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(9:39 a.m)
CHAl RVAN W NSTEAD:  CGood norning. | know we' ve got
a pretty crowded room | apol ogi ze. W appreciate your

i ndul gence while we have expanded here. W needed a little bit
nore room

CGood nmorning. |'mDavid Wnstead, and |'m Chairman
of the National Commission to Ensure Consuner |Information and
Choice in the Airline Industry.

| thank you all for conming, both our witnesses and
the public, consuners as well as perhaps sonme nedia that mght be
in the audi ence.

This is our fourth and final public hearing, and it
is, | think, a very inportant one. As | personally have revi ewed
the testinony, | think the witnesses we hear and experts today
really shed a very thorough light on the economics in the travel
industry and the distribution of airline tickets. For me, a
reasonably new student of this issue, | found the witten
testimony very, very useful.

Many of you all have been present at our prior
hearings, the first of which started six weeks ago here in
Washington, D.C. Since that tine, we've held two other hearings,
one in Chicago, one in San Francisco. | would like to thank our
Commi ssioner, Cerry Roper, for hosting us in Chicago, and Maryl es

Casto for doing an excellent job in San Francisco as well.
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Wth today's hearings, | believe we really probably
have covered a lot of the issues and the aspects of the topics
that were charged to this Commission by Congress to ook at. For
those that are new here today, the statute that formed us in
April 2000 was very directed over a six-nonth period to |ook at
the financial condition of travel agencies and whether there are
i npedi ments to information regarding service and products offered
by the airline industry and, if so, what effect these inpedinments
may have on the travel agents, Internet distributors, and,
ultinmately, on the consuner.

I think you will hear today from the Conm ssioners
who have been very, very consistent in asking all of our
wi t nesses about that issue. You know, how does this inpact on
the consuner? How does the traveling public benefit or are

injured by developnents and issues that nay be raised in these

heari ngs?

W are going to hear from six witnesses today who
understand these issues very, very thoroughly. As | nentioned
earlier, | think the econom c perspective that they shared to nme

intheir witing | found extrenely useful.

Qur first speaker is Alex Wasilov, who is Chief
perating O ficer of one of the nation's largest travel agencies
and an early proponent of transaction fees for travel agents.

I would nmention that in our prior hearings, both in

June and July, we have heard from a lot of mmjor airlines,
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Anerican Airlines, United, Delta; mmjor travel agencies such as
Anerican Express. In San Francisco we heard from a nunber of
conpanies that are in the website business providing software.
At all three hearings we have heard from travel agents, both
small and |arge. So | think we have had an extrenely broad
spectrum of people engaged in and interested in the travel
industry and the airline ticket distribution systens.

In addition, we have John Caldwell of Caldwell
Associ ates; Robert Joselyn of Joselyn, Tepper & Associates, and
Lorraine Sileo from PhoCusWi ght.

The final two wtnesses are really from the
academc world and specialize in transportation policy econom cs.
They are Ken Button of the Center for Transport Policy and
Logi stics at George Mason University, which is in the Washington
area in northern Virginia, and David Butler of the Departnent of
Econom ¢ Devel opnent, the University of Southern M ssissippi.

At the conclusion of today's hearings, the
Commi ssion nenbers wll begin their deliberations arned with
three volumes of transcripts, opinions of all sectors of the
travel industry, and we will be neeting tonorrow and throughout
the next three or four nonths in preparation to issue a final
report and recommendation to the Speaker of the House and the
White House around Novemnber the 15th.

I would Ilike to mention | have given this

opportunity to all the Conm ssioners. W have had, as |
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nentioned, major airlines, small airlines, everybody in between,
and today | think we will gain a lot in terns of understanding
nore about the economc inmpact of what is going on in the
i ndustry.

But | did want to give everybody an opportunity on
the Conmmission, as | hope the witnesses will take tine, to sort
of give us a sense of their position, their conpany, their
background, so that we sort of know where everybody is on this
i ssue.

Just to start that process, and then | will go from
right to left here with the Conmission, | am David Wnstead. |
am an attorney here in Washington, D.C, but have spent sone timne
in the transportati on sector.

| was Secretary of Maryland DOT for four years for
Governor d endening, and under nme was BW Airport, the operation
of BW. | also for a year was President of AASHTO which is the
Anerican Association of State Hghway and Transportation
O ficials.

My law practice has been generally in real estate,
transportation, and |egislativel/regulatory issues on the county,
state, and federal |evel. So that is kind of ny background
before | was appointed by Secretary M neta.

So why don't we start with Gerry, on the right, so
maybe we can give introductory coments you all would like to

make before we start with the w t nesses.
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MR ROPER Good norning. | am Gerry Roper. |I'm
the President and CEO of the Chicagoland Chanber of Commerce.
Qur Chanber has approxinmately 2,600 nenber corporations, many
hotels, restaurants, travel agencies, airlines in the six
counties of northeastern Illinois.

Prior to that, | have nanaged one of the |argest
convention and tourism bureaus in the country in Chicago, ran the
Nati onal Restaurant Show, and managed a nunber of hotels. So
sonehow | will be able to help on this Conm ssion.

M5. CASTO |'m Maryles Casto, and | have a travel
conpany. I am not a small agency, but | am not a nega-agency
ei ther.

I have really enjoyed all of the testinony that has
been presented. W think it is very infornmative. Thank you.

DR M TCHELL: Ann Mtchell from M ssissippi. I
have a Carlson WAgonlit agency in Starkville, M ssissippi, which
is the hone of Mssissippi State University.

It has been ny privilege to have worked very
closely with some of the developnments within ASTA for CRS
devel opment, to be on the Advisory Board of Carlson Wagonlit
Travel for five years, and to be privileged to be a part of this
Commi ssion as we look at such an inportant tinme in the travel
i ndustry.

Everybody's in trouble. It is a good tine for us

to all get together, find out the right solution, and | sound
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like a broken record, but if we keep the consunmer in the ngjor
focus of our efforts, then we will all be okay.

MR RUDEN: M/ nane is Paul Ruden. | am Seni or
Vice President for Legal and Industry Affairs at the Anerican
Society of Travel Agents, which is, | think, the world' s I|argest
trade association of professional travel agents. I, too, always
aspired to have two jobs. So |I am happy to be on the Conm ssion
as well, attenpting to represent the interests of travel agents
of all kinds, from the smallest to the big online agencies who
are nenbers of our Society as well, a fact often overl ooked.

There is sonmething else that often gets overl ooked

as we continue, as a government and as a society, | guess, to
seek phil osophi cal purity wth respect to concepts like
deregul ati on. It is certainly inportant to have a good, strong

phi | osophi cal and theoretical basis for the policies you adopt,
but it is also inportant, and I think we are going to hear from
our first witness today, and several others, sone interesting
insights into the harsh realities of what it is like to be in the
business world trying to do the job that the transportation
system is supposed to do, which is to serve the public and to
nake that system accessible to the public across the board, all
segnents of the public on a fair basis, while sustaining the
necessary |evel of conpetition to assure that nonopoly power is
not exercised at any level in the industry.

Thi s t ensi on t hat exi sts bet ween t hese
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phil osophical principles that we keep hearing about and the
realities of doing business in the world as it has evol ved under
deregul ation, that tension is something that is at the core of
the issues we are going to have to struggle with on the
Commission. | amlooking forward to getting on to that phase of
it after we hear fromall these w tnesses today. Thank you.

CHAl RVAN W NSTEAD:  Pat .

MR MJURPHY: M/ name is Patrick Mirphy. | am an
aviation consultant here in Washington, D.C. with the firm of
Cer chi ck- Mur phy Associ at es. Prior to that, | spent a career in
the federal government dealing with airline economc issues at
the DOT and the G vil Aeronautics Board.

First, I want to say that | have found the three
hearings that we have had very educational, as we have |learned a
ot about what | think is an accelerating pace of change
affecting the airline industry and the distribution of their
product. | look forward to today's hearing.

Finally, | would recommend, for those of you who
haven't seen it, there is a copy of testinony prepared for the
Comm ssion by Mke Levine, whom many of you know. Mke will not
be able to attend today, but his prepared testinony is out there.
| also recommend you see that as well. Thank you.

M5. ROGGE: | am Joyce Rogge. | amthe Senior Vice
President of Marketing for Southwest Airlines, and am very

pleased to be here representing the snaller, lowcost fare
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airlines, and agree with all the Comm ssioners that have spoken
that we have had a good ride and a lot of testinmony to go
t hr ough.

I am |l ooking forward to today as well and getting a
new perspective, a little bit of a different perspective from
sone of the other things that we have heard. So we can pull that
all together, hopefully, in the next several days. Thank you.

MR LAVWGON ['m Ted Lawson with National Travel.
| have a nanagenent firm My background includes sone of the
airlines and a hotel nmanagerment firmin another life.

I want to welcone all the witnesses and public.
You add a lot to what we are doing, and our progress depends on
your participation. I am very happy to see you all here very
much. Thank you.

MR DUNNE: M/ nanme is Tom Dunne from St. Louis,
M ssouri, now a hub of Anmerican Airlines, previously of TWA and
Qzark Airlines.

| am basically here as an i ndependent observer, you
mght say, not affiliated with the airlines or travel agencies,
but am concerned about what consuners pay. Especially being in
the St. Louis area, after Carl Icahn got done with TWA and the
i kes and what he was able to do, | am certainly concerned about
what it is costing a person to fly and the consuner. That is
where | ambasically com ng from

CHAl RVAN W NSTEAD: G eat. Thanks, Tom
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Before we get started with Alex's testinony, let nme
just nention that the Conmm ssion, which started out its activity,
as | mentioned, Novenber 15th, and we have six nmonths in which to
have conducted these hearings and to get a report back to the
Wiite House and the Congress, we would not be as far as we are,
and have done a reasonable job in that effort today, if it
weren't for a lot of help. Fortunately for the Conm ssion, we
have hired a nunber of good people and consultants. | would just
like to introduce thembriefly.

D ck Fahy, behind us, is Executive Director of the
Commi ssion and joined us on May 15th, and has many, nany years of
background as both a lawer and in the travel industry. He has
been an enornous resource to us.

Tillie Fower, who | think is in the back there,
who is a law student here in Washington, is legal assistant to
the Commission, also had a nunber of years up on Capitol HII
working with the Aviation Subcomittee. So it has been very
hel pful in terns of Congress' interest in this Comission.

Bill Jackman, on the far right, has helped us on
public relations and communications. W have had a lot of
inquiries at our hearings and testinony, and he has been very
hel pful in getting out notices and press releases on our
activity.

Dorothea Collins, who is probably out in the hall,

but she has been very helpful in getting our Conm ssioners, who
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are fromall over the country, to our hearings and |logistics, as
wel | as arrangenents for these hearings.

I wuld also like to mention that we are
i ndependent, as you all know, of DOT. W have our own offices
that we have rented for a six-nonth period on Vernont Avenue.
The address with tel ephone, fax, and a new website are avail able
out front; you can get that. In addition, we hope the website
will be announced in the ASTA newsletter. Al the testimny we
have received to date is online, but we are going to have our own
website to nake sure that everybody can access it.

So we have very good support in place to, over the
next nunber of nonths, deliberate, produce our report, and mnake
recommendations. | think D ck has counsel ed ne that perhaps, and
maybe the Commissioners feel this way, that our efforts through
these hearings have perhaps been the weasiest part of it,
certainly perhaps the nost interesting. W have certainly heard
fromall aspects.

| do hope today, as in the past, that through QA
of the Conmissioners that we do get to the critical issues. That
is, what the state of the market is, what recommendations you all
have as experts and wtnesses for the Commission to consider in
its report and recommendati ons.

So | want to again thank the staff publicly for
their efforts to date.

Alex, | welcone you. Thank you, as our first
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W t ness.

W do have a pretty good schedule today, and |
think we have enough tine, all of us are committed to hearing al
testimony and getting through our questions. So don't fee
constrained. W usually try to put out about a 15- or 20-mnute
wi ndow for presentations and about the same for Q%A, but | think
we are probably in pretty good shape.

But if you could start by introducing yourself and
your conpany and your expertise, we would appreciate it.

MR WASI LOV: Thank you. First, let ne start by

thanking all the nenbers of the Commission for this opportunity

to testify in front of you. | think what you are doing is very
inmportant for our industry. It is very inportant for the
country. It is very inportant for the commerce that takes place,

not only domestically, but internationally as well.

M/ name is Alex Wasilov, and | amthe President and
Chief Qperating Oficer of Rosenbluth International. Ve are,
dependi ng on what nonth of the year, either the third or fourth
| argest gl obal travel agency operating in 57 countries around the
wor | d.

Qur business is prinmarily large corporate travel
W process about $4 billion worth of both air, car, and hotel
travel annually around the world.

I would like to talk to you today about some issues

that | think are pretty significant for the agency comunity, but
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| also think they are very significant for the airline comunity.
I amgoing to end with a call to action of sone suggestions we
are making that we think will help create a better business nodel
and allow all participants in this industry to operate nore
profitably and, as a result, give better service to the consuners
that use our services.

Travel agencies represent an industry narketplace
where prospective travelers have the ability to shop for air,
car, and hotel products for both |eisure and business purposes.
Travel agencies are one-stop shopping malls that have access to,
and can evaluate, nultiple suppliers as a potential solution for
their clients.

Travel agencies are the prinmary and the | owest-cost
channel of distribution for the airlines, representing upwards of
80 percent of their total sales. Travel agencies al so account
for approximately one-third of all hotel room sales and car
rental sales in the United States.

The four principal global distribution systens
operating in the US -- @Glileo, Sabre, Wrldspan, and Amadeus
-- provide an electronic infrastructure through which nost of
these transacti ons are processed.

The function provided by travel agencies in terns
of taking reservations, providing custoner service for those
reservations, as well as fulfilling the ticketing requirenments

associated with those reservations, are activities that the
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airlines have consciously decided to outsource. This outsourcing
initiative precipitated the creation of the travel agency
industry and has allowed airlines to focus on their core
conpetencies associated wth flying airplanes, i nstead of
processing reservations and tickets.

The travel agency community, in conjunction with
the global distribution systems community, has provided consuners
and corporations a |location where they can conpare offerings from
different suppliers inside of one environnent. This has, and
will continue to be, a valuable service that agencies provide on
behal f of all participants in our industry.

Traditional travel agencies provide storefront
access, tel ephonic  access, and electronic access, or a
conbination of all these, as a neans of interfacing with their
clients. Online agencies such as Expedia, Travelocity, and
Trip.com provide only an electronic access, simlar to the self-
booking tools such as H ghwire and GetThere, the latter of which
provides the traditional agencies wth electronic transaction
capability for their solutions.

It is critical to understand that the vast majority
of the transactions booked in travel today are nmade
electronically via the global distribution system despite the
fact that the interaction with the traveler can take mltiple
f or nms.

The travel agency community -- indeed, the travel
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comunity -- | believe is better described as the world's |argest
i ndustry electronic narketplace, and has been that for the |ast
25 to 30 years, since the creation of the global distribution
syst ens.

Airlines also operate agency solutions directly
with some of their clients. The approximate 20 percent of
reservations that are not processed by the travel agency
comunity are nade directly with the major airlines, either
t hrough whol | y-owned websites or through one of their nany call
centers. An airline call center only differs from an i ndependent
travel agency in that it does not fulfill hotel and car
reservations, and that it favors its own product offering, as you
woul d expect it to.

H storically, the airline comunity subsidized the
cost of distributing its products through the travel agency
comunity in the form of conm ssions that were paid as a percent
of the ticket price. Airlines also paid for the cost of the
infrastructure that provided the electronic access to their
inventory in the form of comm ssions or segnent fees through the
gl obal distribution system networks. Airlines refer to these
expenses as part of their distribution costs.

These costs are borne both externally by the trave
agency community as well as internally in the form of airline-
owned ticket centers, call centers, airport counters, airline

websites, and the global distribution system support that they
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require.

Recently, the airline comunity has taken a keen
focus on reducing their distribution costs by way of reducing the
comm ssions to travel agencies, as well as creating solutions
that would reduce the level of segnent fees they pay to the
gl obal distribution systens conmmunity.

After a nunber of travel agency conmi ssion cuts
over the past few vyears, the airlines finally elimnated
comm ssions entirely at the beginning of this year. It is sinply
coincidental that they all cane to this conclusion within five
days of each other.

It is amazing that they only elimnated the
commssions to a part of their distribution channel that they do
not own, while continuing to subsidize their i nternal
distribution costs out of the ticket revenue that they receive.

| am concerned by how airlines can rationalize that
the elimnation of conmmissions to travel agencies truly reduces
distribution costs. In effect, they have indirectly transferred
the cost burden to the consumer or the corporation by forcing
travel agencies to institute transaction fees. In reality, they
have sinply canouflaged a price increase.

Unfortunately, this price increase only applies to
a selected distribution channel, the travel agency comunity, the
airlines' | owest-cost  distribution channel, a distribution

channel that they do not own thensel ves.
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In an effort to conpete with lowcost carriers to
gain narket share at an increnmental cost, the najor U S. -based
airlines have been pronoting special discounted fares or web
fares exclusively on their own wholly-owned websites. In somne
cases these reservations are fulfilled through a special
arrangenent with a global distribution system In others they
are fulfilled directly with the airline, bypassing both the
gl obal distribution systemand the travel agency community.

What appears to be yet another collusive effort to
di sinternedi ate t he travel agency comunity occurred
approxi mately 15 nonths ago, when the nobst prom nent U S -based
carriers, representing the mgjority of air volune transacted in
the United States, forned their own online travel agency, Obitz,
offering fares that are exclusive or only available through their
site.

This generation of fare wars has dramatically
reduced, and in nany instances elimnated, the opportunity for
the travel agency comunity to effectively conpete, as they are
restricted access to providing these sane fares to their
customers through the gl obal distribution systens.

As a result of these actions, the airlines have
only made what is already an uneven playing field even nore
i mbal anced. The net result is that the airlines have spread
their internal cost of distribution, which represents roughly 20

percent of their volune, across 100 percent of their sales, 80
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percent of which is sold and distributed

agency community, by incorporating a

distribution cost in each ticket that they sel
In order to level the playin

distribution channels, airlines nust first

21

through the travel
portion of their
l.

g field across all

identify their true

and fully allocated internal distribution costs and charge a

transaction fee to the traveler that, at a m
costs for those reservations that they fulfil

distribution channel. W have attached

ni mum covers these
| through their own

an appendix for

illustrating this point, which you can review at your |eisure,

and feel free to ask me questions about that at the end of ny

t esti nony.

Through their collective effor
the airlines are sinply trying to enact
through their primary distribution channel t
di sadvantage for travel agencies and, as

di sti nternedi ati on

ts, it appears that
the price increase
hat creates a price

a result, drives

Up to this point, any actions that have been taken

to turn a profit by the airlines, whether

directly increasing

ticket prices or capping travel agency conm ssions, has not been

successful . Any gain was quickly redistributed in the form of

reduced ticket prices to travelers, primarily through their own

websi t es.

In this new environment, what could possibly allow

us to believe that further alienating
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di stribution channel and prinary sal es support, the travel agency
comunity, would make airlines any nore profitable?
At the same tinme, airlines are putting significant

pressure on the global distribution systenms comunity to reduce

their segnent fees. Currently, airlines pay a globa
distribution system approximately $4 per segnent. The average
airline ticket produces two-and-a-half segnents. The total

segnment fee per ticket that nost airlines are charged by gl obal
distribution systemis approxinmtely $10.

Over the years the global distribution community
has shared sone of this revenue with the travel agency comunity,
in an effort to subsidize the cost of equipnent required by
travel agencies to interface with the GS platform create
alliances, and drive market share. The travel agency community
has traditionally applied this revenue source against their cost
of operations.

The airlines are putting trenendous pressure on the
gl obal distribution systens community today to elimnate this
revenue to the agencies in a nmanner that would ultinately reduce
airline segment fees. This additional |oss of revenue would
force agencies to increase their transaction fees even further,
creating an even greater disparity between a total ticket price
charged by an airline versus one purchased through a trave
agency.

The travel agency comunity represents the mgjority
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of any airline ticket distribution. A healthy airline industry
is critical to our econony. The viability of the travel agency
community as a lowcost distribution channel is also critically
i nportant to our economny.

It is time to level the playing field and provide
equitable ticket pricing to all channels of distribution. W
need to inpose transparency of costs, so that consumers know what
they are paying for. W should sinplify pricing structures and
establish fairness and equity for all participants in an industry
where shell ganmes have been the normal course of business.

This can all be acconplished very quickly and
sinply if the airline comunity would institute a transaction fee
to cover their internal cost of distribution. This would set a
precedent for the existence and justification of transaction fees
across all channels of distribution, and would allow the
airlines' |owest-cost channel, the travel agency conmmunity, to
co-exi st and prosper.

| call on this Commission to apply its influence to
acconplish this goal. Let common sense and good business
judgnent prevail. Thank you.

CHAI RVAN W NSTEAD: Al ex, thanks very nmuch. e
appreciate it. | know we probably have a lot of questions from
the Commi ssion, and you do, which we appreciate, based on your
testimony, do have recomendations for the Conmission to

consider. | wanted you to elaborate a little bit nore on that.
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(One statenent on page, | guess it was, 3 that |
found fairly -- | think one sort of recurring thene | am hearing
from ny perspective, again not one that has been engaged as a
travel agent or with an airline, but the new environment that has
evol ved and your perspective and statenent about it.

