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l. The current proposa of the DOT does not provide for aleve playing field.

We praise the extensveness of the NPRM’ s review of the industry and its generdly
objective consderation of the advantages and disadvantages of regulating various aspects
of the market. It gppears to usthat the NPRM isleast satisfactory where it does not
provide for alevd playing field within the air trangportation industry, particularly inits
gpecia treatment of Orbitz. Unjudtifiable distinctions are made between verticaly
integrated and independent systems and between legacy and Internet systems. Moreover,
both the largest network airlines and the largest travel agents are provided de facto
advantages over smdler, low cost competitors. While we advocate depending more
strongly on competition, we agree with the thrust of the NPRM that it remains necessary
to have rulesthat ded as directly as possible with certain foreseeable problem areas. We
focus our remarks on only afew of theissuesraised in the NPRM.

! Information about the AAI is at www.antitrustinstitute.org. Our contributorsinclude awide variety of law
firms, individuals, foundations, corporations, and trade associations. A list isavailable on request and our
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. The Starting Point Is Free Market Competition, But That May Have To Be
Tempered By Inditutiond Redlities.

As advocates of competition in the interest of consumers, we favor the operation of
effectively competitive markets as the starting point for public policy. We bdieve asa
generad matter that the movement to deregulate ar trangportation has brought substantia
benefits to the American public. The type of marketplace that has evolved in the past
quarter century, while far from perfect, generdly reflects adynamic mix between
competition and regulation, based on pragmetic rather than ideological consderations.
We believe that had antitrust principles been applied more aggressively with respect to
mergers, other horizontal collaborations, and predatory practices at hubs, deregulation
would have provided even greater benefits.

The ar trangportation system consists of avertical chain of functiond segments
ranging from the manufacturing and assemblage of the components of airplanes through
the operation of specific flights. The various segments interact with each other in
complex ways and as with most industries, segments can relate to one another through a
vaiety of sructuresthat range from full vertical integration to full market segmentation.
The qudity of competition in the industry is generated both by horizontal competition
within each segment and by the vertical relationships between the segments.

The didribution of inventory (seats on planes) to end-use consumers (travelers) is
handled both interndly by the various airlines and externdly in the market. The choice of
relying on vertical integration or market transactions often has important conseguences
not only for the efficiency of the system but for the competitive process and ultimately
for consumers. In focusing on these choices and their implications, we recognize thet the
ticket distribution sub-system has changed over the past quarter century. Notably:

® Thetwo largest CRS comg)ania (Sdbre and Gdileo) have become formaly
independent of airline ownership.” (Independence does not mean that these companies do
not have specid marketing agreements with their former owners or a particularly heavy
reliance on their former owners business))

® The Internet has made it feasible for dectronic travel agents to develop as direct
chdlengersto brick and mortar travel agents, offering consumers hitherto unavailable
opportunities to shop the full market intdligently.

® The Internet has made it gppedling for airlinesto sdll their seats directly to
consumers with what may be reduced transaction cods.

2 A third, Worldspan, has announced thet its airline owners (Delta, Northwest, and
American) will sl it to anewly formed venture of nortarlinesin mid-2004. See
http://www.computerworld.com/industrytopics/travel /story/0,10801,79013,00.html. We
caution that the announcement of an intended sale is not the same asasde. The fourth
CRS, Amadeus, is owned by three foreign airlines.




@ Airlines have terminated the commissions they traditionally paid to travel agents,
partidly causng areduction in the number of travel agents and leading to the charging of
transaction fees by travel agentsto their customers. (Commission override arrangements
continue to be used, in effect, as bonuses for sdling atargeted percentage of flights for a
particular airline)

@ Thearlineindustry (except for asmall number of low cost carriers) established its
own dectronic travel agency, viz, Orbitz, which rapidly became one of the three largest
electronic travel agencies and increasingly resembles a CRS.

Further setting the scene are additiona changesin the larger air trangportation system:

@ The dructure of the airline industry has changed in that the large nationd airlines
created a hub-and-spoke network systems operating through hubs that are often
dominated by asngle airline mergers have led to fewer network carriers, and
codesharing dliances have further moderated the head-to- head competition among
network carriers.

® Thelarge airlines have developed unusudly sophisticated and extensive practices
of price discrimination, making complex the traveler’ s identification of the optimd
product.

® A fringe of low-cogt point-to-point carriers, often operating out of secondary
arports and often relying on the Internet for ticket distribution, hasincreasingly
challenged the national carriers by their low pricing, forcing the network carriersto
recongder their business modd. Delta has announced the launching of anew airline,
“Song,” to compete head-to-head againgt the low-cost carriers.

