effect on the European air transport market.
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2.1.3 THE POST LIBERALISED EU MARKET

While the legislation to establish a competitive environment for air services within the
EU may be in place, a number of commercial and economic barriers still exist in the
market which will affect the Commission's aim to create a market where consumers
have greater choice and are offered lower fares. These will be briefly considered.

Prior to the EU's liberalisation legislation, the size of an airline's customer base was
limited by the size of the national market place. The experience of US deregulation
has shown that the magnitude of an airline's route structure and its dominance of hub
airports is vital to its survival in a competitive environment (Hanlon, 1989, and
Kanafani and Ghobrial, 1985). Operators that only operate on a point-to-point basis
without pooling passengers through a hub are extremely prone to direct competition.
Carners that operate through a hub can subsidise a fare war on a particular route by

keeping higher fares on the routes where they face less competition.

It is therefore, obvious, that airlines that wish to survive in the newly liberalised
market must develop strong route structures. The third package of liberalisation gives
airlines the tools they need to extend their route networks and many are adopting a
pan-European growth strategy. Katz (1992) indicates that airlines that pursue such a
strategy will face problems of limited infrastructure, and restricted marketing strength

relative to well established carriers in the new market places.

Infrastructure congestion provides a major barrier to airlines wishing to expand their
route networks. Liberalisation aims to allow any airline to compete for any route.
This opportunity, however, is severely curtailed by the lack of take off and landing
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