The alienation of the travel agent or | ower-cost
distribution is really in contradiction with the concept of
trying to sell nore tickets. You've got small conpanies out
there that are pushing services and building relationships wth
clients and looking to make sales of airline tickets and other
travel arrangenents. I think your coments there are just a
theme | have been hearing throughout as to, why aren't we
encouraging and why aren't we supporting that end of the
di stribution chain?

But you also had sonme very strong recomrendations
and really a calling on this Commssion to use its influence to
acconplish the goals of transaction fees. Again, as we go
through the transcripts, and the transcripts are available, will
be available online, we continue to try to focus in on both
econom ¢ evi dence of travel agencies, but al so reconmendati ons.

On that concept that you have asked us to consider
and use our report or recomendations and influence to make a
recomrendation, if you were to have transactional fees required
by legislation or regul ation, how woul d you determ ne those fees?

I nean, what we are continuing to see in testinony
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from other travel agents over the last three hearings is a wde
disparity in terns of fees being charged. Wth the zeroing out
of commissions in March, they have all noved to, obviously, CGDS
based fees/incentives as well as charging from$10, $15 to $50

Can you elaborate a little bit, if we were to
consider that and reconmend that, how that determination in terns
of fees will be nade? oviously, the marketplace drives it, but
can you comment a little bit nore on that?

MR WASI LOV: Yes. My recommendation, or our
recommendation, would be that you do let the narketplace drive
it, that fees associated with the cost of transacting the sale of

an airline ticket should be based on the cost associated wth

that transaction. Let the travel agency comunity conpete
against the airlines' infrastructure costs for processing the
ticket. Let them conpete on the increnental value that they

deliver inside of that process, and either charge nore or |ess.

But the benchmark should be, what does it cost an
airline to distribute a ticket directly to a consuner? |f they
are forcing the airline comunity which represents 80 percent of
their volume to charge for that service, why aren't they charging
for that service thenselves? Wiy are they taking the cost of
their transactions, which represent only 20 percent of their
volume, and spreading that cost and putting it in the ticket
price of 100 percent of their vol une?

In effect, they are charging the consumer two
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transaction fees: a portion of their cost that is associated
with the 20 percent of their volume that they distribute
directly, plus the cost associated with the services that a
travel agency community provides. It just doesn't make any
sense.

The travel agency community in a zero-based
environment is the airlines' |owest-cost channel of distribution.
It doesn't cost them anything. If they process the ticket
thensel ves and deliver it to the consumer, whether they do it
el ectronically, telephonically, or across the counter, they have
a cost associated with that.

Way woul d they want to promote an environment where
their costs are higher versus drive consuners to continue to
purchase tickets through a channel of distribution where they
have no cost? I think the answer to that question is very
germane to the topic being di scussed.

One of the things that the travel agency commnity
provides the consuners is the ability to conpare offerings from
multiple suppliers. Mybe what the airlines are trying to do is
prevent that open narket system which our country and our
econony i s based on.

Certainly, the econonmcs of what they are doing in
today's environnent doesn't nake sense in this industry, and
certainly wouldn't nake sense in any other industry that | am

aware of or famliar with. You don't underprice the distribution
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channel that represents 80 percent of your distribution when it
is your |owest-cost channel of distributing your products.

CHAI RMVAN W NSTEAD: Al ex, we have heard a lot of
testimony in San Franci sco and Chicago about the net fare concept
as well. How do you differ the two, the one you are proposing
versus the net fare?

MR WASILOV: From ny perspective, it is where you
start from You have to have sone rationality in what you are
asking participants in an industry to do.

If you ask the airlines to go net fare today, they
would be required to reduce the price of their ticket to 80
percent of their distribution channel by the anount of the cost
associated with distribution in their direct channel.

Wl |, taking whatever the nunber would be, a $25
price reduction on every ticket across 80 percent of your volune
for the airlines today in this environment, where they are |osing
mllions of dollars a day, just doesn't make sense.

So a sinpler solution, which would benefit the
airlines -- because, quite honestly, we have to get the airline
industry healthy. Wthout airlines, travel agencies have not hing
to do. Wthout airlines, corporations can't conduct business.
Wthout airlines, consuners can't enjoy the free tine outside of
their work environnent to relax and take a vacation. W need the
airlines to be healthy.

Reducing their distribution cost in the way that
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they are trying to do it today creates an increnental cost in the

total solution to the consuner. It has no final

i npact on the

cost of what the consuner is paying. It is disguised as a

significant move by the airlines to reduce costs w thout raising

prices, but they are just forcing the price increase to happen

sonepl ace el se.

So our plea is just level the playing field.

Recogni ze the distribution channel that adds val ue.

Net fares conceptually nake sense,

but in reality

would be alnost inpossible to initiate. So another way of

i npl erenting the same concept would be just to add a transaction

fee to what the airlines charge for their tickets today, which

will produce an increnental revenue stream for them which will

take prices up slightly in the marketpl ace today,
tickets purchased directly through the airlines.

them financially and would create a net fare

just on those
It would help

n reverse by

charging all distribution channels the sane price for the ticket

without the ticketing cost associated with it.

CHAl RVAN W NSTEAD: Geat. Thanks, Al ex.

Let me open it up to questions from the

Conmm ssioners. Gerry?

MR ROPER Al ex, thank you for -

you are the

first one who has attenpted to take the dysfunctional famly that

| keep talking about, which is the airlines and the travel

agents, and identifying that, wthout one, the other doesn't
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exist. Wthout the airlines, the travel agents really don't have
anything to market.

I want to go to your testinmony on page 3, and maybe
I am taking this out of context, but | am followi ng up on what
Ann continually tells us: that if we keep the consuner in front
of us, we should be able to acconplish this.

You say in your fourth paragraph, "Any gain" -- and
assuming the gain was by the airline -- "was quickly
redistributed in the form of reduced ticket prices to the
traveler." Isn't that a positive?

MR WASI LOV: It's a positive in an environnent
where you have a healthy business that can sustain itself doing
t hat .

MR ROPER  But | am going back to what Ann says.
You know, the consumer in this case was hel ped, correct?

MR WASI LOV: The consunmer was offered | owered
prices on tickets in an environment where offering those ticket
prices is forcing the airlines to shut down because they can't
operate profitably. So you can say that, yes, there was a short-
term gain but a long-term |oss. I would say those consumners
today are paying for those fares through their taxes, through the
subsidies that the governnent is providing the airlines to
survive.

So the consumers really weren't paying |ower

prices. They were just paying themdifferently. They are either
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paying them through the subsidies which their taxes provide
revenue for or they are paying for themthrough the price that is
charged directly on the ticket.

So | honestly don't believe that that was a good
thing for consuners. | think it is a very bad thing.

MR ROPER  Yes.

MR WASI LOV: If you don't have a healthy airline
industry, they are going to either shut down or the government is
going to be forced to continue to pour billions of dollars to
underwite their pricing strategies.

MR ROPER  Just the second part, on the |ast page,
you have nentioned, "W should sinplify pricing structures and
establish fairness and equity for all participants in an industry
where “shell ganes' have becone the normal course of business.”

Because | have been in this business for a few
years, | guess | am part of the shell gane. But | think the
industry that you are talking about are, of course, the travel
agents, the airlines, the DMX>s, the Amraks. Everybody has been
playing a shell game with the consunmers, and we need, as a
Commission, to look at this and expose everybody' s pricing
structure. W need to be saying that this is what a travel agent
makes; this is what the airline makes; this is what -- | nean, is
that what you're saying to ne?

MR WASI LOV:  Yes

MR ROPER  (kay.
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MR WASI LOV: If | could provide a bit nore
background, over the years the airlines paid commssions to the
travel agency community that were too high. You know, they
provi ded enormous profitability in the travel agency conmmunity
15-20 years ago, and, rightfully, | think started to reduce those
conm ssi ons.

But in the tine of those high comi ssions, part of
those dollars were passed on through @Ss to clients, through
agencies to clients, and the revenue stream was convol uted. It
was not clear. It did not create an environnent where the agency
comunity could, rightfully, stand up and say, "W represent the
consumer in this environnent."

That is what | refer to in that comment relative to
shel | ganes, that the revenue stream has not been transparent. |
think it is time that we get to a situation where that revenue
stream is transparent. I believe strongly that t he
i mpl enentation of transaction fees will allow that to happen.

Let the different distribution channels, including
the airlines thenselves, conpete in an open market against their
distribution costs fairly. Those who have the |owest
distribution costs should offer the |owest transaction fees,
which | believe is in the best interest of the consuner.

M5. ROGGE: Alex, if | could junp in there?

CHAl RVAN W NSTEAD: Go ahead, Joyce.

M5. ROGGE: In the exanple that you were giving us
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in your testinony, which thank you for being here today, the
fulfillment fee was $25, correct?

MR WASI LOV: Yes. Let me say that the $25 fee
that is being used here is an exanple of what we believe is kind
of an average in the marketplace. | would not suggest that it is
an exact nunber, but we believe it is very nmuch in the range.

M5,  ROCCE: So you are suggesting that airlines
voluntarily add that fulfillment fee or are you suggesting that
the governnent inpose sone kind of regulation to have the
airlines do that?

MR WASILOv: Well, first of all, | think it is a
good thing for the airlines to do voluntarily. By the way, |
have yet to speak with an airline or hear an airline comment on
this suggestion that doesn't believe this is a good idea.

They are very confortable with taking prices down
and followi ng each other, but they are very concerned about doing
the right thing in terns of changing the business nodel and
having the industry follow So | think there is concern about,
well, if we did this as an individual airline, would other
airlines take advantage of this situation and try to do sonething
to gain nmarket share in this environnent where an individual
airline is taking this action? So, unfortunately, it will either
require leadership or it will require some formof |egislation.

M5,  ROGGE Vell, let me be an airline with a

di ssenting opinion. Not all airlines have 80 percent of their
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distribution with travel agencies. Sout hwest Airlines doesn't.
Many of the other lowfare airlines don't as well, jetBlue being
an exanple of that.

So the idea of a fulfillment fee, whether it is $25
-- or a transaction fee -- whether it is $25 or another price,
would, in essence -- | nean, | am asking you this question --
woul d, in essence, raise the fares for the customers on sone
nunber greater than 20 percent of the tickets that are sol d?

MR WASILOV: Well, for an airline such as yours,
which is very successful and very profitable, it wouldn't
necessarily have to be an increnental fee. Since you are already
maki ng noney and you don't have the need to nake nore noney, you
could just identify that fee inside of your ticket pricing and
just recognize the fact that, if you buy a ticket through a
travel agency, there is a fee associated with a process or a
service that they deliver. |If you buy that ticket directly with
Southwest Airlines, we also deliver that sane value through
ticketing, through custoner service, through customer care, and
our price for that is "X "

It just is confusing when you force one channel of
distribution to charge increnentally for that and you take your
own costs, whether it is 20 percent, 40 percent, or 60 percent in
your case, and spread it across your entire ticket desk. It just
makes it very, very  difficult for multiple channels of

distribution to co-exist.
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I don't nean that in any way to be derogatory
agai nst Sout hwest, which | think is a phenonenal airline that has
a great business nmodel and is very successful in doing what it is
doi ng. It is just, with the other airlines that aren't as
successful, they are creating an unjust pricing structure in the
nmar ket pl ace relative to their channel of distribution.

Now i f their strategy was to say, you know what, we
want to elimnate the travel agency community and we want to
distribute all of our products directly and prohibit the consuner
from having a shopping nall where they can conpare products,
conpare services, conpare price, if that is their strategy to do
that, and they are willing to go out and hire 300,000 agents and
invest in infrastructure to create huge call centers to do that,
that would be their prerogative to do from a business nodel
st andpoi nt . | don't think it would be a smart thing to do, but
certainly they have the right and the ability to do that.

What doesn't nmke sense is when they want to
continue to distribute 80 percent of their volune through a
channel of distribution which has in today's environnent zero
cost to them but at the same time are underpricing that
distribution channel in the environment the way it is being
i mpl enent ed t oday.

M5. ROGGE: Meaning that they are underpricing it
by having web fares or sone other kind of --

MR WASILOV: No, they are underpricing it fromthe
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standpoint -- and through this illustration | tried to create a
sinple visual that would explain it.

Prior to the reduction or the elinmnation of
comm ssions, if a consuner bought a ticket from an airline or
through a travel agency, they paid the sane price. If they
bought it through the airline, the consuner inside of that price
woul d pay for the fuel, would pay for the aircraft anortization,
woul d pay for the pilots, would pay for all the costs associated
with flying that plane, and they would also pay for the cost of
transacting the process of purchasing the ticket.

They would also pay for that inside of the agency
comunity, which was reinbursed by the airlines for those costs.
So everybody paid the sane thing, and the transaction costs were
enbedded in the price of the ticket.

In today's environnent, in an effort to inprove
their profitability, some airlines have decided to elinnate
these commssions and force the distribution of their tickets
through the travel agency community to have an incremental cost.
So now you can buy a ticket for that same price, assuning prices
haven't changed over tinme, from an airline, but if you bought
that same ticket through an agency comunity, now all of a sudden
you have to pay an increnental charge to cover the fulfill nent
process.

That is the piece of the equation that we are

saying not only is unfair, but just doesn't nmake econom c sense.
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It doesn't make business nodel sense.

M5, ROGGE: Excuse ne for interrupting for just a
second, but, Alex, doesn't the service that you provide as an
agency, | mean, you're giving nore service than a phone call to a
res. center or going online to an airline's website? You are
doi ng nore research. You are doing nore custoner service. You
are helping as they go through their travel. | nean, isn't that
why customers choose to use travel agencies? So, to ne, it
doesn't seem unjust that you would charge for that extra service
that you provide.

MR WASI LOV: | agree that we should charge extra
for the extra service that we provide. So if we book air, if we
book hotel, if we book car, if we create a leisure tour for
sonebody, there should be an increnental charge. But for the
cost of booking a transaction for a ticket, the agency has a cost
associated with that, and the airline has a cost associated with
t hat.

They should both charge for that service, and they
should charge for that service based on what it costs them
Those with the |owest cost should offer the |lowest price and |et
the marketplace dictate which channels are nost effective from a
consuner's perspective

So | don't disagree with you. It is just when you
get back to that cost of distributing the ticket through an

agency, when an agency sells an airline ticket, there is no cost
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to the airline. Wen an airline sells a ticket, there is a cost
to the airline. Wiy woul dn't the costs fromthe airline differ
in those two environments? And that is really the point we are
trying to make.

M5. ROGGE: | think we are going to have to agree
to di sagree.

(Laughter.)

MR WASILOV: But thank you for the opportunity to

speak passionately on a subject that -- and, by the way, | am
very -- let me explain that this is less of an issue for
Rosenbl ut h. Rosenbl ut h, because it is in a corporate

environment, 98 percent of our tickets transacted are in net-net
envi ronnents. Al right, the prices have been altered for our
clients to take into account that we charge a transaction fee.
This is not necessarily a positive thing, it would not be a
negative thing for Rosenbl uth.

I am speaking on behalf of the travel agency
comunity as the business person who is looking at this total
i ndustry and sayi ng, the business nodel doesn't nmake sense. How
can we inprove it? Howcould we make it a little bit better?

By the way, | think that the beneficiary of what we
are recommending is the airline, not the travel agency comunity.
| am actually arguing, | believe, on behalf of what is a very
good thing for the airline community, not trying to create a

conflict between agencies and airlines. But in this case, what
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is good for the airline community | believe is also good for the
travel agency comunity.

M5. ROGGEE And | will just do one followp just so
that | am clear as well. Certainly the airlines should be
looking for ways to have better revenue and to inprove their
busi ness nodel, but what concerns ne about your proposal is that
it is a way for soneone else to come in and regulate what the
prices are going to be or what the increased transaction fees are
going to be. As a representative of a lowfare airline, that
nmakes me very unconfortabl e.

MR WASILOV: Let nme use an exanple in a different
i ndustry. If we were in the car industry today and GCeneral
Mtors decided tomorrow to say that, if you wanted to deal
directly with General Mdtors, you can buy a car fromus for the
sane price that the best, the largest dealership in the world
buys a car from us for. What would happen to their dealer
distribution network? How would they handle all the volune that
woul d cone into themto sell these cars at such |ow prices?

It would be great for the consumer, but eventually
they would have to raise their price because they would have to
build the largest showoom in the world in Detroit. It just
doesn't nake sense.

MR ROPER Alex, it is called "the Internet."

(Laughter.)

You can go on there and you can see any car that
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you want on the Internet.

MR WASILOV: But you still pay market pricing for
it, all right, and that's the point. The Internet, for exanple
has a cost of distribution as well.

| nean, part of our recomendation is that if you
buy a ticket through the Internet and the processing costs in
that environnent are $8-10, charge $8-10. |[If a consuner chooses
to have sonmeone else go through that process for them and
interacts with a travel agent over the phone, and the cost of
that is $30, let the consumer make the choice whether they want
to pay that increnmental cost or they want to take the | ower-cost
opti on.

What doesn't nmke sense is not to charge for that
servi ce and disinternediate your distribution channel, which sone
of the major airlines are doing today by their pricing structure.

CHAI RVAN W NSTEAD: Pat, you had a question? W
have about five nore mnutes, Alex. And then Paul

MR MJURPHY: | had a question. | am trying to

under stand how your proposal would affect the traditional brick-

and-nortar travel agency, snaller travel agency. |If | understand
your proposal, if an airline were to sell a ticket through its
| east expensive outlet, let's say, over its website, its

transaction fee, from what we have been told, would be extrenely
low since all they have to do is post it through the Internet.

On the other hand, we have been | ed to believe that
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the traditional brick-and-nortar travel agency is a higher-cost
outl et. Therefore, presunmably, they would have a higher
transaction fee.

So how woul d this affect the smallest travel agency
who don't have the econom es that you have?

MR WASILOV: An airline, an online agency, a self-
booking tool, in today' s environment generates sonewhere between
1.2 and 1.5 support tel ephone calls for every transaction. There
is no such thing as an electronic transaction that doesn't have a
cost associated with it. That is a nyth. Anybody who says that
has never exanined the cost structure --

MR MURPHY: No one has suggested that it has no
cost, but all the data we have seen | believe shows there's a
hi erarchy of costs in distributing tickets, and the airlines on a
website is viewed by mpst as the |lowest-cost outlet for the
airlines.

MR WASILOV: Absolutely. |If people choose to use
that, they should use that and the airlines should charge a fee
for that transaction that replicates --

MR MJRPHY: R ght.

MR WASILOV: -- whatever their cost is. |If it is
$5, it is $5. If it is $8, it is $8. But why would they not
charge on their own site, where they have the sane cost that an
Expedi a would have, but for Expedia to charge, that is the part

that doesn't nake sense.
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MR MJURPHY: But, again, taking this to the brick-
and-nortar, nmomand-pop travel agency in snall town Anerica, how
do they conpete when their transaction fee is significantly
| arger than goi ng online?

MR WASI LOV: Let me try to illustrate an exanple
to answer that question. |If | owned a snall agency sonewhere in

this country, and in today's environment in order to provide the

services that | provide, | have to charge a fee. Let's say in
order to cover ny costs and support ny famly, | have to charge
-- I'"'mjust picking a nunber -- $50 per transaction

The consunmer now has a choice of either paying ne
$50 to do all the good things that | would do for themor to do
that stuff on their own and go online and pick a hotel and pick a
car and buy an airline ticket. But in that environnent they
don't pay any cost for processing the ticket when dealing
directly with the airline. Then it is nuch harder for them to
justify the cost that is inherent in their transaction fee
associ ated with processing the ticket.

If, on the other hand, an airline said, "You know
what, you're right, we have a cost of distributing our ticket
when we do it directly, and we're going to charge $10 for that."

And a hotel says, "You know what, we have a cost of distributing
our ticket directly. So if you buy fromus, we're going to have
to incorporate that cost," and let's say that's $10. And let's

say you did the sane thing with a car rental agency.
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So now if a consuner were to do all those things
t hensel ves, they would pay $10 here, $10 here, $10 here, $30.
They m ght say, "Hey, you know what, the travel agent provides ne
a lot nore value than the 20 extra dollars | amgoing to pay --

MR MJRPHY: So with your proposal there would have
to be transaction fees not only for the airline, but for the
hotel and for the car rental conpany?

MR WASILOV: | believe that if the airlines |ead,
as they did in zero commissions, that all the other participants
woul d follow under the sane |ogic. Because right now what is
happening is they are taking their distribution cost that only
applies to a small portion of their volune and spreading it
across every one of their tickets. So every tinme you buy a
ticket through a travel agency or book hotel room through a
travel agency or rent a car through a travel agency, you are
paying two transaction fees -- a portion which the airline, the
hotel, and the car is enbedding in the price of the ticket to
cover their own distribution cost, plus the increnental costs
associated with the services that an agency provides.

MR MJRPHY: Thank you.

CHAl RVAN W NSTEAD: First Ted and then Paul .

MR LAVWBON I would Ilike to welcone vyou.
Rosenbl uth has definitely been a |[eader. I think that your
appearance here -- you know, we are very concerned with the snall
travel agency, but | think you give us nore of a nmcro-view of
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the industry.

If you would, tell me again, because it appears to
nme that what you are really proposing is a net fare concept. In
other words, from a distribution standpoint, airlines would say,
"This is what we are going to sell the tickets for, and this is
the net fare, and you can add whatever you want onto it." It
seens |ike then the marketplace would determine the efficiency of
the distribution channels automatically.

MR WASI LOV: Agreed.

MR LAWSON: Wiy wouldn't that work in that
scenari o t hough?