@ The dramatic reduction in demand and increase in security and fuel cogtsthat have
afflicted the travel industry since September 11, 2001, have led to bankruptcies of mgjor
arlines and questions about which arlines will remain in the market and with what
economic strength. It is possible that concentration will further increase as the result of
market exitsin the near to intermediate term.

One quegtion of importance is the extent to which these changes judtify (or
require) changesin the regulatory role of the DOT. We will address this question in the
course of our discusson. Three generd points will introduce our discusson.

® Air ticket sdes over the Internet in 2001 were ill in the 15% range. While
expected to grow steadily (we are aware of estimates of 30% as soon as 2004), this
market shareisreatively low and any policy that depends on consumers making much
heavier use of the Internet would seem premature. On the other hand, policy should
explicitly recognize that the Internet is a dynamic factor that has aready had a dramatic
impact on the shopping expectations of computer-literate consumers, implying the need



for aflexible approach that accommodates changes made possible by the Internet asits
role becomes increasingly important.

® Any policy based on the current structure of the industry must be tempered by
recognition that (a) bankruptcies could lead to areduction in the present level of
competition and (b) the pending dliance of Ddta/Continental/and Northwestern, if
eventualy alowed to occur, could further reduce significant e ements of competition
among the network carriers. At this particular point in time, we do not know whether this
traditiondly cyclical indudtry is a the bottom of atrough exacerbated by unique
circumstances from which recovery will be likdly; or whether something fundamenta has
changed, requiring along-term downsizing of the indudtry.

@ Findly, DOT is not writing on ablank sheet with respect to the CRS segment of
the industry. Certain patterns of behavior occurred, were found harmful to consumers and
to competition, and were dedlt with through the regulatory process. These patterns were
identified a atime when CRS companies were owned by the airlines. We will examine
whether the patterns are likely to be repeated in the absence of airline ownership.

Our premiseisthat while afree market gpproach is the preferred mechanism for
virtudly al markets, inditutiona redlities may require incorporating eements of
regulaion. Normdly, competitors can be |eft to compete and if they engage in redtrictive
business practices, they can be controlled by ex post antitrust enforcement. However, if
clear patterns of anticompetitive practices are reasonably foreseeable, it would be more
efficient to ded with these adminigratively in afuture-oriented way through rulemaking,
rather than relying on adow, expensive, and somewhat unpredictable antitrust remedy
after the foreseeable abuses have already occurred. On the other hand, the antitrust
remedy should be perfectly adequate for the garden variety of competitive abuses that
occur from timeto time in any market.

[1. Who Has Market Power?

In thinking about the role of antitrugt, the gtarting point is usualy market structure, to
determine whether any one competitor or smal group of competitors holds such alarge
share of the market that it can distort the competitive process. The NPRM unfortunately
does not go through this analysis with current and detailed data, and we do not have
aufficient information to do more than roughly gpproximete the structure. Basicdlly, there
arethree vertically-related levels that are of concern: the airlines, the CRS's, and the
travel agencies.

As Rondd Coase taught, which functions are to be accomplished within afirm and
which are to be purchased in the market is a strategic decison that depends largely on
transaction cogts. Verticd integration of arlines and the digtribution of airline seetsis not
only feasble but isacommon characterigtic in the industry structure, as demondtrated by
the facts that airlines sell their seats directly to the public, either by telephone or



eectronicdly; that they have owned and gtill own some CRS's, and that they own Orhitz,
which we have characterized as atravel agency that has the potentia of becoming a CRS.
In addition, some CRS's own dectronic travel agencies. But vertical dis-integration is
aso feasble and a common characterigtic, as demonstrated by the trangtion of CRS's
from arline ownership to independence. Among the important transaction costs that help
determine “market or hierarchy”® is the nature of relevant government regulation.

There are four CRS's, which would represent a high degree of concentrationin a
nationa geographic market, if CRS's congtitute a rdlevant antitrust product market.* A
key question is whether the evolution of the industry has ether brought enough
competition to the CRS's, or islikely to do so within a very short time, that a broader
market definition is needed.

From ademand perspective, today’ s travel agency (the principa customer of a CRS)
can obtain arline inventory information from a CRS, from an airline directly, and in
some cases from Orbitz. While obtaining information and bookings directly from an
arline has been made easier by the Internet, telephone access has dways been available.
Although we lack dataon Orbitz' sdesthrough travel agencies, our impression isthat
Orbitz mugt till be thought of as a potential CRS rather than as a current head-to-head
riva. Given current regulations limiting the term of contracts, atravel agency hasthe
ability to play off one CRS againgt another and can periodicaly switch from one CRSto
another.