MR WASILOv: Well, it is exactly what | think we
are proposing. W are just using different termnology in terns
of how to get there.

A net fare structure would presuppose that each
channel of distribution would add a cost to that net fare
associated with the fulfillment of purchasing that product.

MR LAWEON. Correct.

MR WASILOV: Right? So we agree. W have al ready
done that in the travel agency comunity. The airlines haven't
done it yet. W are just asking themto fulfill the prom se.

MR LAWSON:  Then the airlines would deternine what
their -- there would be no regulation then, as we are picking up
here, there would be no regulation? In other words, the airlines

woul d determne what their fares were on a net basis, and then
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the different distribution channels add onto that fare as they

choose? 1Is that your vision?

MR WASI LOV: Yes. Let's take an exanple in
today's environnent. The airlines are distributing tickets
through the agency comunity for a net price. The agency
comunity is charging a transaction fee on top of that. But for

those tickets that the airlines distribute thenselves, they are
not charging thenselves the same net price. They are charging
thensel ves a |ower net price. To that lower price, they are
adding their transaction cost. So their net price plus
transaction fee is different than the net price that they offer
to the agency comunity today.

W are just saying level the playing field; nmake it
the sane. Either takes ours down on the price of the ticket and
yours up or leave ours where it is and take yours up, or charge a
transaction fee, though. |In that net fare environnent you can't
have one channel of distribution being forced to charge a
transaction fee but another channel of distribution not charging
a transaction fee because they have enbedded their cost in the
net fare of all the tickets in the narketplace.

MR LAWSON: Wiy do you think they have gone down
this road? (Qbviously, the airlines are |osing noney. What do
you think they have gone down this particular road in their
di stribution?

MR WASI LOV: Well, quite honestly, | think they
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were forced to. I think they were forced to because they are
trying to figure out ways to inprove their revenue per ticket,
their yield.

Sout hwest excl uded, which does a pretty good job of
that in the current environnent, the major airlines in North
Anerica have not done a very good job on that. | mean, how can
you have five airlines representing 80 percent of an industry and
the whole industry is losing billions of dollars a day? You have
to ask yourself that question.

And what | think they were forced to do is, how
could they increase their revenue through a price increase in
such a way that it stuck inside the industry and wasn't perceived
to be an increnent to their pricing structure, while renoving the
di stribution costs?

And by the way, renoving distribution costs are
good, and that is a very good thing if they disappear. But in
this case they don't disappear. They just pop up as an increnent
the consuner pays on top of the price of the ticket.

MR LAVWEON.  Thank you.

CHAIl RVAN W NSTEAD: Tom and then Paul, and then we

will try to wap it up a bit. Go ahead.

MR DUNNE: I've got just a couple of questions
her e.

Your agency -- and | wll nmake it sinplistic --
you've got, |'m sure, a sophisticated conputer system and | am
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sure you spread that across throughout your entire organization.
In other words, you don't have one area paying for all of it and
anot her area paying nothing for it. So you charge that amount to
all your transactions, a certain anount, a direct cost.

MR WASI LOV: Inside of our corporate travel
comunity that is correct.

MR DUNNE: Yes, |I'mjust saying you do that. So
it is simlar to what the airlines are doing thensel ves. They
are spreading their costs throughout all the tickets they sell.

MR WASI LOV: Qur computer network, our IT
structure supports 100 percent of our transactions and, as such,
we apply that cost to 100 percent of our transactions.

MR DUNNE: Ckay.

MR WAS| LOV: In the scenario that | am painting
here for this Commi ssion the cost associated with transacting a
ticket is only representative of 80 -- or supports only 20
percent of the volune of airline tickets that they sell.

MR DUNNE: But their conputer system whatever
system they use to distribute, is still going to cost them
sonewhere along the line. It is still a direct cost, but it is
just the way they are spreading it.

MR WASI LOV: For a basic conputer system | would
agree, but for call centers, for ticket counters, for the costs
associated with interfacing with the @GS, which is a discrete

cost associated with the transaction of a specific ticket, for
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those costs they have discrete costs associated with fulfilling
the ticket. It is not sonething that they invest in that
supports everything that the conpany does. It is a discrete
cost.

MR DUNNE: But in your earlier exanple you said at
one tinme that they were charging fuel when everything el se was a
part of the ticket cost.

MR WASILOV: Well, no, | was just explaining that
a ticket cost today includes all sorts of costs that a conpany
has. It includes fuel. It includes the cost of the airplane,
which, by the way, is sonmething that you spread over all your
vol une because --

MR DUNNE: Exactly.

MR WAS| LOV: -- airplane costs covers all vyour
vol une. Fuel covers all your volune. Electricity covers all
your vol une. Your basic conputer systens inside of an airline

support your total business structure, support your total volune.

MR DUNNE: So why wouldn't you put that as a
direct cost or those things as a direct cost and spread it
throughout all the tickets you sold, no matter what channel you
sell themin?

MR WASI LOV: I have no issue with that, but your
call center costs that are associated with just the tickets that
you sell, your GDS fees that are associated with just the tickets

that you sell, your ticket counters the cost of which is just
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associated with the tickets you sell, those are discrete costs
associ ated with 20 percent of your vol une.

So if you want to create an environnent where your
distribution channel makes sense and you're not trying to
underprice your distribution channel because you want it to go
away, why wouldn't you create the sane pricing structure for your
owmn internal store as you do for your indirect channel of
di stribution?

MR DUNNE: Ckay.

MR WASI LOV: But on the conputer point, on the
conput er systens | agree.

MR DUNNE: [|I'mtrying to get the direct costs, and
what | am saying is, how are you going to pierce this veil of
what's direct cost and what's --

MR WASI LOV: The airlines know exactly what that
nunber is. | amsure Joyce knows exactly what that number is for
Sout hwest Airlines.

MR DUNNE: And ny point is, why shouldn't vyou
spread it over 100 percent of your tickets, no matter what? And
| understand where you are com ng fromon channel s.

The last question | have: The size that you are,
the size of any travel agency can also get breaks in respect to
di scounts, and what have you, from hotels, car agencies, et
cetera, et cetera. Now under the fairness rule that you are

proposing, you would then return that portion that you nmake to
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the airlines, since we're all in this thing together?

MR WASILOV: No, to the supplier who provides it.

MR DUNNE: Ri ght. You would return this all to
the airlines, too? They would get a break of that, what you are
getting back?

MR WASILOV: W would return it to the hotel. W
woul dn't necessarily take hotel noney and return it to the
airlines. | nean, that wouldn't nake sense.

But we do that today. At Rosenbluth we do that
today. W return all those fees that we get from our suppliers
directly to our clients, and it is negotiated in the ticket price
that our clients get to or negotiate with the airlines.

So our business nodel is pretty transparent today.
Qur clients get to audit our cost structure. They know exactly
what our revenue stream is. They know exactly pretty much how
much nmoney we make. W open up our books to our clients. I
think transparency in that environnent is a very good thing, and
we do it today and we woul d support it for the entire industry.

MR DUNNE: Thank you.

CHAI RVAN W NSTEAD: Paul , you had one question, |

t hi nk?
MR RUDEN. Well, it nmay be nore than one.
(Laughter.)
I think this is some of the nost inportant
testinmony that we have heard. W have also heard sone other
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interesting testinony to the effect that sone travel agencies,
big ones, have offered to pay all the distribution costs,
including CDS fees, in order to get access to those Internet |ow

fares that get so much attention, and were turned down by the

airlines.

I think of that when | hear you say that what is
goi ng on now doesn't make sense as a business nodel. But it does
make sense, doesn't it, if, in fact, the hypothetical you

nentioned earlier is true? And that is that the real objective
here of putting the agents in the position that they are inis to
make it inpossible for them to function in the marketplace for
the long term Doesn't it make sense then as an airline
strategy, if they want to domnate the nmarket, take conplete
control of the distribution process, to do it the way they are
doing it?

Way would they resist what you are talking about

ot herwi se? You say they are afraid.

MR WASILOV: |I'mnot sure.
MR RUDEN They conplain endlessly here in
Washi ngt on. You are  happily spared this probably in

Phi | adel phia, but endlessly conplain about how difficult it has

been for themfor decades. They can't find a way to nake noney.
Now you are proposing a fundanental change in the

way the pricing nmechanisms works, and not just here, everywhere

that | have seen this idea discussed it is reacted to with shock,
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as if it was somehow an underm ning of fundanental principles,

when it seens the exact opposite is true. How do you account for

t hat ?

MR WASILOV: | can't. | really can't.

As | said before, if an airline wanted to
distribute all their products directly thenselves, great. What

woul d happen in that environment? Their costs would skyrocket.
If their costs skyrocketed, what would they be forced to do?
Either | ose nore noney or charge a higher fee. | don't see where
that is good for the consumer.

In today's environnent where there is zero
comm ssion, the cost of distributing through the travel agency
comunity is zero. They have a cost associated with distributing
tickets. Wy wouldn't they incorporate that cost in the tickets
in a manner that supports their distribution channel versus this
i nternedi ate, say?

Coul d there be another reason why they wanted this
internedi ate travel agency comunity? Wuld that be because they
don't 1like the environnent where there is free trade and
conparison of pricing inside of an open market? |'mnot sure.

But at least from ny perspective, what we are

recommending is not a bad thing for airlines. It is a great
thing for the airlines. It is a great thing for the travel
agency community if -- if -- the airlines want to continue to
promote this |ow cost channel of distribution. |[If they don't, |
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can't understand why they would want to increase their costs by

absorbi ng that burden on their own busi ness nodel .
MR RUDEN. Thank you. That's all.
CHAl RVAN W NSTEAD:  Thanks, Paul .

Al ex, thank you very nmuch.

MR ROPER I"I'l submt your resunme to United

Airlines because they're | ooking for a new CEQ
(Laughter.)
MR WASI LOV: Thank you.

CHAl RMVAN W NSTEAD: Al ex, thank you

very much for

joining us. | think your testinony was thorough, and | think we

had a lot of good questions, and we appreciate your taking the

tine and your effort.
MR WASI LOV: And please don't m

passion as being in any way negative. I thi

sinterpret ny

nk what this

Commission is doing is great, but it is a very passionate topic

for ne. | hope that in sone way, shape, or formit would help
you in your thinking through your reconmrendations. Thank you
very much.

CHAl RVAN W NSTEAD:  Thanks, Al ex.

Qur second witness is John Cal dwell,
Cal dwel | Associ ates.

John, thank you for joining us.

MR CALDWELL: Good norni ng.

CHAI RVAN W NSTEAD. | f you coul d j ust
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coments for the record, nane, conpany, a little background, it
woul d be hel pful. W have your testinony.

MR CALDWELL: I would like to pass out one
addition to ny testinony.

CHAI RVAN W NSTEAD: John, if | mght, we do have
your testinony. W've had it for several days.

MR CALDWELL: Yes.

CHAl RMAN W NSTEAD:  If you could kind of summarize
it, because | think most of us have read it --

MR CALDWELL: Sure.

CHAl RVAN W NSTEAD: -- that woul d be hel pful.

MR CALDWELL: | understand.

CHAl RVAN W NSTEAD:  Thank you.

MR CALDWELL: | wunderstand. That was ny plan, to
do that.

CHAl RVAN W NSTEAD:  Thank you, sir.

MR CALDVELL: | would like to nake a couple of
prelimnary conmments, though. First, by way of ny own
perspective, | am president of an independent travel managenent

consulting firm based here in Washington, suffering with the heat
i ke everyone el se who |ives here.

(Laughter.)

I respect the job of this Conmssion, and
especially another three-and-a-half nonths until Novenber that

you have to get this inportant report done. | hope it will drop
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bel ow 100 degrees before the report is submtted.

Just by way of background, ny conpany is
i ndependent . I don't work for travel agencies. W don't
represent suppliers. W don't represent product devel opers,
airlines. W work only for business consuners of commercial air
transportation.

Those clients tend to be anmong the |arger users of
busi ness air. Sonetinmes they spend as much as a mllion or
$500, 000 on air tickets up to in a few cases as nmuch as close to
a billionin travel and entertai nnent.

So ny experience is based on 30 years in the
i ndustry. Two famliar faces in this room to me personally
include Paul and Dy ck Fahy, both of whom were involved with
nyself and others in the conpetitive narketing investigation
i nvol ving the deregul ation of airlines.

| hate to admt it, | have a child that dates that
tine, at about 35, and we were all involved in that hearing room
in those hot days in Washi ngton when the question was, should we
or shouldn't we allow regulation to continue? At the sane tinme
Congress was naking an independent decision to pass the
Deregul ation Act, | think, of 1978.

In those days Paul was doing sonewhat a simlar
job, | guess, as he is doing today, adequately and aggressively
representing travel agents, and | think D ck worked for American

Airlines. At that time | was Ceneral Counsel for what is now
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called the National Business Travel Association, and known as
Nati onal Passenger Traffic Association, nade up of business
users.

M/ role in that case was, and speaking for the
interest of business consuners, to achieve deregulation in terns
of the ability of conpanies to earn commissions, to open their
own travel agencies, to deal in a nore flexible way in
negotiating frankly and dealing direct with suppliers.

Because prior to deregulation, there were |aws
agai nst vol une discounting; there were restrictions admnistered
by the ARC against accreditation of conpanies issuing their own
tickets. There was the so-called 80/10 rule that sone of us
renenber, where 80 percent of the tickets had to be issued to
outsiders, and you couldn't earn a conmission on 20 percent for
self-sales, and a host of other regulations tied up in the Bureau
of Economics at the CAB.

So that is sort of ny background, and since that

tine, | have played an active role individually in representing
corporations. | am not here speaking on behalf of any particular
client, any particular association. It is nmy own independent

perspective based on 30 years of business representation and an
active consulting and | egal practice today.

| do want to nmake a couple of just very brief
coments about sonme of the things that were discussed earlier.

One, inny view-- and this is summed up at the end
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of ny testinony, but I will start and end at the same place -- |
think any form of substantive re-regulation, especially involving
pricing and cost, and sone of the things that were discussed by
the |ast speaker and the panel around requiring surcharges or
advocating surcharges, or whatever, in ny opinion would not be
t he proper approach.

| really think that we have achieved a lot of
success with deregul ation. Forty-four or 46 percent of the
tickets of Southwest the first quarter of this year online --
very conmendabl e, connected with a profit that the conpany has
nmade. Suffice it to say, if we had continued regul ation over
pricing, we wouldn't have Sout hwest today.

So | think a fundanental risk to this Comm ssion
is, in the effort to try to achieve justice -- and justice is
i nportant; we're concerned about consunmers and snall agencies --
is to get into the area of re-regulation and congressional
suggestions of re-regulation of any kind, especially involving

entry and pricing, surcharges, uniformty, would be a nistake.

W've got a vibrant airline industry. It's in
trouble; we're all in trouble. But | don't think we are going to
bail out the airline industry by re-regulation. |'mnot so sure

personally that the |oan support program that the governnent
adnministers today is in the ultimate best interest of consuners.
It is propping up on a rather desperate basis some of the

airlines that are in trouble and need cash, but that, in effect,
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is a retreat from deregul ation. I think we have to be careful
about the risk of re-regulation. It is like a little bit of
pr egnancy.

Once we get our toe in that water, to use a bad
net aphor, then we are in very, very deep in terns of what m ght
happen. Frankly, it would reduce innovation, reduce the
t echnol ogy pl ayers, reduce options for consuners.

So | am concerned about that, what | call a "drift
option,” or not a drift option, a possible option if the
Conmi ssion were to nove into a specific regulation recomendation
either to Congress or DOT.

Now | want to also prelimnarily conment about net
fares. A lot of things have been said about net, taking costs
out, whatever. Net fares, at least on the corporate side, have
existed for several years in this industry. Netting out
conm ssions prior to zero-based conm ssions was done fairly often
in individual, one-on-one negotiations between |arge custoners
and airlines.

The net effect was that the percentage discount
applied on the ticket price wthout the conmmission or the
override. So we have net fares in existence today. W had them
prior to zero-based conmmissions, and it is done on a one-on-one
negotiated, individual |everage situation in the industry.

W al so have today net type of distribution going

on with direct connects. There are conpanies today, as we sit
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here, even though the technology is not as far along as any of us
would like to see it, that have direct connect relationships with
airlines, where they are going right into inventory and they are
taking out the &S fees, and it is being shared or it is being
taken back by the conpany.

So we have sone of the things that have been tal ked
about in terns of netting out these costs going on, but in the
free nmarketplace, not governed by any uniform approach, not
governed by an overall solution that says that the airlines
should or nust do "X' or "VY."

I think we need to keep very nuch in nmind the fact
that this is a highly competitive industry. Even though there's
concentrati on, t hat concentration i nevitably occurs in
deregul ated industries. So that | am just concerned that a
novenent toward a form of re-regulation, and if, in effect, this
is a cost and pricing dispute, which | really think it is to a
| arge degree, we are all caught up, especially the agencies and
the corporations, in this battle between the GSs on the one hand
and the airlines on the other.

The airlines have basically said to the GSs, "You
guys either reform your pricing or we're going elsewhere," and
they' re going el sewhere. The @Ss are holding firm and saying
"Qur profits are such we're not reducing the cost."

The net effect of that is, guess who pays the cost

difference? It's the consuner. |t cones back to the consuner.
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So we are caught in this squeeze now where there,
in effect, a debate, ongoing debate, where the airlines have
said, "W basically have already committed to Obitz. You had a
chance, GDS. VW're now down the road. W're going to sell
through a | ower-cost distribution channel."

So the airlines are already committed to that sort
of approach, and the GDSs, frankly, are in a situation where the
train is leaving the station. There's a lot of options to GDS
distribution, and some of those are available to small, medium
and | arge-sized travel agencies.

| read the testinony in San Francisco that was
quite interesting, and | know stimulating to the Conm ssion,
about these new technology conpanies that have got a lot of
options, frankly, for going beyond screenscrape and accessing
inventory and doing fairly quick, fairly |owcost kind of booking
of web fares.

So it seens to me that the Commi ssion should not
look at re-regulation and, secondly, that there is a ngjor
guestion here of what can and will be done, or should be done,
and I'Il cone back to that in terms of recommendations that are
not exactly in ny testinony.

But | think the issue here is whether travel
agenci es as we have known them and they exist today should have
access through traditional channels to all forms of pricing. The

@S is a traditional channel. It supposedly is neutral. It is
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available. It is one-stop shopping, and it is out there, and it
i s being used.

M/ clients in nost cases work through a travel
agency that has a GDS, with or without a self-booking engine or a
web search engine. But the question is, is that the only way,
and the required and nandated way, that airfares should be
offered? In other words, should, in effect, the airlines, as the
suppliers, be required or induced that, no matter what the cost,
without getting into the issue of what is nobre costly or |ess
costly, should they be required that they have to distribute
their product in one way in the context of the Internet?

| really think it would be stifling to innovation
and technology options, and ultinately to consumers, if the
airlines are mandated or required to surcharge tickets for
distribution costs or, nore inportantly, they were absolutely
prohibited fromusing alternative fornms of distribution.

So that is sort of just a general philosophic
overvi ew. Now | want to kind of walk through ny testinony. I
will skip over some of the things that are nore generic that |
know you have read and you know anyway and go into sone of the
nor e details t hat af f ect corporate consum ng of air
transportati on.

Currently, we have a form of att ended
di sinternedi ation going on. Now the termis used fairly |oosely

as to indicate that airlines, and perhaps other suppliers on
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their coattail, want to renove travel agencies from the system
because they have cut their pay.

| used to use this expression when | would go to a
trade group of consuners: |If you're a travel agent, it's a great
business to be in. You wake up one nore and discover the guy
that's been paying you has suddenly cut off your pay, and the one
you want to charge doesn't want to pay you.

So it is a fairly difficult business to be in,
which is to say consuners and corporations have resisted paying
agenci es. They thought everything was free. Now with
comm ssions going to zero, the agencies don't have that revenue
stream and guess what's gone up? Costs. There's no question
that there is a very serious plight that is faced by travel
agenci es.

But from the corporation standpoint, corporations
try to manage their travel. They try to wuse policies,
technol ogy, and concepts of enploynent with their travelers to,
frankly, get the traveler to select whatever the formis, the
| owest - cost consistent with the mission of the trip.

So this is translated into a nunber of things that
have happened in the corporate environnent. Net fares that have
been out there, net of conmm ssions, net of overrides.
Incidentally, overrides insofar as this what was referred to as

this "shell game," they're still out there.

Airlines, with all due respect -- and if | sound
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critical of everybody in this puzzle, it is just the value of ny
i ndependence perhaps or the downside. Airlines are still paying
overrides. They are paying it to large agencies, and there is a
nystery from the corporate standpoint of getting those back.
They are not auditable. They are sonetines paid back to a
central location and allocated back by formila. Soneti nmes they
are called overrides, and sonetimes they are called nmaintenance
f ees. They are still paying them in the context, in fact, of
zer 0- based comm ssi ons.

Wthin a week of the airline announcenent of going
to zero-based conmssions, large agencies were guess where?
Right back in the offices of the airlines saying, "You took it
away from us on the zero base, but now you' ve got to give us
sonething nore if we're going to nove narket share to you."
Sonetimes the airlines agreed and sonetimes they didn't.

Those deals are not public. They are confidential.
They are not auditable. They are not known to the corporation
that is in a fee-based deal that is supposed to get all the
conmi ssi ons back. There's still a lot of nystery about that.

The sanme kind of mystery exists fromthe corporate
standpoint with the GDS operator and the agencies. The GDSs
rebate back out of what sonme say is an excessive revenue stream
They pay incentives back to travel conpanies, especially the
large ones. Not all small ones get this.

That is on the volune given and delivered by a
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nmanaged travel program by the corporation that pays the bill.
The corporation's position is that revenue should be directly
credited and/or passed through to us. Is that auditable and
known? No. |Is sonetines some of that revenue given back? Yes.
Is sometines none of it given back? Yes. No one out there on
the corporate side knows exactly what the GDS relationship is
bet ween the agency and the airlines.

So overrides still exist as incentives to drive
nmarket share from the standpoint of the airline, and GDS
incentives still exist and are very influential out there in
terms of using @GS systens. Corporations view that as that noney
really belongs directly to them and it should be passed back or
in an auditable way credited to the expenses that it otherw se
of fsets.

Now corporations today are in these fee-based
arrangenents. They get whatever credit is out there that the
agency is willing or can pass back from what conmm ssion streamis
left, mainly hotel <conmssions, and they are in fee-based
arr angenent s.

Now a fee-based arrangenent sinply nmeans for a
nmanaged corporate travel program we are going to pay for the
service and we are going to pay for the expenses you have. W
either pay it as a fully-loaded fee or we reinburse the expenses
monthly and we pay a service charge on top of that, usually a

per-transacti on charge.
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In terns of the basic cost to a corporation today
or a nmnaged travel program to use a travel agency, it is
anywhere from $35 a transaction to $60 a transaction. Those are
rough ranges of what the cost is.

In that are expenses, the markup for the agency,
and that is put on top of the ticket price. In some cases the
corporation turns around with that fee, and what do they do with
it? They pass it back to the individual user, who then passes it
back to the budget in his departnent.

Now that is after, incidentally, what ever
conm ssion revenues are |left are applied against fees and costs.
That is a net figure, $35 to $60. That is what is really being
pai d out there today by nobst conpani es.

Now on top of that, conpani es expect some delivery
of value for that, because they can go in the travel business
today -- | don't know if the concept of CID has even been
di scussed at all in front of the Comm ssion. |s CID known by the
Conmi ssi oners?

"Corporate travel departnent" is a new term Back
in the days when Paul and Dick and | were flailing away wth
deregulation, CIDs were an inpossibility because they were
illegal per se. Today, if | run a conpany, | can go to ARC, and
with one qualifier on the staff, | can go into the travel
busi ness nyself and have a total direct relationship with the

airlines, get ny own GDS agreenent, negotiate ny own deals with
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the airlines; basically, self-ticket for nyself and ny enpl oyees.

I am not supposed to deal with |eisure outside the conpany, but
| can becone a corporate, accredited travel agent purely engaged
in self-sales for the conpany.

So there's a variety of options out there that
corporations can follow today to try to cut their costs. Sone of
those options involve trying to get sonme of these incentives back
that are paid.

@S relationships are just as nurky as overrides
and just as conplicated to follow, because the GDS operators will
offer to make a direct contract with the corporation. So you
sign a GDS contract, and who operates the @GS on your behalf?
The travel agent. It may or may not have its own relationship
with the GDS. That is one option.

You can have the travel agency, in effect, have its
owmn CDS contract, and you can take a hybrid. A hybrid is
basically an incentive paynent on top of what is paid to the
travel agency that conmes directly back to the corporation, based
on the corporation helping the agent pronote volunme to neet
t hreshol d.

Is the corporation obligated for |iquidated damages
and a minimum put-through? Not as greatly as the travel agent,
but they are at risk. They may have to pay back if they, working
with the agent, don't meet the threshold. So you can do that

type of arrangenent.

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

So | pointed out on page

66

5 there are three

different options for @GS kind of relationships, but there's

still a lot of uncertainty about where these
very little indication, incidentally, of any
any wllingness to reduce the cost and f
booki ng channel s.

| amgoing to comment on it aga

fees are going and
&S to date show ng

ees on traditional

inlater when | talk

about the Sabre announcement. It is very interesting when Sabre

announced this offer to cut fees to $2 a segnent if you just

happen to use their booking product and you gave up all the

incentives. It is very interesting.

The same week they nade that announcenent the

Chairman of Sabre said, "W have absolutely

pl an today to reduce GDS fees for traditional

no strategy and no

transactions."

So the net effect of that, as somebody said, is

rearranging the deck chairs on the Titanic, in the sense of

basically nobody gets a reduction in these fees. The airlines

are caught in what they claimis a squeeze.

Utinmately, if the fees were r

educed, where woul d

the burden of that fall? It comes to the travel agencies trying

to do the business because they have |ess

incentives that are

paid. The fees are not reduced. If the incentives are reduced

and taken away, and the agency has |ess reve

they do? Pass it on to the custoner. So at

we've got a GDS industry here, frankly,
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ironically, very, very high profits.

I think the GDS profit showing, | think Sabre nade
$15 mllion in the first quarter, when the airlines are about to
go bankrupt. The fees at $12 or $14 a trip are considered to be
pretty high, sound pretty high, at least to ne, and | am not a
cost expert in GS. Those are built into the ticket price.

But the offer, basically, to cut the fee for web
bookings is really transparently just a revenue retransformation
because the net effect of that is not to reduce GDS revenue. The
net effect of that is that you have to give up all vyour
incentives if you are an agency and a corporation, which may nore
than offset the reduction in the $2 in fee. The net effect then
is back again to the idea the consuner pays the difference.

At the end of the day, ladies and gentlenen, on
these cost transfers and these costs in the industry, the
consumer pays the difference. It used to be that the consuner
had leverage with the travel agency, back in the days of
rebating, to say a little cost here, a little cost there; you
guys take care of it. No nore. The margins in the travel agency
business are so slimthat the first iota of increased cost today,
or lost revenue, is inmediately passed back to the custoner.

Now | passed out a chart which | want to touch
very, very briefly on because | know you are nore interested,
guess, in ny specific views on what can be done. But | wanted to

show, by way of exanple, how conplex the market is and how nany
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options are out there for conpanies with managed travel prograns.

This is this little chart showi ng corporate options.

The first line is the traditional travel agency
comercial relationship. Customers, enployees, pick up the
tel ephone and they call. The booking is nade through the GDS.
There is not any self-service reservation. The conpany gets

credit for volume in its corporate deal because it is captured in
an ARC report with an agency ticket nunber that the airlines
require. So the corporation gets credit in that case. In this
traditional first line, no web fares. This is the way it has
been done until fairly recently.

The second line is the agency uses a third party or
a QDS self-booking tool. Mdst agencies do not pronote, devel op,

and operate their own SSR They nostly use a third party or a

GDS tool. In that case, on a lot of the transactions that are
sinple you don't need the tel ephone. They are no touch. In that
case still the reservations run through the @GS and produce a

standard ARC report. There's self-service reservations. There's
volume reporting and credit on the corporate deals. Again, no
web fares. No web fares.

The third option: The agency, in effect, then uses
a web engine to search all the web fares, and they may take the
reservations by telephone. They still operate the GDS, and they
may operate with a client a self-booking tool, but there is no

volurme credit for the corporation. And why? On the web fares,
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there has to be created a passive segnent that | know you have
all heard about through the GDS, which is a non-GDS-type booking.
That goes to the back office, but it doesn't produce an ARC
report that the airlines recognize as credit on the vol une deal.

So in that situation right there the conpany nay
pay extra and it nay take nore tine to have the web fares
searched, and there may be a resurgence of credibility to the
program but there is no volune credit. The airlines are, in
effect, cannibalizing their discount programs by, in effect,
undermning the partner they have nade, because the partner's
enpl oyees are using a website engine to book on the very airline
at the |lowest cost, and the conpany is not getting any credit on
t he vol une di scount.

So the fourth option, or the last option, which is
the newest one this week, just out in BTN, if everybody has seen
BTN, July 29, Obitz and the other online agencies are now going
to offer their own sel f-booking program They are going to offer
sel f-booking and reporting, and it is reported that perhaps
Obitz is going to work out a reporting structure through ARC

WI1l that produce volune credits on web fares for
conpani es? Nobody knows. But it is a whole new devel opnent now
where the so-called online agencies are now junping into the
corporate business and going to of fer nmanaged corporate prograns.

So what is the net effect of this on agencies?

Chal l enge. Challenge and opportunity really.
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I think it was interesting when M. Kern testified
in California, when one of you asked him the question, "Wat
about all these new technol ogi es and new search engines and all
this technology that's evolving? How do you view that, as a
positive or a negative?" And he said two things | thought were
i nteresting. One is, it's a great opportunity; it is a great
opportunity for us. And, secondly, he said, "But |'m nervous it
is going to take us nore tine, and nore time means |ower
productivity, and |lower productivity neans higher costs, and you
have to pass through."

But the point is there are a lot of options that
are evol ving. | daresay by the tinme the ink is dry on your
report there will be four or five nore options out there in the
industry on the technology side of how travel is booked and
tracked.

Now on the question of web fares, corporations are
concerned about web fares. Traditionally, travel agencies
guaranteed in a contract with a corporation they would produce in
all cases the lowest fare out there. Cor porations contracted
with those. I have witten those in and negotiated them wth
travel agents.

After a few years, a word crept into those
contracts. It was called "GDS." Do you know why that crept in?
Because agents were able to get newspapers in various narkets

where the fare is reduced in the newspaper, and the clients were
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conplaining to the agency they weren't getting the |lowest fare
because it wasn't in the GDS. Were was the fare? It was in the
newspaper or it was in the private database of the airline.

So the agencies reacted by saying, "W can't
guarantee the fares except those that are in the GDS." Now,
ironically, what's the value of those fare guarantees? Non-
exi stent, because the lowest fare out there can be on the web
fare that's non- GDS.

But, as | said to a QDS operator the other week, |
said, "Well, you guys are going in the web search business to web
fares. You're going to operate web fare engines."

Are ny guarantees still good wth the travel
agents? Because they say "via the GS," and if the GDS operates
a web fare chase engine, is the client getting the |owest fare,
and you're guaranteeing it if you're going to web search,
especially if we are going to pay extra money for it. Answer :
"W need to talk to you about that one." "W need to talk to you
about that one." So they haven't really figured that out.

Wll, back to the web fare situation. Use of web
fares by indiscrimnate travelers surfing at night, |ooking
sonetines for an opportunity to play the gane that's called,
"Cotcha. Gotcha. W found the lower fare," clearly, it is going
on, has gone on. It is part of the pride in the Internet.

It varies with companies and with travelers, but

the nere fact of the web fare not being accessible through a
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traditional channel has inpacted nmnaged corporate prograns,
because the travel nanager arrives on Mnday and he or she gets
100 e-nmmils saying, "To heck with you guys with your corporate
di scounts. W beat themevery time." "W beat themevery tine."

But that's happening less and |ess because the
airlines, frankly, are beginning to look at that inventory in a
different way and beginning to say, well, maybe we'll renove it
fromthe websites. So we have a "now you see it; now you don't"
gane going on out there with when you can and when you can't find
t hese fares.

But the existence of web fares, even with these
restrictions, has produced a Ilot of suspicion and I|ack of
credibility on agencies and on conpanies managing their travel
progr ans.

Now, however, how illusory are these fares? And
that is covered really beginning on page 8 of ny testinony.
There have been audits that have been done that show in 92
percent of the cases the lowest fare is on the GDS or the private
fare base through the corporate discount, and that there are
relatively few low fares out there that on an appl es-to-apples
basis work for the business traveler.

Because what happens is the traveler goes in, goes
in and surfs the Net, finds the fare. That's on screen one.
Quess what he doesn't look at? The restrictions on screen two

and three or the fact that it is going to go around-and-about,
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and he's going to have five stops, and he is going to have to
| eave on a Tuesday and cone back on a Thursday. He doesn't | ook

at that very carefully.

He calls up and says, well, that beats our fare by
15 percent. Weéll, it is not a fair conparison. The fare on the
corporate discount side is wunrestricted, involved last-mnute

travel, and usually non-circuitous routing and non-stop.

So that has produced a | ot of confusion on the part
of corporate travel departnents trying to nmnage and naintain
credibility that they've got a good handl e over spendi ng.

The other thing is that a lot of conpanies have
dealt with this by saying (a) don't use the web fares; they
underm ne our deal with the airline. That doesn't work in nost
cases. Wiy doesn't it work? You're fighting wth your
travelers. They're smart. They're hone. They have time. They
i ke going on the Net. So that doesn't work.

So now the conpani es say, okay, you can use a web
fare as long as it is a mninum of $100 to nake the loss of tine
worth your search and our using;, it's got to be a mninum of
$100. That works, but, again, the loss of data for a volune
credit occurs and the traveler is still using quite a bit of
tine. But quite a few conpanies out there have this $100 m ni mum
cutof f.

Then others say, if you find a lower fare, it is

okay to use it. One of ny clients called ne |last week that has a
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very, very large program and he said, in the last six weeks, he
hasn't had a single lowfare conplaint. | thought, well, that's
i nteresting. | put the phone down. Two days |ater, another
client called ne and said, "W've got 100 e-mails about |[|ow
fares."

So there's clearly a perception they're going on,
but in the GDS logic of the way these fares are constructed for
business travelers, often that logic is nore efficient and
intuitive than is the web fare logic at the wehsite. So that is
anot her problemw th the web fares.

Then the other things involve advance purchase, the
i ssue of shifting the cost back to the agency and to the conpany,
and then, of course, the @Ss thenselves are operating web fares
today. So that are they really valuable and beneficial ? In nost
cases they are not as valuable as they are hyped to be. |In sonme
cases they are.

Corporations do need a way to do audits and to have
web fare engines paid for in order to assure their travelers this
isn'"t going on; that is to say, web fares are not beating the
di scounts or, if they are, opportunities to get in and book them
on those occasions which they do involve a | ess cost.

It is somewhat |ike the issue years ago of agencies
providing low fares under the DS Even though the lowfare
guarantee was in the contract, did travelers and corporations

believe the agency that they were getting the lowest fare? This
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is before the Internet. The answer was no. There was al ways
skepticism There was always the fact the traveler would go to
the gate and say, "By the way, can | get a better deal?' And
once in a while they mght get a better deal. So suspicion
| urked out there.

That gave rise to the lowfare audit business, and
I am sure you have had your agencies audited, where the
corporation pays or you pay as the agent to have an audit conme in
and audit that, in effect, you are finding the | owest fare.

But now we have the web search engines. So even
with GOS fares, there was never a high assurance they were al ways
the lowest fare. Now we have web search engines that underm ne
that even nore.

Then we have the phenonenon that you heard about in
the testinony |last week that very often, notw thstandi ng the nost
favored nations clause, the lowest fare through the carrier
websites is not at Obitz. | thought that was interesting.
Sixty percent of the tine, it was testified before this
Commi ssion by one of the product producers in San Francisco, that
the lowest fares are not at Obitz, notw thstanding nmost favored
nati ons. Wiere were they? Expedia and Travelocity had | ower
fares.

So the question was asked of the agent or the
person, "Wy would that happen?” They said, "W don't know

Maybe the airlines don't understand they're leaking this
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inventory out or naybe it is intentional."

So at the end of the day, for a corporation there
is going to need to be audit; there is going to need to be
efficient some kind of search engine, and sonebody's going to
have to pay for it, unless the airlines take these away entirely.

The other issues, of course, have to do with the
credit on the self-booking and the fact, as | said, self-booking
on a web fare, that the airlines have not yet indicated clearly
they will accept a non-ARC report on web fare bookings for vol une
credit. | think that should be achievable through negotiation,
but nobody has raised their hand and said, "Don't worry about a
non- ARC report. We'll take a passive segment and a GDS report
fed by the &GS agency back office, even though it doesn't have an
agent ticket nunber on it." Because to get credit requires
agency ticket nunbers.

So the last wapup | would have has to do with the
Sabre announcenent, which is pretty clearly covered there. In ny
view, it is transferring revenues around and no pricing
reduction. Frankly, while it is a helpful sign, it is not going
to solve the problem

So what are the solutions that the Conmission can
ook at here. | have treated basically ny view that intrusion of
any kind by DOT, DQJ, or this Conmission in the free narket would
end up hurting everybody nore than, frankly, perhaps sone

finetuning around CRS rules applying to everybody on an anti-bias
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basi s.

I don't think it is going to work to put out a
mandate that says you have to put the web fares through the CDS.
In effect, what you are doing, if the airlines are right -- | am
not saying they are right or wong -- you are forcing themto use
what they say is the highest-cost distribution channel.

Then you are forced then to review, what are those
costs? FErgo, you are in cost and pricing regul ation, whoever is
that gets into that. | think that would be a vast m stake.

Now what can be done? WIIl, one option is to issue
the report and go home, obviously. That's an option. You just
issue a report and say, "W found it interesting. VW make the
follow ng findings."

O another extreme would be to recommend aggressive
government intervention. | think that would be a mi stake.

Anot her option would be to, frankly, conme up wth
findings, and you've got a lot of valuable and useful
information, findings, and request that the DOT and the DQJ, DOT
defer its CRS rule revisions and the DQJ defer its conpletion of
its investigation until they have all the facts in front of them
because they are the regulatory agencies, to the extent there are
any there, that should be involved in finetuning. You could pass
on your findings to them and sinply reconmend and request they
hold in abeyance any action, because this is the best fact-

finding forum that has ever existed in this industry on these
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i ssues. You could do that.

Another thing you mght consider recomending is
maybe recommending to the agency that has charge of the bail out
| oan application that they consider incentives. An applicant for
a bailout conmes in, and they say, "Well, one of the factors we're
going to consider is how wide open your web fares are to
everybody. "

You could consider sonme sort of incentive, a
criteria, that mght be considered by that panel that decides on
applications as to what are the nost pro-consuner, innovative
ki nd of approaches that have been taken by the applicant as a
factor in whether they get bailed out. That would be in the form
of a positive incentive as opposed to a sort of mandate kind of
recomrendat i on.

That concludes ny testinony. Like Al ex, as you can
tell, I amfairly passionate about this.

(Laughter.)

CHAI RMVAN W NSTEAD: John, thank you. It is very
interesting, and | appreciate your sumary and also your
suggestions at the end, which | think are very interesting.

On page 8 you tal k about, obviously, your focus and
your consultancy is the corporate discount fare booked through
the GDS is lower than the identical web fare 90 percent of the
tinme. Again, if this is a reality with all the changes you have

nentioned in your testinony, what incentive does the traveler
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consuner have in really noving away from the GS and, thus, from
the travel agencies?

MR CALDWELL: Well, less. | nean, if in fact 90
percent or 92 percent of the time the lowest fare is through the
traditional channel, there should be l|ess incentive. That is
part of the reason these audit results are being provided to
corporations, to say, please don't go hone and waste all of our
time; the best deal is still through the GDS.

That, | mght add, includes the corporate di scount

that has been negotiated that is |oaded by the preferred carriers

into the GDS.

CHAI RVAN W NSTEAD: Right. John, on a lot of the
testimony -- | know you listened to or read the San Francisco
testimony -- there is a lot of testinony about the nost favored

nati on provision. On page 14 you talk again, "The nmost favored
nation's provisions in the Obitz relationships should have a
public interest advantage simlar to...the GSs in providing an
efficient neans for the public to conpare prices in one place" or
anot her.

Can you just elaborate? There has been an awful
lot of testimbny from a lot of +the agencies about that
requirement of Orbitz, and they find it, you know, restrictive --

MR CALDWELL: | understand.

CHAI RVAN W NSTEAD: -- that it limts pricing; it

limts access; it limts their ability to conpete.
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So you are saying basically --

MR CALDWELL: I think GDSs were justified years
ago, and they were owned by airlines, incidentally, at the
time --

CHAl RVAN W NSTEAD: R ght.

MR CALDWELL: -- conpeting airlines. They were
justified as one-stop shopping locations where a nmultitude of
suppliers could be booked using a travel agency through one

source. They were owned by airlines. W had anti-bias rules and

what ever .

The airlines decided to get out of that business,
for a variety of reasons, one being, | think, it was nore
profitable to sell them or whatever, than to continue to

mai ntain them But, you know, there was a year when Anmerican
made $300 million on its Sabre system net to the bottom line.
So they were profitable.

| think the use of what they claimto be a | ow cost
location for all these web fares, where, frankly, a consuner or a
web engine or a corporation can go one place and get the |owest
fares without multiple searches has certain cost-efficiency
advantages for the consuner and tinme advantages. Because havi ng
to go to 27 or 40 different sites involves nore tine, and it is
going to cost nore noney for the search to occur. Now that is an
advant age.

There is, however, a countervailing question about
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whether the airlines have agreed not to conpete on |low fares at

their individual sites, but not having seen this provision -- and
| believe it is in a confidential agreenment; | don't know if the
Commi ssion has access to the actual wording of it or not -- but

not having seen it, the airlines characterize it as allowng
i ndividual carriers and websites to publish any fare they want,
so long as the lowest fare they offer is always in one place. |
don't see that as necessarily stifling conpetition, is all | am
sayi ng.

Now having worked wth airlines, operating one
central distribution source has all the risk that we all know
exi sts in a non-monopolistic industry where they could be pricing
collusion; there could be price signaling. But, to ny know edge,
nothing that has been yet shown proves that is going on or
extremely likely.

CHAI RVAN W NSTEAD: And, John, your point, again,
with the Sabre action recently, obviously, feeling pressure on
pricing of their fees, the other comment you nade -- and we
certainly heard about it in San Francisco -- are all these new
tool s that are being invented.