From the perspective of the actud travelers, i.e., consumers, it is often easy to work
directly with an arline rather than use atrave agency, and the rdaively new service fees
charged by travel agents are likely to cause consumers to seek dternatives before
committing themselves to travel agents. E.g., where the consumer does not aready know
which arlineflies a particular route, it is often possble to identify routes and schedules
through an dectronic travel agency, a no charge, with the potentia of booking the
purchase directly from an airline by Internet or by phone, thereby avoiding the CRS and
the travel agency. We have been told but cannot confirm that only 47% of domestic
arline bookings is today accomplished through CRS's.

From a supply perspective, entry into the CRS market has not occurred in recent
years. Orbitz appears to be the only potential competitor poised to enter, but it is not clear
if or when this would occur.

With only four essentidly smilar competitors actudly in the market, the potentid for
colluson or pardld behavior would have to be consdered by antitrust enforcers. A
merger between any two CRS s would no doubt receive intense scrutiny. However, the
industry we have described does not contain any monopolists or near-monopolists and

3 Oliver Williamson, Markets and Hierarchies (Free Press, 1975).

* Under the Federal Horizontal Merger Guidelines, the danger zone for concentration begins with five
equal-sized companies. Where, as here, the companies are not equal-sized, the concentration is considered
more dangerous.



there is no evidence of colluson. The NPRM contains a statement that prices of the
CRS s are high (certainly they have been perceived by the airlinesto be high) but the
evidence is old and would not in any event be sufficient to conclude there is collusion.

The NPRM suggests that the CRS's have market power with respect both to the
arlines and the travel agents. If thiswere true in the past, today’ s conditions would seem
to judtify a much wesker concluson. Without reaching a concluson on asingle definition
of product market, it gppears to us that the airlines and the CRS s are each strong enough,
in the absence of congraining regulations, and have sufficient options to be able to
bargain effectively with each other. Both the airlines and the CRS s appear to have
stronger bargaining power than the travel agencies, dthough certain agencies are growing
relatively strong. We do not see that an argument of essentid facility or of monopoly
leveraging would be likely to succeed in this context. This does not, however, end the
inquiry asto whether certain practices might be anticompetitive,

IV. A Thought Experiment: Tota Deregulation and Verticad Divedtiture

A. Inthe absence of regulation, would airline ownership of CRS sand Orbitz
in itsdf dill create problems with respect to screen bias, discrimination,
and refusals to deal?

Let us begin by asking what the implications would be if deregulation of the CRS
segment were to be total, but ownership of some CRS s and Orbitz were to remain in the
hands of the mgor airlines. We focus on three kinds of problems that led to the current
regulations: screen bias, discrimination, and refusals to dedl.® In this part of the
discusson, the issue is not whether these are serious problems requiring aregulatory
response, but whether they would continue to occur in verticaly integrated firms, if there
were full deregulation.

First, would display bias be a problem? That is, in a market where some CRS sand
Orhitz are still owned by airlines, would it be foreseesble that the owning airlines would
command favorable positions on the screens of the CRS s they own? This probably
depends in part on what the independent CRS s do. If the independent CRS s were to
have neutrd screens and that fact proved to be an effective marketing tool with travel
agents, it might force the verticdly integrated CRS s to follow suit. However, screen bias
in fact occurred in the past and was seen as amgjor problem prior to regulation. Prior to
regulation, neutrality did not develop as amarketing tool and there is no reason to believe
that it would be an dement strong enough to move market share in the future. Thus; it
seems most probable that in the absence of regulation, screen biasing would occur among
verticaly integrated CRS's. We will eaborate later in this memo.

® Bear in mind that in the absence of regulation to the contrary, strategic decisions of afirm to vertically
integrate or dis-integrate are frequently reversible.



Second, would arlines discriminate in favor of CRS sthat they own, e.g. by
providing them more information or other advantages? Again, this happened regularly
and created a sufficient competitive problem that a rule was deemed necessary. Thereis
no apparent reason why the problem would disappear smply because some CRS sare
now independent.

Third, would arlines refuse to ded with CRS s other than their own, in the absence
of regulation? Airlines argue that the CRS s have so much market power, thet they are
forced to ded with al of them. That is, an arline cannot afford to not haveitsflights
represented in any one CRS, because travel agencies tend to contract with only one CRS
and too much business might be logt if some travel agents could not sdll the airling's
inventory.

While this may have been the case in the pagt, it would seem that large airlines and
CRS s bargain somewhat more equaly today. In their recent arrangement with Orbitz,
the airlines have for the most part chosen not to dedl with the CRS'sin regard to their
lowest fares, which they have made available predominantly, if not quite exclusvely, to
Orbitz. Thisamountsto arefusad to ded with CRS s and travel agencies, with respect to a
very important market-driving category of inventory. Moreover, alarge airline has
subgtantial bargaining power visavis a CRS, because while a CRS that could not provide
travel agents with booking ability on amgor nationd arline would be a a subgtantia
competitive disadvantage, the airline, while it would suffer some loss of sdes by not
working with aparticular CRS, would nevertheless be able to sdll its seets through a
variety of other outlets, including other CRS's (and the largest travel agencies usudly
contract with more than one CRS), on-line and call-up direct sales, and Orhitz.