MR CALDWELL: Exactly.

CHAI RVAN W NSTEAD: So your point in suggesting
that re-regulation is not the way to go is also being aided, or
your argument is being aided, by these new tools that are, in

fact, hopefully, creating greater access.
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W did see at Maryles agency the one screen where
you had the CRS listings and you had Obitz and others. So is
that the other --

MR CALDWELL: Yes, that is --

CHAI RVAN W NSTEAD: -- trend that is sort of
underlying --

MR CALDWELL: | think that trend would be stifled
by re-regulation. Also, |I think the GDSs and the Orbitzes of the
world are feeling pressure. They are feeling big pressure. I,
frankly, think the existence of this Commission, to give you
credit before the report is in, has added sone additional
pr essur e.

It is interesting, sone of these announcenents --
and they are comng |like one an hour -- have conme out since you
began your heari ngs.

CHAl RVAN W NSTEAD:  Ri ght .

MR CALDVELL: | have just cone from the National
Busi ness Travel Association neeting two weeks ago in Salt Lake
Gty. There was an announcement at every booth of some new
t echnol ogy thing. Frankly, in ny negotiations, which | have
frequently with the @GSs, | think they are feeling the heat, and
Wwe are going to see nore announcenents and possibly sone pricing
change, although if you are Sabre and you are sitting on $14
mllion of profit in the worst quarter for airlines ever in the

industry, you may want to think tw ce about cutting that $14, or
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what ever it is.

But | think there has been pressure already, and it
is beginning to be felt in the marketplace. But that would all
be, | think, underm ned by any form of government intervention.

CHAI RVAN W NSTEAD: Ri ght. Rei nforcing vyour
coments about what is going on, Wrldspan and the very good
testimony of M. Blakely basically said they were redoing their
busi ness plan. W asked what that is, and they said it is still
in devel opnent, but we will be doing it.

Paul , you had some questions?

MR RUDEN: Yes, | don't even know where to begin.

(Laughter.)

MR CALDVELL: Begin anywhere you like, Paul.

MR RUDEN. H story repeats itself, | guess.

(Laughter.)

W disagree about so many things, but in good
faith.

MR CALDWELL: W wouldn't be thinking if we were
agreei ng on everything, Paul.

MR RUDEN: Wll, that's right. [f 1 wunderstood
the overall thrust of your testinony, it was to the effect that
the airlines have managed to offend their best custoners on a
regul ar basis -- they are still doing it -- unilateral decisions
agai nst the customers' interests.

MR CALDVWELL: Correct.
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MR RUDEN: They have enraged the distribution
system that still delivers the majority of their business, and
they are at war with the technol ogy systens that they built and
which are still the backbone of the majority of the business that
t hey get.

MR CALDWELL: The GDSs.

MR RUDEN.  Yes.

MR CALDWELL: Because they see the GDS as an
antiquated, non-Internet-based system and the Internet has
arrived and we've got to get on that train.

MR RUDEN: I"m sure they have reasons. You say
that they are struggling to survive and fill seats regardl ess of
yi el d.

MR CALDWELL: That's true, too, | think.

MR RUDEN Well, isn't that nuts?

(Laughter.)

MR CALDVELL: | don't disagree it's nuts. A lot
of things in the deregulated free narket are nuts, and that is
one of them

You know, Paul, a nunber of conpanies got together
and put a Wite Paper together and went to the airlines and
suggested how they price their product. The Wiite Paper was
reviewed and, "Thank you very nuch." The airlines said, "W've
got enough problens on our hands, frankly, with all due respect,

to having consuners who don't live in our industry telling us how
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to price Sout hwest seats.”

But, clearly, they are in trouble, and they've got
to reformulate the pricing strategy or they will go under, Paul.
And they have alienated custoners.

But ny view, to your point about reality as opposed
to theory, ny view in representing ny custoners is, we work with
the hand that we're dealt. W would like to have things
reformed, but if the negotiation requires |leverage, so long as it
is legal, and it requires use of a technology product and a
change in policy and a flexible approach to nmanagi ng our expense,
and so we don't like the way suppliers do things, we have to do
it their way or innovate around that way, because we need these
guys. | think it is a reality check that corporations are doing
everything they can, through policy and technology, to work with
their suppliers.

But you're right, it is not a pretty tine.
Airlines don't like to go to neetings with anybody these days.
They don't because they get beat up on unnercifully.

MR RUDEN. Well, yes --

MR CALDWELL: Perhaps justifiably, but they do get
a lot of heat.

MR RUDEN. Sonetinmes you get what you ask for.

You talked a lot in your testinmony about finding
lowest prices and the Internet and the technology and all these

new tools, and so forth. You would agree, wouldn't you, that
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during the dot-com bubble the explosion of new technol ogy
conpanies which were energing one every hour wth enornous
amounts of noney to spend, virtually all of which failed, would
be a lesson to small business people |ooking at new technol ogy
tools invented by conpanies they never heard of who don't have
unlimted funds to spend, that there is a mgjor risk to invest in
those things as short-term solutions to an endemic problem like
unavail ability of |ow fares?

MR CALDVELL: Absolutely, and you know, Paul,
we've had an expression in the industry about software,
vaporware, and "gossipware." W have to be especially careful
about the | ast.

That is a concern. It is easy to testify in front
of this Commission, to offer clainms of product efficiency and
wor kabi lity. Until it is really out there working and proven
itself with a mjor <client or a good, solid platform of
experience, it is not proven.

Sone of these products nmay not work as well as they
are clained to work, and | do agree, for a small or a large
conpany, they have to be caveat enptor on this.

MR RUDEN. You tal ked also a | ot about getting the
| owest price through the various mechanisns that are out there,
negotiation, the alleged nmagic of the Internet which you concede
only works a small percentage of the tinme to actually to deliver

on the prom se. But focusing on your corporate clients, aren't
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they really interested in sonething else besides the low price?
Aren't they really interested in the best value, so that they
don't have a vice president of marketing taking a four-segnent

trip around the country to save $100 because they found it on the

I nt ernet ?

MR CALDWELL: Yes and no. Yes --

MR RUDEN. If they're rational?

MR CALDWELL: Yes, to the extent they are
rational, but in this environnent today, Paul, just like the

airlines can't get seats filled and can't get what they think is
yield, and they are losing noney daily, conpanies are |osing
noney. Conpani es are goi ng through shakeups.

It used to be that conpanies would say, for
exanple, if it doesn't cost nore than $100, $200, fly coast to
coast non-stop -- travel er conveni ence, good val ue. Sit on one

airplane, no risk of having to land and getting hung up in

Denver .

Today conpanies are changing that policy. If it
saves nore than $100, you go out of Baltinore on Southwest -- it
is just that sinmple -- even though it is a 50-mnute ride. You

stop in Denver. So they are not quite as value-oriented and they
are nore price-oriented than | have seen in this industry, and it
usually follows a bad econonic tine that conpanies |ook nore at
price than they do at val ue. I think your agency nenbers woul d

probably have seen that in their experience.
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MR RUDEN: When better times cone, they will go
back --

MR CALDWELL: They will be nore val ue-sensitive.
R ght now they are worried about the fact that you want to pay
anything and they still have to travel, and they are upset about
security hassles and delays, all those things. But price is
definitely a driver today, notwi thstandi ng i nconveni ence.

MR RUDEN Al right, well, | don't want to
nonopol i ze things. Let nme just ask one other set of questions,
two sets.

(Laughter.)

You talked about overrides as if there was
sonething wong with those, that they were bad because corporate
clients can't quite figure out what's going on.

MR CALDWELL: | didn't nean to nake it sound |ike
they were bad. As long as | get them and they're auditable,
they're fine.

(Laughter.)

MR RUDEN. Well, but maybe --

MR CALDWELL: The problemis (a) | don't get them
and (b) | can't audit what | do get. So that concerns ne.

MR RUDEN Yes. And at the sanme time -- well, how
woul d you solve that? You want the governnent to order travel
agenci es to discl ose those things?

MR CALDWELL: No. No, | don't. | think that is
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just one of the drawbacks of the open narket. What | do is
negotiate with that carrier that | have the greatest confidence
and trust in that opens its books the most faithfully. Frankly,
overrides may go away as airlines see the conpany and the
consuner driving the volune nore than the agency.

So in the case of, for exanple, net fares, they
were pretty much overridable without overrides. That is because
the conpany and the airline worked directly, and the conpany paid
the travel agency.

So | would hope as the market nmatures, Paul, we
woul d see fewer inpacts of overrides, if the customer's driving
the business. [If, on the other hand, it is unmanaged travel and
leisure travel, airlines are going to pay for share. They are
going to pay agencies to drive share, | think. But if the
customer is driving share, the override will either go away or be
| ess important.

MR RUDEN Al right. On page 14 of your witten
testimony, you neke a reference to the nobst favored nation
provision in the Obitz rel ationship.

MR CALDWELL: Uh- hum

MR RUDEN And you say that it "should have a
public interest advantage simlar to that of the GOS in providing
an efficient means for the public to conpare prices in one
pl ace. "

MR CALDWELL: Uh- hum
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MR RUDEN: Wuld you not agree, though, that it
woul d be entirely possible for the five largest airlines on the
pl anet to independently find it in their interest to post their
prices in a single place, so that people could conpare it,
wi t hout having a requirenent to do so?

MR CALDWELL: Well, | nean, | think they did this
with the view, without being required to, that it was in their
self-interest, that they, frankly, were going to provide the
consuner benefit and a |ower-cost distribution channel. | think
they nade that decision. I am not saying | agree or disagree
with it, but I think there is sone consumer advantage.

If they are going to proliferate distribution
channels outside @GS and throw these fares out everywhere, |
think custormers benefit if at least they can go one place and
know that is where the |lowest fares are. It is just that sinple.

MR RUDEN: Vell, but ny question has to do wth
whether it is your judgnment that this agreenment between the five
| argest carriers on the planet -- and what the agreenent says, by
the way, it is actually very well-known -- it says that, if they
post it on their own website, they have to post it at Obitz.

MR CALDVELL: | don't see that as a problem

MR RUDEN. And it says, if they give it to a third
party, they have to give it to Obitz.

MR CALDWELL: That is a distribution decision. |

think if the airlines decide, in their w sdom that helps them
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distribute nore economcally, it does have a consuner benefit if
it is followed. Now we heard testinony here that it is not often
foll owed, or 40 percent of the tinme, one of your w tnesses said,
the lowest fare is not at Obitz; it's at sonebody else's site.
But if it is followed --

MR RUDEN. Excuse ne. | think you would find that
a lot of the explanation for that has to do wth the
i ndi vi dual | y-negoti ated, what anount to, net prices.

MR CALDWELL: Uh- huh.

MR RUDEN And that is a different thing than the
web fares that are posted on airline sites, given to Obitz, and
then denied to other people. But the record will show whatever
it shows in that regard.

What | amtrying to get here is your judgnent. Do
you think the most favored nation agreenment that they have made,
as | have described it, is essential in order for themto arrive
at posting their prices in a single place?

MR CALDWELL: Not necessarily, but, again, | think
the Commission or any government institution needs to tread
gingerly in second-guessing a decision by conpetitors in an
industry as to how they should nost efficiently and cost-
effectively use a distribution channel.

MR RUDEN. Tread gingerly on a joint decision?

MR CALDVELL: Yes, | think so. | think it is not

pricing, Paul. They haven't agreed to set the sane prices. Wat

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

92

they have done, as | understand it, is agreed, if we have price
anywhere, we can conpete and put in any prices we want to, but
what ever they are at our website, we are going to post them at
this common site.

And if | ama custoner |ooking at that, and know ng
about the nost favored nations, | would say, okay, the option to
that is, let's say they didn't voluntarily agree to do that. Do
I have to go to six different websites? Wat is the tine and
expense to nme to do that as opposed to saying, as long as these
guys are conpeting, if they put it all in one place and they
don't collude on the level of the fare, maybe that is a cost
savings to ne as a consunmer. That is all | am saying.

MR RUDEN. You've got a lot of "ifs" in there, but
we will save that debate for another day.

MR CALDWELL: Well, | don't think there has been
any proof yet of collusion or price-fixing or even any suggestion
of it that | amware of in your record.

MR RUDEN Al right, well, we wll agree to
di sagree about that as well, | suppose.

MR CALDWELL: Ckay.

MR RUDEN: My final question has to do with your
recomrendat i ons.

MR CALDWELL: Right.

MR RUDEN You said we should put off the CRS

rul emaki ng or recommend that DOT defer it?
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MR CALDVELL: Vell, | am suggesting, as one
option, Paul, that the DOT, like the snail it has been on this,
moving slowy and, hopefully, inexorably toward some sort of
revision in the rules, the Internet issues have now becone
enornously inportant. | don't know what the record is or
know edge and fact basis is that DOT is operating on. You are
gathering a lot of inmportant facts froma lot of interesting and
important elenments of the industry. I am just suggesting one
option mght be to suggest to the DOI, "You should take into
consideration our record and our reconmendations before you
finalize your rules.” That's all | am saying.

MR RUDEN So really it is not so nmuch putting it
off as asking themto read the record? Right?

MR CALDWELL: Well, and your report.

MR RUDEN. Well, all right.

MR CALDWELL: | nean, your report mght have
things in it that would say, we feel finetuning requires -- |
nean, for example, | think anti-bias rules should apply to all
these guys, so they don't bias screens. So you night cone up

with that conclusion, and maybe you would want to share that with

t he DOT.

O, nore inportantly, let's assune that doesn't
happen. The DOT cones out with its rules. You cone out with
your report. Ships are passing in the night. Al this tine an

i mportant study has been given by you to issues of great concern,
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shoul d be, to the DOI, and they've gone out and issued rul es that
preenpt sone of the things that your Commi ssion has found. I
don't think that would be in the public interest. That is all |
am sayi ng.

MR RUDEN. Thank you.

CHAI RMVAN W NSTEAD:  Thank you, John.

Cerry and then Ann.

MR ROPER John, thank you for your experience,
passion, et cetera.

Based on all your experience, are we going to see a
national commi ssion to ensure consumer information and choice in
the hotel industry, the rental care industry, the cooking school
i ndustry, the bike tour industry? | nean, is this what's next?
Because this is what | amhearing the agencies are --

MR CALDVWELL: Vell, | nean, BTN this week, as a
matter of fact, Business Travel News -- and, incidentally, |
comend especially this issue to the Conm ssion of Business
Travel News because it's got a lot of things on web fares,
products com ng out, and whatever.

There's an article in here, | think it's July 29th,
about conplaints from corporations over having their hotel
negotiations canni balized by web fares. So it spreads.

| mean, the airlines have always been the parents;
the hotels and everybody else have been |ike the stepchildren

that have followed along. So there could be a novenent that
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would say we've got to study all of these things, but the
airlines are the ones threatened with going out of business, and
probably the nost inportant part, not that the others aren't
i mportant, of the economy. So you could see that. | don't know

if it would be w se.

MR ROPER | think that your page 15, the |ast
paragraph, if | could interchange a couple of words, and if you
agree with it, and maybe comrent on it. It says, the last two

sentences or three sentences, "Agencies adapting to reliance on
automated processes at the sane," blah, blah, blah -- could we
say, "hotels, airlines, rental car agencies"

MR CALDWELL: Yes.

MR ROPER -- "if they don't adapt"? Ckay, good.
Thank you.

MR CALDWELL: I nean, if you're not on the
Internet --

MR ROPER  Absol utely.

MR CALDWELL: -- you're not going to be around.
Wth all due respect -- and Paul is here -- the fact that the

record shows today 70 percent of tickets being issued by
traditional travel agencies in the face of Southwest having 44-46
percent of its revenue online, American 18 or 20 percent online,
those nunbers could flip in the next two years.

MR ROPER You're tal king about passing ships in

the night there.
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MR CALDWELL: Exactly, and in the neantinme, to use
a bad netaphor, no one would turn out the |ights.

MR ROPER  Yes.

MR CALDVEELL: I nmean, that's the kind of
environment we are in now, and technology is going to drive that,
irrespective of the notives of people. Technology is here. |If |
had been an airline and ignored the Internet, | think ny job
woul d be at risk over that issue al one.

CHAl RVAN W NSTEAD:  Ann, you had a question?

DR MTCHELL: Yes. | think one thing you did for
us, M. Caldwell, was to underscore how conplex dealing wth
airfares is and how sinple efforts are made to convey to the
public that it is just as sinple as pushing a button, to their
detrinment in nany cases.

ne of ny big concerns for the people who are
buying airline tickets, we keep talking about the |owest fare,
the lowest fare, the |owest fare, but the biggest custoner of the
airline industry is the business traveler whose fares are
unconsci onabl e to me.

In looking at their trying to save their industry
and trying to becone profitable, what would you say about the
pricing policies that they have followed, and what now is being
done in this effort with their distribution channels?

MR CALDWELL: I would say two things. One, your

earlier comrent, to a certain degree, is good news for travel
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agencies, which is to say, with all these different systens that
are out there and all these opportunities, travelers and
conpanies are outsourcing nore and nore of the nanagenent of
their travel to conpanies that are technol ogy savvy. That neans
an internmediary that does a good job, is low cost, can maybe
survive and do very well. So opportunity is out there.

To the second part of your question or coment
about the airfare structure, it is a ness. What is going to
happen, and is happening, is we have seen a refornulation of that
by these lowfare, |lowcost carrier strategies that the carriers
are adopti ng. They are adopting those now with the recognition
that years ago the theory was only leisure travelers would go on
t hose.

I  renenber when Southwest announced, everybody
said, "Southwest? That's interesting, but who's going to stand
in line with a card and get on an airline when | could have a
caffe latte in Arerican's first class?" Wll, that's all flipped
around now, and the airlines realize that, refornmulating their
ol d cost strategies.

Quite ironically, after some got out and now are
getting back in, like US Ar's sale of Metrojet, got out of the
business having failed, now conming back wth snall planes
catering to business, |lower costs, and, hopefully, different fare
structure.

You're right, the fares are out of line and they're
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crazy, and it is a nmess. I think it is going to straighten
itself out around a different kind of pricing the airlines are
going to have to cone up with, because they are not filling those
seats at 2,000 bucks a pop.

Those fares are sitting there unused, a lot of
t hem People will not pay these outrageous, unrestricted fares.
They are going to the Internet, and good news for Southwest and
jetBlue and these other carriers. They are formulating,
interestingly enough, comercial business strategi es now.

My clients used to never hear from |ow cost
carriers except Southwest -- appropriate kudos. They never cane
to see them Now they are on their doorstep, and the airlines
are having to react.

So | think a nore rational pricing structure could
be comng, but it hasn't been the history of the past of the
i ndustry. They have had MBAs and they have had the consulting
firms of the world, and they have had everybody study everything,
it seems to mne.

They keep coming back to the fact they've got very
high fixed costs, uncontrollable |abor costs, and a dimnishing
market, and it is hard to nake noney in that business. I
enpat hize with them I think it is a tough, tough call, but
they've got to sinplify this pricing.

Corporations want it sinpler. They know it is not

going to be a push of a button, but they want it sinple, sinpler
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pricing and ot her things.

CHAI RMAN W NSTEAD: Pat has a question and then
Tom | think. Co ahead, Tom why don't you?

MR DUNNE: M. Caldwell, 1 certainly appreciate
your testinony and your report because it fairly accurately puts
things in the proper perspective. Your passion puts it there
even better.

One of ny questions | have here, in a recent packet
of information | received prior to one of our neetings, there was
a comentary in there from The Wall Street Journal about Barry
Diller and also Henry Silverman. Barry Diller taking and buying
Expedia, Silverman buying Glileo, and then a part of the
article, too, is where Sabre bought 30 percent back of
Travel ocity, which they started.

Could you also or would you care to comment? Do
you see maybe a reverse effect, such as the airlines have
gathered together an Obitz -- which was a bad word, because
that's all we hear about Obitz now, how bad Obitz is -- do you
see sonething here with these kind of gentlenen getting into the
act, that maybe the travel agency narket itself is in danger of
bei ng grabbed up by a huge congl onerate which would then control
the airlines with respect to the nunber of passengers they could
provi de?

MR CALDWELL: Well, with all due respect to those

conpani es you have referred to, | don't think they have that kind
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of power and/or capitalization. Also, you nay have seen the
|atest report on Cendant's profits, and they were down; | don't

know if it was in the loss category, but they have been 1o0sing

nmoney.
MR DUNNE: Right.
MR CALDWELL: The strategy there is vertical
integration. It has been tried before by the airlines and didn't

work. Renenber when United Airlines tried to get into the hotel
business and the car rental business, and they didn't really
succeed?

Now i ndependent, outside conpanies comng in to do
this, interesting opportunities for consumers and conpanies, but
| think the risk of domnation is pretty non-existent fromthat.
I am nore concerned about, wth all due respect to ny
differences with Paul, about the potential of oligopoly on the
airline side, nmoving into collusion. That does concern ne. I
think it requires governnent review, Justice Departnent scrutiny,
but not intervention. So | amnore worried about that side of it
that we haven't seen, and ny clients are.

My clients are worried they are going to wake up
one day and there's going to be the "Rule of Three" -- three
agencies and three airlines, and nowhere to go -- nore so than
they are about conpanies coning in and dom nating distribution.

CHAI RVAN W NSTEAD:  Pat ?

MR DUNNE: Thank you.
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MR MJRPHY: Just a couple of quick coments. One,
Paul said he didn't know where to begin because he disagreed with
nmuch. Let ne say | don't know where to begin because | agree
with virtually everything you have said.