Thus it would seem redlidtic to believe that in the absence of regulation an airline that
owned a CRS might refuse to dedl with one or more other CRS's, at least to the extent of
withholding certain kinds of inventory and possble more completely.

Tosummarize, it seemsfairly likdy that the three problems of screen bias,
discrimination, and refusals to ded that provided the judtification for the CRS rules,
would likely continue under a no-regulation regime, if vertica integration is permitted.
Our highest priority would beto diminate all airline owner ship of the inventory
distribution facilities, other than in-house direct sales.

B. Inthe absence of vertica integration, would there continue to be problems
with screen bias, discrimination, and refusas to ded?

Now let’s ask what would likely happen if vertica integration were not present.
Verticd integration could be ended voluntarily, as with Sabre and Gdileo and possibly
next year with Worldspan.® Or it could be mandated by the DOT. Or possibly it could

6 Last year Orbitz announced that it would sell some of its stock to outsiders, but this did not occur. In any
event, the proposal would have | eft the airlines in management control.



occur asaresult of ablend in which DOT adopts a policy that intentionaly disadvantages
verticdly integrated systems.

The centrd problem, once one diminates verticd integration by ownership, is that
nearly the same degree of coordination can often be obtained through contractua
arangements.” So we now ask whether the same types of problems are likely to recur
through contract.

Screen Bias. If we assume that none of the CRS sis owned by airlines and there are
no regulations, there would il be an incentive for each airline to obtain favorable screen
biasif it could, and it can be reasonably predicted that airlines would atempt to gain
advantageous screen positioning through contractua arrangements. While the
independent CRS s have no self-seeking incentive to bias their screens, they may find it
in thelr interest to accept some forms of consideration in return for providing favoritism
to an arline. The CRS may think, for example, that the airline can go to arivd CRS or
directly to atravel agency with asimilar proposition, so why forego theincome? Thusiif
screen biasis aproblem, it must be dedlt with directly, and will not necessarily go awvay
amply because airline ownership is ended.

We note that Orbitz, which in many waysislike a CRS that is dso opento the
public,® has bound itself contractually to provide screens that are neutral with respect to
the arlines that furnish information. Thisisthe result of the particularistic dynamic
involved in creating anew travel agency, owned by the largest airlines, whose business
model depended on gaining the participation of nearly al the airlines. Rather than
suggesting that other CRS swould likely follow suit by maintaining neutral screens, it
points to the importance that airlines place on not alowing other arlinesto get ajump on
them by biasing a screen. We are concerned that an unregulated competitive dynamic
would result in arace toward screen bias.

Discrimingtion. Similarly, there may be ways by which an arline can gain advantages
from a CRS through negotiation and contract rather than through command by airline
owners. Thus, if discrimination is seen to be a problem, it, too, must be dedlt with
directly.

Refusal to ded. It may be congdered that an airling s refusd to ded dtogether with a
CRS or to refuse to provide it with certain kinds of information such aslowest fares, is

" According to the NPRM, Sabre and Galileo have marketing agreements with their former airline owners
(American and United), and also do a disproportionate amount of business with their former owners. Such
marketing agreements have been alleged to result in the same sorts of advantages that direct ownership had,
e.g. American can tell atravel agent to use Sabre if it wants corporate discounts on American. The NPRM
recognizes these allegations but offers no solution, not wanting to interfere with contracts unless essential.
We concur with this reluctance.

8 Orhitz sellsinformation directly to travelers and is believed to sell to travel agencies aswell. It obtains
information from a CRS (Worldspan) but also directly from its airline owners and affiliates. According to
the NPRM, Orbitz “is planning to create direct connections between itsdf and many of itsairline
participants.” 67 Fed. Reg. 69370. Thus Orhitz has potential for morphing into a CRS that would be owned
by the airlines.



but an extreme form of discrimination. In any event, if it is deemed a problem, the
problem is not caused by verticd integration, but rather by the discrepancy in bargaining
power that may exist between an airline and a CRS. To reiterate, our premise is not that
the CRS has so much market power thet it can dictate to airlines, but that the airlines have
aufficient leverage to bargain effectively with each CRS.

In summary, although these three patterns of problematic behavior became
recognized as problemsat a time in which airline owner ship of CRS swas
prevalent, the patternsare not likely to disappear smply if vertical integration is
eliminated. Since we have dready argued that the patterns are likely to regppear in a
fully deregulated environment, the question is whether these patterns should continue to
be recognized as so problematic that their regulation be by adminigtrative regulation
rather than by antitrugt.

V. Adminidrative Regulaion or Antitrust?

We understand that an argument exists over whether the DOT has the statutory
authority to regulate independent CRS's. We assume here, without taking a position
based on legd anaysis, that the jurisdiction exists for DOT to impose regulations on any
CRS or ticket agent. We would observe, however, that with respect to markets that
indude both arline-owned and independent competitors it does not make sense for the
DOT to regulate only the airline-owned competitor. In order to fecilitate aleve playing
fidd, it would be better to use the authority over the airlines to mandate divestiture, o
that competitorswill al operate in the same regulatory environmen. °

A. Screen Bias Will There Be an Information Market Failure?

We have a nationd (indeed, internationd) network of air routes, and the system will
function most efficiently if every traveler has full information with respect to certain
information about each route that is potentially capable of serving the traveler's needs '°
The system is uncommonly complex, in large part because of the arlines extreme

% It isreported that only 41% of U.S. total travel bookings are for air (estimated to decline to 37% in 2004).
Tour packages, cars, hotels, and cruises account for the other bookings. PhoCusWright, Travel Market
Analysis 2002-2004, Prepared for the National Commission to Ensure Consumer Information and Choice
inthe Airline Industry, 5 (July 25, 2002). These industries are clearly not subject to the DOT’ s regulation,
yet the mgjority of their bookings go through travel agencies and CRS's. Query whether DOT’ s regulation
of CRS sand travel agenciesfor their air business would also regulate their behavior for the other
businesses. If thisis so to any significant degree, it may be prudent public policy to cede the air-related
activity to the FTC, whose jurisdiction over competition and consumer protection is the model for Section
411, so that all would play by the same standards. The Federal Trade Commission Act specifically excludes
FTC jurisdiction over air carriers, but jurisdiction over independent computer systemsis undisputed.

10 Critical information includes times, dates, and prices of flights, availability of seats, and alternative
routes.



employment of price discrimination. Most consumers either are not able or cannot take
the time to madter dl the intricacies of the system. Airlines want to sdll the highest price
seet that the customer will purchase. Consumers, in turn, seek the assistance of
independent navigators, specidigts in the workings of the system who can assist the
traveler find the optimal reservation.™ To the extent that atraveler is deprived of the
independent navigator (i.e., the brick and mortar travel agent or the consumer-driven
electronic travel agent), the traveler will likely either over-pay or be under-served, in
ether event recaiving less than the optima vaue made available through the market.

Airlines seek favorable screen bias to increase the probability that their flight will be
sold by the agent to the traveler. The traveler may of course be wdll-served, if there are
no more optimd flights to be had; but more likely will be induced through screen biasto
purchase a sub-optimal product. This may or may not create alarge deadweight loss to
society (depending on the extent to which travelers reduce their flying because of the
extra expense), but it definitely represents a redistribution of wedth from the consumer to
the airline and, to the extent that the travel agent is compensated through a commission
override system, to the agent.

This Stuation may gppear to be akin to what occursin aretail store when a customer
does not know that the store iswilling, if pushed, to negotiate a price lower than indicated
on the price tag, or when the hotel clerk fails to mention that lower rates are available. In
effect, the consumer is pendized for not asking enough questions. Generdly, thisis not
something that has judtified government intervention unless there is d o affirmative
misrepresentation. In most commercid transactions, “puffing” and silence are permitted,
and the standard is “ L et the Buyer Beware.”

With CRS's, additiond factors come into play that point in adifferent direction. First,
when arlines were gill compensating agents on dl ticket sdes, there may arguably have
been no fiduciary obligation to the consumer. Now, the consumer is explicitly paying the
travel agent afeefor aservice that is presented as objective, complete, and in the
consumer’ sinterest. Thisarguably gives rise to afiduciary responghbility, aswhen an
attorney or other profession is paid for objective advice.*

Second, while the individua travel agent may not be aware of ways in which the
screen has been biased by the CRS, the airline certainly is aware and intends to influence
some travelers to make purchases that are objectively sub-optima compared with what
would have occurred with full and unbiased information. Thislevel of misrepresentation
may warrant intervention.

1 See Philip Evans and Thomas S. Wurster, Blown to Bits (Harvard Business Press, 2000).

12 Perhaps the fiduciary obligation would disappear if the travel agent gave explicit notice of biases and
omissions, but this solution seems impractical. Our vision of travel agents as independent navigatorsis
undermined by the practice of undisclosed commission overrides. Asthe NPRM suggests (67 F.R. 69404),
such overrides might be reduced if there were reformsto reduce the amount of datathat is released on
bookings made by individual travel agencies. We agree that such reform is desirable for the purpose of
reducing the ability of large airlinesto pick off new entrants and low-cost carriers.