MR CALDVELL: Thank you.

MR MJRPHY: And | do think that the mere existence
of this Commission and the holding of these hearings may be the
nost powerful effect that we can provide, by creating uncertainty
and forcing people to nobve even quicker in new directions than
t hey m ght ot herwi se.

I also think, as soneone who worked on the |ast
round of CRS regulations within the governnment, that | have a | ot
of synpathy for DOT trying to grapple with these issues at a tine
when change is al nost accel erati ng.

| agree with your view that, when is the right tinme
for DOT -- and, frankly, right now OVMB -- to nake a nove in this
area? Because alnobst as soon as they wite sonething, it could
becone obsolete. Also, they could influence the narket in a way
that they didn't intend to.

So | just want to thank you for your conments, and
know | appreciate themvery nuch.

MR CALDVWELL: Thank you.

CHAl RVAN W NSTEAD:  Any ot her conpel I'ing questions?

Maryl es?

M5. CASTO  Yes. John, | have a question. You had
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nentioned that in the travel industry you talked about the "Big
Five," the airlines, the big, major airlines, but we don't talk
about the "Big Five" in the travel industry, the travel agencies.
I have noticed that, when consultants do go out to kibitz for
their corporate accounts, they always look at just the nega-
agenci es. That also inpacts the snall agencies.

MR CALDWELL: Uh-hum

M5. CASTO Wiat do you say about that?

MR CALDWELL: Well, that is a tough issue because
in sone of those instances conpanies do that because of the
gl obal nature of their operations, requiring a global network
that is nore than just franchises and |ocal conpanies. The Big
Five tend to have nore of that, so that when we sponsor an RFP
shop for a nmultinational, they nay have operations in 30
countries and they may love the potential for real good custoner
service from local snaller agency that may not have that clout,
that reach, that technology platform in Singapore or Minich.
Increasingly, conpanies are globalizing their consolidation of
agency servi ces.

M5,  CASTO But with technology the way it is,
t hough, you don't need to operate all over the place.

MR CALDWELL: CQutside the U S, | wish that were
the case. Technol ogy, the situation in the travel agency, is
five to ten years behind the U S. outside the U S., especially in

Singapore or Latin America. So bricks and nortar are still a big
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i ssue outsi de.
M5. CASTO | disagree, but that is okay.

(Laughter.)

CHAI RVAN W NSTEAD: John, | think that probably
expires nost of our questions. W really appreciate it. It was
very good testinony. W appreciate your thorough response and

al so sone ideas on sone recomendations for us to consider.

What we are going to do for a mnute, our next --
we thank you again.

MR CALDWELL: Yes, sir.

CHAl RMAN W NSTEAD: Robert Joselyn is going to come
up, and we have to nove this projector back so that he can nake
his presentation. |If we could just take, for the audience and us
as well, take a five-ninute break, our intent is to come back at
noon, a little bit thereafter, do one nore witness, and break for
lunch from 1:00 to 2:00, and then take the afternoon w tnesses at
2:00. Thank you.

(Whereupon, the foregoing matter went off the
record at 11:56 a.m and went back on the record at 12:10 p.m)

CHAl RVAN W NSTEAD:  If we coul d reconvene, we would
appreciate it. Those who want to sit in the audience and | ook
back, for the Conm ssioners, I think we can see your
present ati on.

Robert, why don't we go ahead, and if you could

provide your nane and your background for the record, and then
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get into your testinony? W appreciate your comng and sitting
t hrough the norning session with us.

DR JOSELYN Thank you. I found the norning
session very interesting.

This is going to be a little different in a couple
of aspects. First of all, | am going to do things a little
differently. | amnot going to read fromny testinmony. You were
provided with that in advance, although | would suggest to the
press and to the Conm ssion that, having thought about what | was
going to say for the last ten days after having submtted the
witten testinmony, that | am going to some finetuning as | go
t hr ough.

As | read back through it nyself, at least as |
read it, | characterized sonme things that were a little bit
different than the way | am thinking. So | amgoing to try to

choose ny words carefully in the presentation today.

The other thing, obviously, | amnot going to do is
| am not going to sit. | think better on ny feet. Peopl e who
know ne in here know that that is where | feel the nost
confortabl e.

| thank the Conmmittee for inviting nme. | thank

you, Chairman Wnstead, for having ne here today, and everybody
else on the Committee, for sharing ny opinions, which, again, |
think are going to be a little bit different than some of the

things that you have heard.
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Joselyn, Tepper & Associates is a nanagenent
consulting firmin the travel industry. W have done over the
years consulting for virtually every kind of participant within
the distribution system including airlines and cruiselines and
tour operators and convention and visitor bureaus and travel
agencies and hotel and travel index, and CRS/GDS firns, and so
on. W have really spanned the ganut. The vast mgjority of what
we have done over the vyears, however, has been for travel
agenci es and travel agency organi zati ons.

| don't know whether you want to go much nore into
ny background. |'ve got a structural engineering degree, an MBA
and a doctorate in operations research. I was a college
professor for a nunber of years. | don't nornmally admt that in
publi c.

But | think the nost inportant part of the
background is that, when | left the University of Denver as a
tenured associate professor of marketing, | fornmed a nanagenent
venture group which, among other things, opened sone travel
agencies fromscratch. So at one time | was in the travel agency
busi ness. | also at one tinme got involved with a regional
consortium of agencies and becane president and CEO of that. So
I think | bring today a perspective of having been a partici pant
or consulting to a wide variety of participants in the industry
itself.

The issues that | was asked to tal k about today are
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and

purchase of airline transportation? Do travel consuners derive

benefits from travel agency services as conpared to alternative

pur chase options?

Secondly, do travel agencies have access to
Internet-only airfares?
Third, wll airline net fares wth separate

distribution charges level the playing field for travel agencies?

That has certainly been a topic of discussion this norning.

Is the financial condition of travel agencies

declining, and will travel agencies survive?

You know, when | I|ooked at the title of

this

Comm ssion, which is the National Comm ssion to Ensure Consumer

Informati on and Choice in the Airline Industry, and | |ooked at

the questions that | was asked to talk about, | asked, are t
tangential? Are these really addressing the issue that is

title of the Comm ssion?

hese

t he

| guess they are tangential unless you believe the

travel agencies at this point in tine provide the best source of

unbi ased, consuner-oriented, value-driven information to

consum ng public. If you believe that, as | do, then, in f

t he

act,

these issues aren't tangential, unless you believe that there is

the possibility that some airlines, not all, Joyce

sone

airlines, okay, that sone airlines have engaged in practices to
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di scourage and disadvantage the travel agency commnity, for
reasons that will financially benefit thenselves which are, in
fact, directly harnful to consumers. And if you believe that,
and | do believe that, all right, then it is not tangential to
this Commssion at all. So | don't think the questions are
tangenti al .

Let's ook at the questions now, and let ne attenpt
to answer themthe best | can.

Do travel agencies add value to the sale and
purchase of airline transportation? Do consuners derive
benefits?

Throughout the discussions this nmorning and the
previous hearings that you have had, | think that there has been
a lot of grappling with understanding the distribution system
itself. | fully understand that, because when | first got
involved with the travel industry and started |ooking at travel
agencies and | ooked at the distribution system very frankly, it
didn't make nuch sense to ne, at least in terns of the classic
concept of distribution systens, as you mght see in a beginning
mar ket i ng t ext book.

So | sat down one day in ny office in 1984, when |

still lived in Boul der, Colorado, and | started sketching out the
distribution system for travel, and | had a wastepaper basket
full of crunpled-up pieces of paper, until | finally drew a nodel
that | put in your report without a lot of explanation, but, in
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fact, is inportant today. So if you will let nme be professorial
for just a second, this bears heavily on the testinmony that | am
going to give and sone of the comrents | am going to mnake.

The first thing I did in trying to understand the
agent's role in the distribution systemis to not to think of the
agency in the classic sense of being an internediary distributor
within a distribution system but, in fact, consider an agency as
being in the position of having fundamentally two customers. I
call this the two-customer nodel.

Ckay, the agency adding the supplier customer, of
main focus here today, that supplier being the airline industry,
and the second customer being the traveler. Now to understand
this, you've got to go back to the fundanentals of what is a
custoner rel ationship. A custoner relationship fundanentally is
an exchange in val ues. Sonebody does something for sonebody
el se, and sonmehow they get conpensated in return for what they
do.

If you define a custoner relationship that way, |
think it is easy to say, even though legally it nay be sonething
different, but it is easier to understand the role that travel
agenci es pl ayed over the years.

What value do travel agencies historically provide
suppliers? They represented their products in the marketpl ace.
They saved suppliers tine. If they weren't there, and the

supplier had to do the tasks that the agency was performng
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thenselves, it would take the supplier tinme, and engage in
pronotion on behal f of their products.

Frankly, they engaged in narket devel opnent by
encouraging nmore people to travel, the discretionary travelers,
who m ght have spent their noney on non-travel alternatives that
satisfied sone of the sanme underlying needs.

In return, over the years, for the benefits that
the supplier received, whether it be airlines or cruiselines or
anybody el se, but airlines specifically today, when they sold the
product, they were paid a commi ssion for the product.

The agency also had travel custoners, and this is
the historical nodel in which they did two things. No. 1, they
sol d sonebody else's product, and like any other retailer up and
down the block, whether it be a shoe store selling N kes or
whether it be a nusic stores selling sonebody else's CDs, and so

on, they sold the airline transportation, the cruises, the renta

cars, the hotel roons, and so on. It wasn't the agency's
product; it was sonebody else's product. They always owned it,
and so on.

In addition to that, the agency augnented the
purchase of other people's product with their own product, which
fell into five categories. | amnot going to spend a lot of tine
on this, which obviously I could, but | won't.

But what is the agency product? Wat is the val ue-

add that agencies did in selling other people's product? They
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saved the consuner tine versus alternative ways to acquire the
product . They provided them with information and expertise,
which either allowed that customer to nake a better purchase
deci sion or have a better travel experience.

When they traveled thenselves, they certainly
i nvol ved personalization in the purchase. |I'monly going to say
this, having been a college professor and having taught consumner
behavior, one of the things we know is that, when customers buy
intangi ble products, personalization in the buying process is
inmportant to them and so is accountability.

So is being able to grab sonebody by the throat if
sonething didn't go the way you thought it was going to go when
you purchased the product. You know, try to find "Sally
Cyberspace” when sonething goes wong, or even an airline
reservationist sitting in some city that is renote from your own.

So the agency suppl enmented that product.

The historical nodel was interesting in that
agenci es hoped that the commissions paid to them for the cost of
providing the services that they did to the airlines was |arge
enough to cover the cost of those services, but |arge enough to
cover the costs associated wth the services they had
traditionally given away to the consuner.

The word was used in the first testinmony this
norni ng about "subsidy." | don't like that word, but, in fact,

what agents chose to do is they chose - and what the airlines and
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other suppliers chose to do is pay comm ssions |arge enough to
subsi di ze services and benefits that were ultinmately provided by
the agency to other consuners. Now | don't like the word
"subsi dy" because, basically, part of that was paying the agents
for actually the kinds of things they did.

The last piece of this nodel is, while the cash
actually may be physically went through the agency, fundanentally
it went to the supplier. The supplier provided the travel
servi ces thenselves, and the noney cane back to the agency in the
form of conm ssions. Again, traditional nodel of the agency,
very inportant for sone of the things I amgoing to say.

Do travel agencies add value to the sale and

purchase of airline transportation? The answer | think is an
unqualified yes. | think there is evidence in the narketplace to
show t hi s.

First of all, airline conmssions, it cones right

off of the ASTA website, Paul, out of a report that you did on
that, basically, docunenting the decline in airline conm ssions
over the period from 1995.

By the way, if you have particul ar questions about
service fees today, | would probably be a good person to ask
because | started tal king about service fees as naking sense in
the travel industry for travel agencies in 1984. | was generally
regarded as an anusing eccentric for a nunber of years and

remained so until 1995, on February 9th when Delta did the
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conmm ssion caps al nost overnight, and | becane al nbst a prophet,

but | never took either one of those |abels. Still a lot of
people think | am an anusing eccentric, but we will not go there
t oday.

(Laughter.)
Ckay, airline commssions clearly declined. What

happened during this same period of tine? And you have heard

about it this norning. | think John talked about it, other
peopl e. Agencies, in fact, had to, as that revenue stream
declined, agencies had to inplenent service fees. Interestingly
enough, there were sone doing that before 1995. Notice on the

bottom chart, a little hard to see there, 2.8 percent of the
agencies were, but by the year 2002, 95 percent of the travel
agenci es were charging sone sort of service fees. So it is kind
of an interesting chart. As one is going down, the other one
mrrored it and went up exactly.

What does this tell us? It tells us that every
tine the travel agency comunity during this time period went out
to the consuner and said, "I need to charge you for the services
we're providing for you and the value provided to you," that nost
consuners reached in their pocket and paid for it. Now t he
agencies lost sonme volume over this tinme period, but, very
frankly, the elasticity of demand wasn't very elastic. All
right? 1In fact, they were able, very successfully, to inplenent

service fees through this tine period.
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Pre- 1995, the nodel that you just saw was basically
agenci es getting 100 percent of their revenue from conm ssions
paid by suppliers for the services provided by suppliers. What
happened in post-1995 and pre-zero-percent comm ssion was, in
fact, that the agencies went to a dual -incone source. Just so
that everybody knows that | am not totally wunfair to the
airlines, | ran around for years saying that it really didn't
make sense for an airline to subsidize the cost of services
provi ded by an agency to sonebody el se's benefit.

And one of the things is that airline faced their
own financial challenges, and they said, "I'mwlling to pay you
for what you do for nme, but I'm no longer willing to pay you
enough to cover the cost of that which you have chosen to give
away to sonebody el se. If that actually has value, go get the
noney fromthem™

That is exactly what travel agencies did, and they
were successful, and that was the consuners saying that they had
value. Do travel agencies add value to the sale and purchase of
airline transportation? | think the answer is yes in ternms of
the commercial marketplace, too. This is in ny testinony, but I
woul d read it here.

This was a USA Today article on the NBTA neeting in
Las Vegas a couple of weeks ago, where Kevin Iwanoto was
interviewed there. It was interesting, sone of the questions and

answer s even there.
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Question: "Are they, business, letting travelers
book nore of their own travel ?"

H s answer is, "Once you start booking outside the

corporate structure, you lose on many fronts." I think John
addressed sone of this before. "You lose data. You |lose policy
control. You | ose information. Septenber 11th showed that we
need to know where all our travelers are. If they're booking

their own travel on the Wb and sonething tragi c happens, we have
no way of letting nanagenment know, or even their famlies, where
they are. Sone of the technology nmay," a fact that we have
tal ked about this nmorning, "may offset that."

Questi on: "Could travelers save the conpany
t housands of dollars by using the Web to book travel ?"

"Sonetinmes yes; sonetines no," was the answer. I
think that is a nyth. In what way? People aren't factoring in
the cost of doing that. Peopl e are highly-paid individuals and
they're playing a travel agent role or self-booking tool.

Actually, | have always over the years said this is
sort of like -- you know, corporations were worried about people
pl aying Pacman on their PCs for a nunber of years and wasting
tine. Booking their own travel was sort of Pacnan, but they were
| osing nore noney while they were doing it. But we will see that
in a second, too. This should not be their purview. They should
concentrate on their core job.

Is there sone evidence of this? And | think there
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is. Referred to or alluded to a couple of tines today was the
auditing that is done of airfares. The nmobst prom nent firm doing
this is TOPAZ

They had a news release that came out July 12th,
which was really frequently. They had another one that cane out,
I think, on March 22nd of this year, both basically arriving at
t he sane concl usi on.

They asked, basically, are travelers getting better
fares online? What they found in their study on the agency
versus the Internet, and | can talk to you about how they did
this, and so on, is that, in fact, there was $116 differential in
the airfares conpared to when the agency actually went out and
tried to find the best fare for the travel requirenents there, to
$594 for what they found on the Internet, that there was $116
differential between the two.

One of the reasons -- and | am going to come back
to this in a nonent -- of course, was negotiated airfares, which
the agencies, which npbst of these l|large commercial agencies,
which are who TOPAZ's clients are, had access to that were not
available on Internet sites. But | want to cone back to that
point in a mnute.

The second chart out of the TOPAZ study that | put
for you is the Internet versus travel agency |owest fare found,
77 percent of the time on the agency, 8 percent on the Internet.

John nentioned the 90 percent before. If you go back to the
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March 22nd study that they rel eased, they tal ked about 93 percent
and 7, but what the 93 percent was is where the agency found a
matching or lower fare. In the nost recent release of the study
they dropped out the matching and just went to the |ower fare.
So that's why you see the 77 and 8 percent, and it doesn't add up
to 100. The differential between those two, which is a 15
percent differential, was cases where the agency actually found a
simlar fare or the sane fare.

Do travel consunmers derive benefits from travel
agency services as conpared to alternative purchase options? |
would submit to you, again, ASTA statistics from their own
st udi es. O all the things that consumers have been paying
travel agencies for as of this last year, 95 percent on airline
tickets, speci al - pronoti on rail, exchanges, r ef unds,
cancel | ations, many of those related to, by the way, air bookings
to event bookings, right down the line, customers are saying, you
guys are val uable; you guys are worth it.

Do travel consumers, non-business consuners, derive
benefits from travel agency services as conpared to alternative
purchase options? Unfortunately, to ny know edge, there is no
conparabl e TOPAZ-1ike data for the non-nmanaged air travel portion
of the business.

W see sonme anecdotal stuff. W see every once in
a while, whether it is USA Today or sonebody else, they go out

and they test, and they test three agencies, and sonebody goes to
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the Internet. It is not a very controlled research environnent.
They say, "Cee, in this case this is where we found the | owest
fare." Very frankly, nost of those are |ousy research. They are
good press, nmake nice articles, but they are pretty |ousy
resear ch.

| can say that actually because | taught research.
I worked in a couple of research firns, and | wote a college
marketing research textbook. So I know a little bit about how to
conduct sone of these studies.

So, to ny know edge, there is no thing. However ,
having said that, | would submit to you that it is likely that
fare consuner options or consuner options for finding fares nore
than offset corporate fare agreenents, although custoners don't
have -- or customers do have direct access in the leisure and
non- managed travel business. Ckay? Wiile we have corporate
agreements, what we heard before -- and | amtrying to remenber,
was it, Ann, whether you nentioned it before -- is the outrageous
airfares offered, and | nean, obviously, that was a subjective
opinion of your own, but the airfares offered to conmercial
travel ers.

In other words, basically, we know they have |ess
flexibility. Because they have less flexibility, we are going to
take advantage of the situation by charging thema |lot nore. And
we all know that that is existent in the marketpl ace.

It is likely the consuner fare options, in order to
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be able to get advance-purchase di scounted tickets and things, at
least nore than offset what happens in the corporate arena in
terms of fare agreenents.

It is a given that the average non-commerci al
traveler has nore flexibility than the average commerci al
traveler. They can |leave tonorrow norning. They can fly in and
out of different cities. They can go next week, if they have to,
and so on. So they have nore flexibility. | think we would all
agree that is a given.

It is likely that the average non-comerci al
traveler has less air travel booking experience than the average
comercial traveler. I think we say that people who are
traveling all the tine and dealing with their bookings all the

tine probably know a little bit nore.

Having said all this, | would subnmit to you that it
is possible that the gap between -- | don't have the research,
but | would like to suggest to you that it is possible the gap

between agency-based air purchases and Internet-based air
purchases for non-nmanaged air travel is probably at |east as
great as the gap TOPAZ found with nanaged conmercial accounts.

In other words, they said, nmnaged comerci al
accounts, $117. | am saying, given all these conditions, ny
guess is that gap is at least that nuch in non-nanaged air
travel .

Now several things have cone up this norning. By
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this nodel began to evolve, ny agency clients over

the years said, "Boy, wll it ever go to zero? WI1l the

conmi ssions ever go to zero?" | said, "No, | really don't think

so," which, by the way, probably destroys all ny credibility here

this norning,

but | said, "Because it doesn't nake any sense for

it to go to zero."

Wiy would an airline -- yes, they have |ower

alternative costs of distribution. Yes, they have |ower

alternative --

by the way, the agency distribution cost was | ower

than the airline cost when they had to use their personnel and

their res. center personnel at 10 percent, much less at 5 or

anyt hi ng el se.

Ckay?

It doesn't nake any sense to ne, is what | told the

agency, for airlines to pay travel agencies |less than their |east

alternative cost of distribution. It nmakes no sense whatever.

And, vyet, they went ahead and did that and went to zero

comm ssi ons.

many " Col unbo"

Now | had to ask nyself why. Maybe | have seen too

reruns or something like that. But, you know, you

| ook for explanation. If this doesn't nake any sense, you | ook

for an explanation that they went ahead and did it anyway, and

you elimnate

got to |l ook at

think we have

(202) 234-4433

all the things that aren't possible, then you' ve
what's left.
One of the things that | think that we did, and I

done a little bit of it this norning, is that we
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have had a tendency to look at only the cost side of the
equat i on. Now | know sonebody in San Francisco mentioned this
and | amcertainly going to junp back on this bandwagon. What we
have said is that the airlines are looking at this that they have
elimnated the commi ssions to agenci es.

By the way, dealing with agencies is not -- | am
going to disagree with one of the coments this norning -- not

cost| ess. Even at zero comm ssion, it is not costless. You have

to maintain relationships with the agencies. You have to have
sone kind of -- there is sone infrastructure there that costs the
airlines. So it is not zero. It is not zero even at zero

comm ssions. Al right?