With CRS's, screen bias aso creates a problem of inefficiency for the system. One
problem isthat the traveler is not likely to know whether the screen is biased. However, if
the prevaence of screen bias were to become generally known, consumers would fed
compelled to confer with multiple agents or to research fares for themsdaves on the
Internet or to place calsto the various airlines. The latter is dearly ineffident—time-
consuming and labor intensve-- from everyone' s perspective. Recourse to the Internet
has benefits, but the Internet only works for computer-literate consumers, and plays too
and| arole a this point in time to be seen as a sufficient solution. Moreover, the Internet
tends to be less useful for planning trave thet is rdatively complicated. Thus, a systemic
loss of confidence in the ability of travel agents to provide objective service would lead
to sgnificant inefficdencies beyond the inefficiencies implicit in the making of sub
optimal reservations.

Why would not competition among travel agents lead them (and through them, the
CRS sand arlines) to provide neutral screens? Perhaps the reason is that many
consumers are infrequent customers of travel agents and their repest businessis not al
that important. (In effect, the large corporate customer would get adifferent level of
sarvice) Perhaps the reason liesin the difficulty customers have in determining whether
they are receiving optimal value. In any event, we have experience, prior to the current
regulaions, telling us that competition for consumers does not lead to neutra screens.

But thereis a problem that goes beyond wedlth transfer and inefficiencies. If screen
bias sysematicdly favors certain Srategic segments of the industry, it may disadvantage
other segments. Under an unregulated regime, the larger airlines would have moreto gain
through the contractua purchase of screen bias because of their larger number of flight
offerings, and so it can be predicted that screen bias would be a mechanism for their
creating entry and mobility barriers that would help protect them from the competition of
andler airlines and new entrants. In an indudtry that is dready concentrated and may
soon become more concentrated, depending greetly on the rivary of fringe carriersto
keep the concentrated national carriers on the ball, this should be recognized as
anticompetitive. Asthe Trangportation Research Board concluded in its1999 study of
entry and compstition in the arline indudry:

Travel agents—and the CRSs they use—provide an important service to consumers
by making information available about the fare and service offerings of competing
arlines. They dso offer smdl arlines and new entrants access to a nationa network
for marketing their services and distributing their tickets. Continued improvements to
this system and the advent of new means of ticket digtribution by airlines and
agents—including Internet options—should be encouraged, since the potentid gains
from advances in digtribution are so large. Nevertheess, ensuring and indtilling
impartidity in the system, however it evolves, should remain apriority for DOT. 3

13 Transportation Research Board, Special Report 255, Entry and Competition in the U.S. Airline Industry,
Issues and Opportunities 13 (National Academy Press, 1999).
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If agreeing to participate in an arrangement to bias screens were not regulated, would
it be susceptible to antitrust or other statutory control? Perhaps it could be prosecuted as a
conspiracy between the airline and the CRS to defraud consumers, but equally likdly, it
might be found merely to be aform of advertisng, smilar to paying a newspaper more to
recelve superior location for an ad, which may have a degree of First Amendment
protection and isin any event not usudly seen as needing government intervention.
Perhaps, relying now on antitrust, the contract to provide screen bias would be deemed an
anticomptitive agreement in restraint of trade, by virtue of itslikely effect on low-cost
carriers and new entrants.™* But in court, proving effects could be very difficult, if not
impossible, and if aviolation were eventualy found, there may be no remedy that would
restore the competitive vigor of the injured rivad. In short, antitrust would be a high
transaction cost solution to a predictable problem.

There does not appear to be any strong argument in favor of screen bias and the fact
that Orbitz was compelled to promise a neutral screen to its owners and affiliates
indicates that even the largest airlines are willing to live without it, provided that
competing airlines are not able to obtain an advantage.

To summarize, the practice of screen bias has a demonstrated track record and would
likely recur in an unregulated CRS market whether in the presence of vertica integration
or not. The practice has negative consequences for travelers, for system efficiency, and
for smdler arlines and entrants. Although it is difficult to evaluate the practicd
importance of each of these problems, the third, cregtion of barriers of entry and mobility,
would seem to be determinative because of the likely direct impact on the nature of
compstition. If DOT findsthisto be true, and recognizing that screen bias could be
difficult to control after the fact by other existing laws, then screen bias should continue
to beregulated by the DOT.

B. Disarimination and Refusalsto Ded: The Mandatory Participation and
NontDiscriminatory Booking Fee Requirements

Airlines have complained that under the CRS rules they are compelled to pay
super-competitive booking fees to the CRS's. This assumes that under mandatory
participation, the CRS s have substantia market power. The large airlines argue that
under a deregulated regime, they could strike better dedls with the CRS's, thereby
bringing enhanced efficiency to the system. In an unregulated market, large arlines could
presumably approach a CRS and make the following type of offer: “We will pay you a
very low fee on each booking and we will provide you al of our flight information, or if
you would prefer, we will pay your stlandard higher fee on each booking and provide you
only some of our information; or if you don't like either dternative, we will Smply not
ded withyou a dl.”

4 The FTC could conclude that thisis an “unfair method of competition” under Section 5 of the FTC Act,
but the Commission generally interprets Section 5 to cover acts and practices that would violate (or perhaps
very nearly violate) either the Sherman Act or the Clayton Act.



This offer would no doubt be more sophidticated in practice, but it illustrates that
alargearline potentialy has subgtantial bargaining power because its withdrawa from a
CRS would leave that CRS with the equivalent of atelephone book that covers only some
of the phonesin the metropoalis. In anetwork industry, it is essentia to be hooked into a
large part of the entire network, and best to have total access. Whereas no individual
telephone customer has alarge enough role in the network to threaten the functioning of
the phone book by withdrawing its telephone number, large airlines would seem to
control a substantial-enough portion of the market so that their absence from a CRS could
undermine its ability to function. While the CRS could respond that the airline would lose
customers by not being booked through the CRS, it seems likdly that the CRS has the
mogt to lose, in that the airline can il go through other CRS s, its own website and cdll
center, and the largest travel agents who use multiple CRS's. Southwest, which does not
sl its seats through CRS s other than Sabre, demondirates that thisis at least feasible.
Ironicaly, the larger airlines argue that the CRS s today have undue market power, but in
the absence of regulations, they would seem to have the upper hand.

Should it be againg public palicy for an arline to negotiate different dedls (not
only whether to participate, but a what informationd and price levd) with different
CRS s? The argument against government intervention is that when comparably strong
companies have full scope to negotiate with each other, the system operates most
efficiently. One opposng argument isthat if CRS swill have to capitulate, in varying
degrees, to the large airlines, the large carriers will gain an advantage over the smdler
ones, who will end up paying higher fees for essentidly the same services.

A second argument goes to the heart of what information the consumer should be
able to access when making an air reservation. In our discussion of screen bias, we
focused on the role of the independent navigator in an efficient system. If an unregulated
market leads to different CRS s having accessto different inventories, this raises the
consumer’ s transaction codts in trying to navigate within the system and increases the
proportion of transactions that will be sub-optimal from the consumer’ s perspective '

These consderations lead usto favor arequirement that routes and schedules of
al of the arlines be made available to any CRS, so that whatever travel agency is used,
the consumer can know that al rdlevant informetion is available. This does not imply that
an arline must book through the CRS or travel agent. The agent would be free to book
the flight directly through the airline or to advise the consumer that this can be done.
Under this arrangement, no airline would be mandated to participate in any CRS, but the
system itsdf would not be unduly degraded by this reduction in regulation.

This il leaves open the problem of price discrimination. Our laws (and
economic andyss) have recognized that price discrimination can be either

15 One of our concerns about Orbitz has been that while it must portray itself as an independent navigator
today as it builds market share, if it gains significant market share, the interests of its airline owners may
take precedence over the interests of consumers, i.e. the system will be susceptible to tilting in favor of
selling higher priced seats wherever possible. Of course, therisk of bias also exists for ‘independent’
navigators who contract with airlines to provide favored services.



anticompetitive or pro-competitive, depending on circumstances. Neither the Robinson
Patman Act, which is notorioudy difficult to invoke (and does not in any event apply to
services), nor Section 2 of the Sherman Act, which requires a showing of monopoly
power, islikely to be auseful control over CRS s charging higher booking feesto smdler
arlinesthan to larger ones.

One question asked in price discrimination cases is whether the differencein
pricesis cost-judtified. DOT might well take evidence on this question. On the face of it,
there is no reason to expect that the CRS's codts of serving the various airlines would
vary sgnificantly by the 9ze of the airline.

Another question would be whether smdler airlines that are being required to pay
higher booking rates than larger arlines would have any redidtic dterndives to the CRS.
The example of Southwest would probably make it difficult for another low-cost carrier
to argue that CRS s are an essentid facility and that they therefore have aright to access
on equa termswith dl other users.

Anocther dterndtive, a least in theory, would be for smdl carriersto forego the
CRS sthat discriminate in favor of larger airlines and create their own CRS, akind of
Orbitz for low-cost carriers. The DOT might take evidence on whether thisis practica or
likely. We are not aware that any such idea has currency.