But what was the reason? If it is not on the cost
side, perhaps the reason or the notivation for doing this was on
the revenue side. So | would submt that ny bottomline on this

is that one possible rationale for the current airline anti-agent

distribution strategy -- and | can't look at it as any other way
than anti-agent -- is that it allows airlines to take advantage
of consuner confusion, consumer lack of industry-specific

know edge, and the absence of value search skills possessed by
travel agent professionals, to increase their average revenue
per cent.

To me, that goes to the heart of what this
Commission is. That is, if we can get these consuners, they can

do one of two things. They can go to the agency, and they've got
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a professional working for them who on the comercial side is
saving them $117 average on sale, on the leisure side, heaven
only knows what because we don't have the nunbers. Those
nunbers, the additional gain in revenue on average may dwarf what
i s happening on the cost side. If, in fact, this is the case,
that is a rationale.

Another rationale is that we want to control the
busi ness in sone way or another. Frankly, this goes to the heart
of what this Commssion is all about.

W had an Administration in Washington here once

that, | guess, sort of won because they kept saying, "It's the
econony, Stupid." The nore | |ooked at this for this Conm ssion
hearing, | kept saying, wait a mnute, it's not the cost side; it

is the revenue side that nay be the issue that is driving this.

I want to go back and say one thing. Is it up to
the governnent to tell this story to the public? | don't think
so. | think it is the agency comunity that needs to do the

research and tell this story in a very aggressive way to the
public in terns of the value that they provide.

I think it is obvious to any of us who have tried
to book on the Internet, understand the conplexities of doing so
-- okay, there's a runor; | don't know, it's just a runor that
Arthur Andersen is the guys that wote the conputer algorithns
for the Internet sites, but that may or may not be true.

(Laughter.)
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Are they doing it on purpose? | don't know. Do
they know about it? Do they know what the differential is? | am
absol utely positive.

Do travel agencies have access to Internet-only
airfares?  Yes. Yes, of course they do. Ckay? | nean, you
heard about the technology in San Francisco. | know early on you
had sonme people who said, "No, we don't have access to Internet-
only airfares." O course, they have access to Internet-only
airfares. They have it with sone of the technology that we have
tal ked about, that you heard about in San Franci sco, and they can
go to a PC like anybody el se.

So, as | suggested in ny witten testinony, | think
i f anybody answered, "W don't have access,"” they have m scast
the issue. You know what the issue is. |'mnot going to dwell
on it. They may have access, but it is less efficient than using
the @GS system if they were in there, and at an additional
direct cost to get the information. The efficient access is at a
reduced | evel of l|abor productivity. It takes a |ot longer to do
t hat . Access is at some differential of available information,
primarily availability in ternms of fares.

By the way, the problem with |ooking at Internet-
only airfares -- and | don't know this piece of the TOPAZ study
-- is you can find stuff on the Internet, and it is there until
you collect to book. Al right? So it may be posted there and

it may appear to be there. That is the problem that travel
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agenci es have, is sonebody cane and said, "I found this fare on
the Internet," but in fact they never really went the next step
and tried to book that airfare. Wen they did, they would find
out that, in fact, it may not be avail able, depending on the site
you are going to.

Uilization can degrade the value of agency
corporate travel managenment services. M. Iwanmoto certainly
mentioned that before in his article. By not being able to track
information, by not being able to neet negotiated requirenents, a
nunber of things the agency can't do when it is outside the |oop
and you can no |longer travel it.

Uilization can degrade the value of consuner
agency travel nmanagenent service. |If, in fact, you book, and an
agency can do this, an agency can go and say, "M/ covenant with
you is finding the lowest airfare. | happened to find it on
Obitz, and I wll facilitate that booking for you for a fee,
with the full understanding you're no |onger booking through ne
as an internediate agent, but in fact you're booking directly
with the airline," and you can do that. An agency can do that,
but, in fact, if that custonmer has an issue or a problem or a
change they need to make afterwards, the agency can't do it; the
airline can. So, in fact, the value of travel managenent service
declines there, too.

O course, utilization can have serious negative

i mpact on sone agency CRS/GDS agreenents that have threshold
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requirenents. | knowthat is an issue that you | ooked at, too.

WIl airline net fares with separate distribution
charges level the playing field for travel agencies? M answer
to that: Yes, it's possible. It could happen. Philosophically,
it could happen, but it is really unlikely to work. Al right?

There's a lot of reasons | think it is unlikely to
wor K. First of all, the airline-calculated distribution charge
to make it a level playing field, and | believe one of you asked
this question before -- Tom it may have been you that asked this
guestion -- the airline-calculated distribution charge will need
to be in a conpetitive range of the average agency-required
service fee.

I will tell you right now, and | say this not
boastfully, there's nobody on the planet Earth that has worked
with as many agencies as we have in inplenenting service fees. |
will tell you that when we tal ked about the cost per transaction
this nmorning, you heard one nunber of $25. That is really at the
| ow range. It really depends on how you do your accounting how
you get it. But, in fact, maybe it is $25. Even standing here,
we couldn't possibly imagine that it would be the sane for
Larned, Kansas and downtown San Francisco in terns of |abor costs
and everything else involved. So maybe $25 at the low end. It
may be $80 at the high end. Assune a $45 average.

Yes?

MR RUDEN Bob, excuse ne. | don't nean to
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interrupt, but --

DR JCSELYN. Go ahead.

MR RUDEN. -- you're making a really basic point
here. Wy is that necessarily so?

DR JOSELYN: Wiy is what necessarily so?

MR RUDEN. Rosenbluth's argument was not that the
airlines added charge to its own fares --

DR JOSELYN: Right.

MR RUDEN. -- had to equal what agencies --

DR JOSELYN: He did not nake that argurent.

MR RUDEN He is of the view that those --

DR JOSELYN: He did not nake that argument.

MR RUDEN: -- would float conpetitively. The
airline and everyone mght have different charges for different
types of access.

DR JOSELYN You' re absolutely correct. What |
said, and | tried to use ny attorney words here, in a conpetitive
range, okay? And the reason is, if the airlines came on and
said, "Ckay, we'll doit. W'Ill doit, but it's five bucks" --

MR RUDEN: They would be lying then, wouldn't
t hey?

DR JCSELYN: Sure, they would be |ying. And if
the agency had to charge $50, then that really didn't fix the
si tuation.

Here's why this concerns ne: | have been in this
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industry a long tine, and | had airline people years ago tell ne,
"We're paying agencies," back when they were paying 10 percent
and saying, "Well, it only costs us 5 percent when people call
our res. center." Vell, you know what, as we have seen,
accountants have becone very, very good, and have been over the
years, in naking the nunbers be whatever they want themto be.

(Laughter.)

What they did is, first of all, they were conparing
appl es and oranges. Nobody ever who was going to Kansas Cty to
buy an airline ticket to visit their grandnother stopped and
asked an airline reservations person where they mght eat when
they are in Kansas Gty, but they did that with an agent. The
peopl e who required nore service didn't go to airline reservation
centers. So we are conparing appl es and oranges.

Then, secondly, | don't think they fully allocated
thei r overhead. So the issue is, yes, they would be lying, but
| ying has taken on a whol e new neaning in business recently.

Yes?

MR RUDEN I really want to wunderstand your
testimony. Wat you are saying, then, is you don't think that,
even if airlines conceptually said, okay, M. Wasilov is correct,
this nmakes nore sense, but then they would game it so that it
didn't work?

DR JOSELYN: Yes. Hang with ne one second here --

MR RUDEN. Al right.
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DR JCSELYN -- because you haven't had a chance
to see this. This wasn't in ny witten testinony, but it is up
here on the screen.

MR RUDEN. Ckay.

DR JCSELYN What conparative distribution costs
would an airline use? Wuld they conpare it to a res. center
cost, where they have live human beings? Wuld they do it with
their Internet costs? Wuld those costs be fully allocated?
Wuld the president's salary be allocated at |east sone percent?
Wul d everything in the organizations be allocated? And who is
going to nonitor this? And over time, are you not only going to
say they have to do this, but we have to have an ongoing
| egislative body that nonitors that they do the accounting right
and do it fair and do it consistently? Again, | amsaying it is
possi bl e but unlikely.

And then the third thing, and this is the issue, is
the airlines would have to play fair. If, in fact, it is the
airlines' intention to nove as nuch business out of the travel
agent distribution system and into their own preferred options,
they could do one of two things.

Let's take a $100 airline ticket. They could say,
"Well, yes, it costs us $45 " the same thing | said was an
average for an agency. So it is a $100 airline ticket and it is
$45 to book through us, in which case the playing field is |evel.

But if, in fact, | really didn't want that to be
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the outconme, | could say, "It's really $140 and it is a $5
distribution cost the way | do ny accounting." So the truth of
the matter is, ultimately, unless sonebody is going to police
this, you have to assume that the guys are playing fair and
pl ayi ng honest, and being that. | amnot sure, given what | have
already said, that | believe that woul d be the case.

The last thing | am going to say here today, and
this is a philosophical issue, is that | asked nyself -- and
let's not nmake any mstake here. I am a huge fan of travel
agenci es. These are hard-working, entrepreneurial, consuner-
caring people. This is a group of people -- | have been around
this industry for a long tine -- this is a group of people, and I
don't understand, naybe you al so have to be a nasochist, who have
al ways worked twice as hard under the conmm ssion system to nake
hal f as rnuch.

There was always a conflict of interest in terns

of, if I didn't work hard and find the best value, | would have
nade nore noney. I will tell you that in all of ny years
associated with the travel industry, | have never encountered an

agency that operated that way. They have always worked tw ce as
hard to make | ess noney in doing that.

Having said that -- so this is not an anti-agent,
but I will tell you what it is in a noment -- what precedent is
there for making any business disclose their average distribution

cost and charge for it separately? | tried to think, and just
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maybe | didn't think of it, but | tried to think of any other
busi ness or any other industry where that is a requirenent in the
industry, and | couldn't come up with one.

Now if you went ahead and nade the recommendation

to do this, | am not opposed to you making the recomendation
but | am opposed -- | care enough about the agency community, |
am not going to stand up here today and tell them that | think

this is a likely solution because | think it is chasing rai nbows.

What happens when you chase rainbows is that those
people who are on the cusp of survival in the agency comunity,
it will divert their attention. They will wait for a solution,
| egislative solutions, and they won't do sone of the things they
need to do to deal with the ugly realities, whether they are fair
or unfair, that are out there today.

So what | am saying here is, yes, this could work.
This could work under the conditions |I am talking about, but I
personally think it is an unlikely solution

Is the financial condition of travel agencies

declining? Absolutely, yes. Absolutely, yes, and we get to see

-- you know, I am in the consulting business, and people don't
cone to you when tinmes are wonderful. They cone to you when
tines are not so great. W see financial statenents. They are

declining actually for the first time seriously in many years.
want to talk about that in a mnute.

They are declining for a lot of reasons, though.
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The econony is not good, affecting a lot of businesses. Ther e
are fears of terrorism although |I think that is a far snaller
issue than the econony. | think that pretty nuch for nost parts
of the marketplace was a fourth quarter 2001 issue, not true
necessarily in the Northeast, where there was certainly a
di fferent enotional inpact.

Third, direct travel industry supplier conpetition
for custoner patronage via the |Internet and other direct
nmarketing alternatives is beginning to take its toll with trave
agencies. A word on that, okay?

I amnot going to spend any tine on this, but when
| taught marketing at the university level, we said, okay, this
is what distribution channels 1ook Iike. | call this the
"wonderful world of textbook distribution," where we had a nunber
of partici pants, each doing sonething valuable for the
di stribution channel, nobody trying to do anybody else's job. It
never existed in the travel industry that way.

The truth of the matter is, if you go back -- and
did a training program for a major airline for about seven years
on a consulting assignment -- if you go back and |ook at when
travel agencies started, before that, there was direct trave
i ndustry supplier/custonmer relationship and agents weren't in
there. For econom c reasons, the travel agent was inserted into
the process or becane part of the process, and, again, for

econom ¢ reasons, but never during this tinme did travel industry
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suppliers ever stop selling directly.
So we hear a lot of talk in the industry over the
years about bypass. The truth of the natter is agents weren't

there to start with, and there always has been bypass. Again, |

won't, unless you want to ask ne about that -- that's what the
i ndustry | ooked Iike. In fact, what it has evolved into is
something like this where we've got a whole bunch of

partici pants, everybody doi ng business with everybody el se, which
is what | call "spaghetti" distribution, which increases the
consunption of al coholic beverages and antacids in the industry.

But the truth is that we have a distribution
system because the product is intangible until the nonent of
consunpti on, t hat is electronically avail abl e wor | dwi de
i nst ant aneously wherever the electronic information is avail able.
And one of vyour big issues here: It allows distribution
rel ationships and patterns that mght not exist if it was a
tangi bl e product.

Finally, on this one, reduction and ultinmately
elimnation of airline conmm ssions, certainly inpacted. Two of
the charts you saw before. I will tell you, and I know this is
not going to make sone people happy, our clients in the last few
years nade nore noney in the travel agency business than they
ever made. The reason for this is that, as the conm ssions
declined and they added fees, while in fact some volunme went

away, they nore than nade up for the loss of revenue on the
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volurme with fees, and agencies did very, very well, to the point
where sonme of our clients basically said, "Can't wait for the
next commssion cut." A lot of people couldn't. You know, | am
not saying this as a sanple of everybody in the industry, but
those who dealt with it properly did quite well.

I think this is different at zero. What has
changed at zero conmi ssions fromwhat has happened in the past?

First of all, the fee increase to remain whole is
the largest junp ever. What happened in those other cases, we
started out with 5 we started out with 10, we went to 15, we
went to 20. Ckay, a lot of agencies were at 25. Al of a
sudden, we are now going from 25 to 45 on average, and |'ve got
to tell you that is the largest single significant increase that
agenci es have had to cope with. So that is the No. 1 reason.

Secondly, the econony is far |ess robust. Thi s
started in 1995. Everybody in here renenbers the good old days
of the late nineties. Peopl e were naking noney. The stock
market was up. Corporations, they were saying, "Hey, we don't
want you" -- John talked about form -- "W don't want you going
out there doing your own travel and everything like that, and we
don't want you stopping in Denver, and we don't want you -- you
know, just get to work because we are naking noney hand over
fist."

The econony was far more robust. Both in the

comercial arena and for consuners, everybody said, "I don't have
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enough time in ny life," and they were willing to pay for tine.
So when we asked them for fees, they said, "Ckay, that's okay,
given the value | receive."

The Internet alternatives for direct buying are
better than they were. They are still cunbersone for the
consuner. | don't know how fast you guys are on the Internet.
I'mfairly confortable with it, but even with high-speed access |
can't make an airline reservation in less than 20-25 minutes by
the time | log on, get on, go through the options, and all that
stuff. But the truth is, it is better than it used to be, so
that they are better there.

Al of that means, going back, that the elasticity-

of -demand issue has changed, | think, dramatically with zero
comm ssions. It has changed dranatically.

If we go back, | think, now, and people say, "Wiat
dol doif I goto 45" | said here you are going to see a lot of

your business go. W are going to push a lot of people self-
purchase options then, do-it-yourself options, which is exactly
what | think the airlines want to have happen. They want themto
go online. They certainly don't want them to <call their
reservation staff.

WI1l travel agencies survive? Sone. The answer is
sone. The travel agency is having to cope, as nany businesses
are, with a very dynam cal |l y-changi ng busi ness ecosystem They

are sitting there. Their conpetition is changing. Technology is

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

134

changing. Distribution relationships are clearly changing.

Consuners are changing. They're snarter than they
have ever been before. They have nore access to information than
ever before. They are walking in the doors to the agency arned
with information and msinformation |ike they have never done
bef ore that agencies have to deal wth.

The human resources challenges in the travel agency
busi ness has been a trenendous challenge to get quality people in
an environment where agency nargi ns have been declining and they
are conpeting with talent with lots of other industries that are
maki ng nore noney.

Al of these are challenges to the travel agency
business. WII| they survive? Ckay, the answer is sone of them

Well, | have always said, in a dynam cally-changi ng
busi ness ecosystem it is the mutants who will survive. | think
you heard that in a different way this norning in terns of
reacting to change.

(One consequence is that the term "travel agent" no
[ onger has a uniform meaning. Again, Paul, | know the |egal
definition. In fact, they still are legal agents of the
supplier, and so on, but bear with nme in terns of business
concept ual nodel .

What we have basically had for the last 150 years
is a nodel that says, you're the agent for the supplier or you

are a sales agent, conpensated when you sell supplier products,
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but you are an agent for the supplier. |In reality, what | think
has happened over the years is that the agent has becone the
agent for the buyer and aligned thenselves nore with the buyer
and the buyer's needs and finding themthe best val ue.

This is a nodel, however, along w th comi ssions --
and | think it is not only going to be in the airline industry, |
think there are going to be challenges in other parts of the
business as well -- this is a nodel for whom the clock is
ticking. This is a nodel that is going away, in ny opinion.

| put in some charts in there that probably nade no
sense at all until | talk now | think there are two mnodel s that
we are going to see agencies evolve to. One is a travel retailer
or a nerchant who basically no longer thinks of their revenue
stream as commissions from products they sold, but, in fact, it
is the differential between cost of goods sold and suggested
retail or the retail price they can get -- a very different
nodel , okay?

This is a nodel in which agencies would take
inventory risks, go to airlines and say, "W're going to own, we
want to own seats on all of vyour departures or on these
departures, and we will take the inventory risk in advance, and
we want to negotiate a rate based on that, on owning those
seats.” They own it. They know what their cost of goods sold
is. They know what suggested retail is out there, and they

market in a conpletely different way. This takes a |ot of noney,
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both in terns of inventory ownership and the ability to pronote

your sel f.

Then, finally, the travel consultant or service
conpany that basically says to the client, either commercial or
leisure, "I'mgoing to sell you everything at net. 1'mgoing to
sell you everything at net, and |I'm going to charge you for what
I do for youu So I'mgoing to sell you every cruise, every tour,
every hotel, every rental car at net, but when you cone in and
sit down at ny desk, the neter is running. Wen | do sonething
specific for you, the cash register rings."

| believe that this industry is noving to one of
the last two nodels. In fact, and John said this right before
ne, it has already noved there in terns of the big comercial.
The big commercial narketplace noved to that nodel over the |ast
10 years dranatical ly.

Almost  every nmmjor commercial account in this
country, and in nmany other countries as well, because we do
consulting -- | have been in 23 countries in the last 18 nonths
nyself. It is basically the buyers cone back and said, "W don't
want you to have a conflict of interest. W want you to sell us
ever yt hi ng. If you get any commissions, what you do is you
credit them against the fees you are going to charge us," which
is the fee-based nodel he was tal ki ng about before.

In fact, the commercial marketplace, at least with

large comercial clients, has noved into that nodel. So it is

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

137

nothing new. It is nothing unique. It has been there
On the leisure side, | think that is the way the
nodel is going to be. | think 10 years from now we are going to

cone back and that is what we are going to see on the leisure
side as well, nostly that nodel, wth sone of the ngjor
organi zations who <can take inventory risks and bear the
pronotional burden noving into the travel retailer nodel

But | think the agent for the supplier is like an
old car that we have repaired a lot of tines. At some point
you' ve got to say, let's nove on

WIIl travel agencies survive? -- the question |
asked before. The answer, again, as | did before, some of them
And they won't look, | think, like the agencies before. How
many businesses do look like they did 10 or 15 or 30 years
before? They don't.

Let nme give you a sunmary of what | think were ny

key points of the testinony today. Again, | want to say that |
don't want certainly anybody to think | amanti-agent. | am not;
| am pro-agent. | just think some of the things that have been

suggested aren't realistic

Ckay, travel agencies bring docunented value to
consunmers and to airlines. I would love to see a TOPAZ-like
study on the leisure side. I think it would show results that
are at least as dramatic in ternms of the value that agencies can

bring simply on the basis of dollar savings.
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| believe airlines recognize that consuners pay
nore on average, maybe too nmuch, when they can lured into self-
booking options or into purchasing direct. One rmethod for
acconplishing this is by making conparative information nore
difficult to acquire.

They are conpl ex. You know, ny airfare to cone
here initially -- and | think | put this in ny report -- was $700
or $750. I got a human involved who knew what they were doing
who said, "Cee, maybe you can fly through St. Louis instead of
t hrough Dall as. Maybe if you cane into one airport, National,"
which | did last night, "but go out of BW tonight, naybe we can
save on the fare there." And guess what? |It's $300-and-change

Was that worth an agency $45 fee? | would submt it is.

Part of the logic for zero-upfront commission to
travel agents uses the bullet point above. Agencies have access
to Internet-only fares, just not the ability to do so through
their CRS or GDS systens, as is the case with other fares, and to
sell those fares as an internedi ate agent.

I want to say one thing about airlines offering
Internet-only fares. This, again, is not the only industry where
suppliers may sell their product direct to custoners, but on
different terms than they do for through the distribution system

There are other industries that do that as well.
The real issue with the inability to sell Internet-

only airfares as an internediate agent are the costs and
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inefficiencies associated with utilizing the Internet to book
travel on behalf of their travel purchasers, the back-end service
di sadvant age agents have with both corporate and |eisure clients,
and their contractual conmtnents with CRS/ GDS conpani es.