If indeed it is essentid for low-cost carriers to be able to book their flights
through travel agents (and therefore through CRS s) and if there islikely to be substartid
(not cost-justified) price discrimination on the part of CRS s between larger and smaller
arlines, and if the non-cost judtified differential between the fees paid by large and small
arlines were great enough to negatively impact on competition, and further if it would be
impractica for smaler carriersto create their own CRS, then there would be a solid case
for the DOT to mandate that all CRS's provide non+-discriminatory accessto al arlines
that desire to do business on standard terms. Given all the*if’s,” we think that it
should not be necessary to have a non-discrimination requirement for booking fees,
provided that routing and scheduling information of all theairlinesis provided
equally to all CRSs.

C. The CRS and the Travel Agent

Current rules regulate aspects of the subscriber contract terms between CRS's and
travel agencies. These developed out of recognition of the power imbaance that was
reflected in contracts thet effectively tied agentsinto their CRS for long terms. The
difficulty in these arrangements was that they severdly limited competition among the
CRS's. Therule limited contractsto five three years, if three year contracts were a'so
offered.

Some have questioned whether the CRS's have so much market power that this
type of regulation is needed. They point to the fact that CRS s today must compete not
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only with each other, but dso with others such as Orhitz and airline webstes. In this
overal market, the share of CRS s might be too small to give them market power.
Moreover, if contract duration is capped by regulation, this might restrict the ability of a
CRS to negotiate a deal that would be highly advantageous to atravel agent, but would
require alonger term to judtify the CRS sinvestment.

On the other hand, if CRS swere free to negotiate any type of contract with travel
agents, it is possble that they would (asthey did prior to regulation) attempt to tie up as
many agents as possible through long-term contracts. Most travel agents (some of the
larger being the exception) work with only asingle CRS, for reasons of expense and
other effidencies. Reinditution of long-term contracts would reduce the competition
between CRS's, which comes into play most directly when atravel agentisin the
position to switch CRS's. From the perspective of innovation, athough long-term
agreements might make possible certain investments in ardationship, it seems et least as
likely that the continuing kick of competition, as CRSs face the possibility that atrave
agency will switch providers, will provide sufficient incentive for innovative
improvements. Retaining a rule that capstheterm of contracts between CRS sand
travel agentswould ther efore be pro-competitive.

D. TheRoale of Orhitz

AAI has previoudy provided the DOT with its views on Orhitz.® Although we
welcomed it as a new entrant in the travel market, we expressed strong concern about the
implications of its being owned by the mgor arlines and about the antitrust risks that this
presents. More particularly, we focused on the combination of the Most Favored Nations
provison and the incentive provisons for airlinesto provide their lowest fares (web
fares) exclusvely to Orbitz.

Orhitz has from its inception been under close scrutiny by both the DOT and the
DOJ. It would not be unreasonable to assume that it may be pulling some of its Srategic
punchesin light of this scrutiny. Although some of the airlines have recently reached
agreements with certain travel agents to provide them with web fares, the potentia for
excludvity and favoritian remains. We bdieve that Orbitz should berequired to
compete with CRS sand other travel agentson alevel playing field, and the best
way to assurethat would beto requirethat theairlines sell Orbitz to investorsfrom
outside theindustry, much as Worldspan has announced it isdoing, and to re ect
the MFN clause.

The fact that Orbitz operates on the Internet should not be a distinguishing factor
for regulatory purposes. Whatever rules apply to other CRS s and travel agents should
goply equdly to Orbitz. All the more, because if Orbitz can obtain sufficient arline
information directly o that it can bypass other CRS's, it would become a combination

16 See hitp://www.antitrustinstitute.org/recent/85.cfm and http://www.antitrustinstitute.org/recent2/204.cfm.
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travel agency and CRS, owned entirely by the arlines, thereby raisng dl the old
questions of ownership to anew degree.

Condlusion

We urge DOT to gpproach the question of the airline reservation system with a
pragmatic, norn+ideological mindset that takes into account established patterns of anti-
competitive behavior and maintains rules that will circumscribe the recurrence of such
behavior, unlessit is reasonable to predict that competitive forces themsaves will
provide effective circumscription. For competition to do its job, the rules should attempt
to keep dl playerson aleve playing field, providing no specid benefits to those who
operate on the Internet or happen to be verticaly integrated. We believe that eimination
of verticd integration will go along way toward achieving the leve playing field ided,
but that it will probably still be necessary and appropriate to protect against screen bias,
to mandate that al airlines provide route and schedule information to dl CRS's, and to
cap the duration of contracts between CRS s and travel agencies. While the competitive
effects of discrimination will need to be monitored, we do not believe the case has been
meade for continuing the antidiscrimination or mandetory participation regulation at this
time.

Respectfully submitted,

Albert A. Foer
Presdent
The American Antitrust Ingtitute
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