Finally, requiring airlines to offer net fares with
separate add-on distribution fees could level the conpetitive
playing field between travel agencies and the airlines, but is
unlikely to do so, if the airlines do not want it to -- if they
don't want it to. Beyond this, requiring the airlines to do this
would seem to inpose regulation on airlines not applicable to
ot her industries.

Airline actions have and wll cause substantial
financial distress to a sizable portion of the travel agency
comunity. One baroneter of that that we see in our office is
the degree and nunmber of nergers and purchases. Very frankly,
I've got to tell you that a lot of the agency comunity now is
henorrhaging |i ke | have never seen it henorrhage before, and for
the reason that their world with the zero conm ssion has been
turned upside down to a degree it wasn't before.

The net result of this wll be a reduction in
alternative sources of relatively unbiased information that
consuners have access to. Again, | think that this is what the
Conmittee is about.

A common thread throughout all the issues being

addressed is the collective and/or collusive actions by airlines
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with respect to pricing, marketing, and distribution strategies.
I will tell you, you know, you canme here and you asked for
recommendati ons. You asked for recommrendati ons.

| asked nyself, if the antitrust laws were truly
enforced in their intent, if they were truly enforced, whether a
lot of the issues that your GConmm ssion has been tal king about
woul d go away, and ny answer was yes.

| think if there is one thing that | would go back
to -- to give you an anal ogy, when | was getting ny doctorate, |
had a course; there were eight of us in a class, | remenber. CQur
assignment was real sinple in that class. At the beginning of
the course the professor said, "Ckay, this is the first day of
class, so we're only going to neet one nore tine, and it's the
| ast day of class. The objective for the eight of you is to
rewite the Sherman Antitrust Act.”

The eight of us spent the entire senester rewiting
the Sherman Antitrust Act. If, in fact, given the fact that we
had done that for an entire semester, | will tell you flat out on
our rewite Obitz would not be allowed to exist.

It is ironic to ne that something like Orbitz can
let the airlines get together. W always talk about collusion in
terms of consuner pricing, but there is also collusion in terns
of distribution strategies. It is ironic to nme that what we
al ways seemto have to do is that we |let somebody build sonething

like this and put a billion dollars into it, and then chall enge
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the antitrust issues associated with it, as opposed to seeing
sonething so patently, hey, we're going to let all the biggest
airlines get together and create their own distribution system
t oget her .

It would have made a lot nore sense to ne saying,

"Before you guys go a step further with this idea, prove that

it's not an antitrust issue." Anyway, it is my opinion. Ckay,
as the guy on HBO says, | could be wong.
Travel agencies as an institution wll survive,

al t hough perhaps evolving to business nodels far different than
typical today, <certainly consolidation. I ndi vi dual travel
agencies wll survive or not based on their vision, their
courage, their capabilities and resources. As is the case with
any busi ness, survival conmes with no guarantees.

| thank the Committee for having me here today, and
| amcertainly open to questions.

CHAI RVAN W NSTEAD: Bob, thank you very much. I
think it was a very good presentation. | think the graphics were
very hel pful.

I know we don't have a lot of tine because it is
almost one o'clock, but | am sure that a lot of Conm ssioners
have sone questi ons.

You know, you made a |lot of statenents and you have
been a student of the industry for many years, |ike some of the

menbers on the Comm ssion. You cone back to that issue, "It's
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the revenue, Stupid® that 1is driving all this, wth your
st at enent .

This issue of consuner confusion, | nean | think
Ann and others have talked about our concern needs to be the
consuner. One of the things, | would be very honest with you, |
ama little frustrated about through the course of these hearings
is that we really have -- you know, it is hard to get the
i ndi vidual consumer taking tine out from their famly to cone
here and to talk about their experience and what they would Iike
to see or the problenms they are encountering with their agency
dealings now or their frustrations in trying to find through the
websites or Orbitz, or whatever, the right fares.

| was curious, part of what | would like to know,
because you have been dealing w th agencies, advising them and
your, | think, analysis of the nodel that is evolving is
accurate, fromwhat | amseeing just in the last nine nonths from
t he evi dence.

But tell me about your thoughts on the consuner
si de. Can you just sort of speculate, if you don't have the
evidence, of what the consumer that is in the 20-to-30-year
bracket feels about all this right now versus the 40-to-50,
versus the 60 and above? W haven't had that, and yet | think,
obviously, that is sone information that can be useful. Can you
coment on that a little bit?

DR JOSELYN Yes. I think the airlines have
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taken, and the people who do Internet marketing have taken, a
page, chapter and verse, right out of big-box store marketing.
Bi g-box stores did a great job, whether they were the Wal-Mrts,
or whoever they were, of creating the inpression anong consuners
that, if you went to a place that |ooked |like a warehouse, did
not have confortable and el egant facilities in which to shop, and
you didn't have anybody to give you advice, and if you found
sonebody, they didn't know anything, that, in fact, it must be
cheaper as a result.

In fact, | think all of us here know that in some
cases there are bargains there and things are cheaper than you
mght find at nore full-service retailers, but in many cases the
things are not |less expensive, but they did a great job
convi nci ng peopl e that was true.

I think the sane thing is happening here, and |

think --

CHAI RVAN W NSTEAD: Your comment about ot her
industries, there is one. | nean, | know the big-box retailers.

DR JOSELYN: Right.

CHAI RVAN W NSTEAD: Qur firm does a little zoning
work, and | know there are huge frustrations in a lot of

comunities and the state region about the nom and-pop store on
old Main Street and what the inpact on it is going to be with the
Costco. You are suggesting, when you tal k about other industries

that are sort of experiencing the same phenonenon, that is one,
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correct?

DR JOSELYN Ri ght. Yes. So | think they have
done a great job creating a mindset that it nust be cheaper. I
think it takes a while for that to get over.

| think the issue here is information. You know,
as | thought about it, even speaking today, if | had a couple of
recomrendati ons, first of all, the recommendati on was, you know,
make sure that the antitrust laws are enforced vigorously; that
to what extent collusion does exist, that that gets stopped.

But the second issue that would be very hel pful is
having a similar study to TOPAZ in terns of what is happening in

the non-managed travel marketplace and meking that aware. I

personally think -- | don't know what the results would be, but |
am telling you, |I'm guessing, and |I think I'mright that people
woul d be astounded. | think they would be a little upset, too.

CHAI RMAN W NSTEAD:  Agai n, on the consuner side, |
nean independent of the testinony we have received, people that
are out trying to get fares, nostly personal from people who have
talked to me and ny famly, people, what is your sense of where
they are? | mean, you comment about confusion, that consuner
confusion is good for revenue. Do you get a sense from tal king
to your clients and agencies that people are nuch nore confused
now than they were three years ago or five years ago? And will
the tools that we have been hearing about help to dimnish that

conf usi on?
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DR JCSELYN | think they have been confused for
sone period of time. As a matter of fact, airline deregulation,
whi ch sorme of the agency comunity fought tooth and nail, by the
way, was one of the best things that ever happened to the agency
comunity in that it created a chaotic airfare system Custoners
got confused and went to a professional to try to help sort it
all out. So | think the result was that that helped it.

Why consuners have been confused, | think the issue
now is that consuners believe that sonmebody has witten a
conputer algorithm to do what the agent did and that that
algorithm can do it at least as well or better, and they are
convinced of that. So | amnot so sure that they feel confusion.

| believe that when they go -- | have nenbers of ny
own famly who believe that they can go to the Internet and they
are convinced that they can do it better than a professional
travel agent can do it. I think many tines they wind up paying
twice as nmuch as they ought to pay, and they don't know it,
because they cone out of there saying, "I know | got the best
deal . "

So | think I would answer the confusion question
that way.

CHAI RMAN W NSTEAD: Joyce and then Ted and then
Gerry.

M5, ROGGE: Bob, thanks for com ng. It was very

enl i ght eni ng.
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I wanted to go back to the TOPAZ study for a
second. In your testinony or in your charts you were talking
about, you pointed out that the net fare agreements that the
agenci es and the conpani es have with the airlines doesn't show up
in that study.

DR JOSELYN: No, it does. It was included. I'n
other words, one of the reasons that nunber was |ower is because
almost all of TOPAZ's clients, or at least sonme of their
comercial clients, have negotiated their agreenents.

M5. ROGGE: kay, well, that is what | was going to
try to point out.

DR JOSELYN: The other thing, there are sone ot her
problenms with it. I can tell you, | didn't go up and I|ook
through exactly how everything was done. But what TOPAZ does is
that, when a record is booked -- and the last one they did was
60,000 records -- when a record is booked, they say within two
hours they go to the Internet to see if they can match or beat
that fare. Gkay?

M5. ROGGE: So they always | ook at the sane day?

DR JOSELYN Yes. No, it was within two hours,
though. As a matter of fact, | wanted to look at that again this
norning, |ooked at that once again. It was within two hours that
they went and looked at it, and things, as you all know, can
change in two hours.

Secondly, | am not sure from what they put down
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whether they nade the last click and attenpted to actually nake
t he purchase or not.

M5. ROGGE: R ght. And another thing on that is |
think the gap is also large because they only went and checked
the online sites that the corporations said to go |ook at.
Whoever the conpanies were that they were dealing with, they
said, okay, go check Travelocity and Expedia and Obitz, and
what ever .

DR JOSELYN No, | have a list of the sites that
they | ooked at here. It was Travelocity, Expedia, Obitz, Cheap
Ti ckets, and, what they said, various airline sites.

M5, ROGGE: But on each P&R did they check each
one?

DR JCSELYN. Don't know.

M5. ROGGE: (kay. Well, anyway, another itemthat
| would like to just touch on, because | want to make sure | am
clear onit --

DR JOSELYN: They didn't nention your site.

M5. ROGGE: Pardon me?

DR JOSELYN: | said they didn't mention your site.

MB. ROGGE: ©Ch, no, I'moff that one now

(Laughter.)

| had noticed that they didn't al so.

DR JOSELYN:  Yes.

M5. ROGGE: But | amnot here just for ne.
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So we have had a lot of discussion on this whole

net fare or free transaction. Readi ng your testinony and then
what you have tal ked about today, | just want to nake sure that |
have it correct as to what you are stating. What | heard you

saying was that a net fare program would either require airline
buy-in, which is unlikely, or governnent enforcenent, which is
not warranted. And | think you also went on to say that there
was no other industry that had that kind of government
enf or cement .

DR JOSELYN. That |I'm aware of.

M5. ROGGE: That you're aware of.

DR JOSELYN It is sort of like going -- and we
nentioned the big-box stores before, saying the big-box stores
should be forced, in dealing with local retailers, to identify
their distribution costs and nmake that a separate charge in the
purchase of a product. I don't know anyplace else where that
exi sts.

But | think one of ny big concerns is, who is going
to police to nmake this -- | mean, it is real nice to talk about
that, but when you get down -- | am kind of a street guy -- and
when you get down to saying, okay, now tonmorrow we said we do
this, let's nake it work, then | begin having problens already
with enforcing it --

M5. ROGGE: | agree.

DR JCSELYN -- and nmaeking sure it was fair and
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stuff.

M5. ROGGE: Thank you. | would agree with you.

CHAl RVAN W NSTEAD:  Ted?

MR LAWGON: Ckay. Thank you very nuch. As
probably sone of the other Comm ssioners and other witnesses were
indicating, | agree with practically everything you said. So
you' ve got an audi ence.

In ny company we always used the adage, "Were
there is confusion, there's profit." At least fromthe airlines'
perspective, that seens to be true.

DR JOSELYN It is true of the consulting
busi ness, too, by the way.

(Laughter.)

MR LAWSON And one of the other Comm ssioners,
Paul Ruden, said he always had this roundtable session where
travel agencies said, if you didn't think the commi ssions were
going to zero, how many here did not think that, and, to be quite
frank, | was surprised because it nade no cost sense.

Because when | was with the airlines, one of our
cost analysis with the city ticket office was it cost 17 percent
for us to do a ticket out of a city ticket office. That was back
in 1975 or so. So | did not understand the cost until | [|ooked
at the other half of the equation also.

Do you see perhaps from a consumeri sm standpoint,

strictly fromthe consuners' standpoint, if there were sinplified
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rules for the consuner, and perhaps that they would have to
divulge an inventory list -- in other words, if a store only has
one pair of shoes at that particular price, they would have to
divulge it. In other words, if the airlines were only selling
one seat on the entire aircraft at that particular price, do you
see that as probably an antidote that woul d hel p the consuner?

Do you see any other solutions, just purely froma
consumer's standpoint, in the distribution systemthat would help
the consuner past this? |If net fares is not the answer, perhaps
there is another thing.

| am a person that also believes that the airlines
have a right to use whatever distribution channels they want to
use. But what is the perspective fromthe consunmer's standpoint
in kind of an antidote to this?

DR JOSELYN: well, first of all, | am going to
tell you that the fine print at the nost airfare ads, which is
increasingly difficult for me to read wi thout a nagnifying gl ass,
indicates that, in fact, that these fares are linmted, subject to
availability, and so on, which includes seat availability on the
aircraft, which maybe one seat or three or four, or so on.

I think the only extension you may have had in your
comment fromthat is telling ne how nany seats on any particul ar
ad. | think that would be sort of inpractical to ask anybody to
do. But, yes, | nean, it would be helpful. But you don't know,

even if they ran an ad and said there are four seats on this
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aircraft, you don't know whether you were the third guy calling
for that or the sixth guy calling for that.

In ternms of the other consuner information, | think
that having information in terns of the fact of understanding the
truth of the situation that, if sonebody says the airfares are
always lower on the Internet, and in fact that may not be the
case, would cause those conpanies who want to sell in the manner
to develop conputer algorithns that nade it easier for the
consuner to find out all of the options that were there. Al l
right?

So | think that that would then be a consuner-
driven situation. So it goes back to the notion of customers
understanding that there's a lot of hype out there that ain't
necessarily the truth, and that it is hard to find.

Let ne give you the exanple that | gave you before.
If you go to nost Internet sites, and | am not saying that |
have been and booked travel on all of them but | have done it on
nost of them because | wanted to see what it was |ike, you wll
go in there and it will ask you departure city and arrival city.
If there is nore than one airport in that city, it will ask you
which airport, but never have | been asked, "Wuld you consider
changing, if there are multiple airports in that city, would you
consider -- do you want us to look at options by conbining
multiple airports?" That is how!l got the fare for here.

So | think the conmputer algorithns are witten in
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such a way also that it doesn't give you all of the options that
m ght be available that a travel agent could. Could you wite a
conputer algorithmto do that? Yes, but they haven't and it nay
not be in their interests to do that right now, is what | am
suggest i ng.

MR LAVEON: Wll, one followp with that then:
From a consurerism standpoint, you have nentioned the travel
agencies really have access to the, quote, "web fares.”

DR JCSELYN.  Uh- hum

MR LAWBON.  From ny perspective, that is probably
half of the answer from the standpoint, for instance, on Obitz

really what the travel agent is doing is masquerading as the

consuner - -
DR JOSELYN.  Sure.
MR LAWSON. -- which has legal inplications wthin
itsel f. The consuner could very easily say, "Cee, | didn't
aut horize that particular charge." Plus the fact the

serviceability of the travel agency on the other end as far as
schedul e changes, reroutings, all of it, go away instantly if the
travel agent is booking on the Internet site at that particular
point. Plus the fact that he can really not tell froma tracking
st andpoi nt where that custoner is.

DR JOSELYN Vell, | think | said all of those
t hi ngs. I think that, absolutely, the serviceability is

dimnished, but it is not unique that the travel agent would be
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put in that position, by the way, with Internet fares because
they have done it with consolidated tickets for years.

MR LAVEON. R ght.

DR JOSELYN kay? The issue is that, if you are
going to sell the customer and you are going to say, "I found you
the best fare on Obitz and | will facilitate the purchase. Gve
me your credit card." thing, it is very inportant the agent
understand and tell that customer exactly what the transaction
is. It is that "I amjust sitting here helping you facilitate,
but you're actually naking the purchase directly from the
airline," and what the consequences are of that.

No, | would agree with you that there are certainly
legal inplications to doing that, but | don't see those as any
different than selling a consolidated ticket and know ng that
there are a bunch of restrictions on that, all right, that there
wouldn't be if you were booking nornally, a normal air
reservation.

MR LAVWEON. kay, thank you.

CHAl RVAN W NSTEAD: W have a coupl e nore.

MR ROPER  (One quick one. You have brought some
real clarity to the revenue side of this, which also really woke
nme up on the $6.6 billion high point of commi ssions, and then to
listen to the other chart that spoke about where the conm ssion
and service charges are today at 9.5, during what | consider the

| ast two years sone pretty tough econony.
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DR JOSELYN.  Uh- hum

MR ROPER | nean, we are sitting here focusing on
the plight of travel agencies, and you have just told us at |east
the revenue side is off the charts.

DR JOSELYN. No. No, no, no, | didn't do that.

MR ROPER Ckay, all right.

DR JOSELYN. | said that 95 percent of the travel
agenci es have inplenented service fees, and that up until the
recent cut, which is the nmost dramatic shift, | believe that nost

agenci es have nanaged those troubled waters successfully. Their
revenue hasn't gone off the chart, but the fact that they have
replaced the revenue that disappeared from the declining
comm ssions, and in nmany cases it actually enhanced it.

MR ROPER  Well, went off the chart of 6.6? It
went up to 9.5?

DR JOSELYN: | don't understand the 9.5.

MR ROPER  Well, what is the other, the conbined,
the conm ssions and service charges? Wen | saw that chart, |
thought it was 9.5.

DR JCSELYN No, 95 percent of the travel agents
are charging fees, yes.

MR ROPER Yes, that's why | needed clarification.

DR JOSELYN:  Yes, sure.

CHAI RVAN W NSTEAD:  Paul ?

MR RUDEN: Just two things. On this point about
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the ability of agents to adapt during the period of declining
comm ssions, during that sane period a very substantial exodus
took place fromthe industry.

DR JOSELYN:  Sure.

MR RUDEN: If everyone was nanaging the revenue
side so successfully, how do you account for the exit?

DR JOSELYN: | actually didn't say everyone was; |
said our clients were, that a lot of agencies were doing --
certainly there was an exodus. I think when the fundanental
nodel , revenue nodel, changed, a |ot of things happened. Ther e
were a lot of things happening at the same tinme.

As the technol ogy was coming into the narketplace,
there were a lot of people in this industry that said, "You know
what, this is just getting too hard. The technology is
overwhelnming nme. Al of a sudden, now | have to go out and ask
the customers for noney. |'ve never had to do that in the past.
| don't know howto do it. | don't want to do it. I'mgoing to
go buy a Dairy Queen."

And then there were other people who did it
unsuccessful ly. They inplemented service fees, and they had no
clue what they were doing. They inplenented badly, and in fact
they lost a | ot of business.

There was a trenendous difference between those who
knew how to do it correctly and those who blew it. Al right?

So, yes, there was; there was a dramatic failure rate and exodus
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rate fromthe industry during that time period, but | don't think
it's one causal factor.

MR RUDEN: Sormre of those people night be people
who | ooked ahead, who sat at that roundtable and saw where things
were going and said --

DR JOSELYN  Yes.

MR RUDEN. -- as you ultimately conclude, "There's
not hi ng but deep trouble, dark water ahead. So | mght as well
get out now. "

DR JOSELYN: Exactly.

MR RUDEN Yes. The other thing | wanted to
clarify, you have said a nunber of tines, and this deals with the
debt fare/transaction fee thing, whatever one wants to call it,
that there are no exanples in industry of anyone being forced to
show - -

JOSELYN: | said | didn't know of one
RUDEN: Well, you do know of one, | suggest.
JOSELYN. kay.

RUDEN: Travel agents.

3 % 3 3 B

JOSELYN:  Ckay.

MR RUDEN. Isn't that what the airlines have done
to travel agents? They have forced them to tell the custoner,
"This is what it costs ne to live on this business, to do this
busi ness, and, hopefully, earn a return on ny profit."? (sic)

DR JOSELYN Technically, | don't think that's

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

157

correct.

MR RUDEN Really?

DR JCSELYN If the travel agency was in the
busi ness of owning the airline seats and everything else, and
that distribution portion of it were broken out, | would agree
with your statenent.

But to go back to the nodel | had that said the
travel agency provides this bundle of services, and if the
agenci es say, that bundle of services, including whatever | get
to keep in ny jeans at the end of the day, is $25 pr $30 or $40,
an equivalent conparison would be forcing the agency to say,
okay, break that service fee into two costs, the ones that relate
to the cost of performng the services and the piece that you're
addi ng on for you.

MR RUDEN Vll, | guess it won't help us to
debate this, but the entire business of the travel agent is
distribution. So | would suggest that all that revenue they are
charging the custoner in a zero-conmssion environnent is, in
fact, the cost of distribution, and that they are, therefore, the
pri me exanpl e of what you tal ked about.

The net fare regine that M. Wsilov was descri bi ng
was a suggestion that the other folks in the industry who are
conpeting with them the producers of these products, engage in a
simlar disclosure, | think, but that's fine. Thank you.

DR JCSELYN And let ne respond one thing.
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don't think the entire business of the travel agency is
di stribution. Ckay? | think that what | said in ny nodel is
that a travel agency has a product that augments the sale of
sonebody else's product. So | think they are in the service
busi ness as well. Ckay?

I think that it is sonething that Maryles' agency
provi des. They go out and they negotiate on behalf of their
suppliers. They manage information on behalf of it. They do a
lot of things that aren't really distribution but are services
that they provide. They charge for those services.

CHAI RMAN W NSTEAD: Pat, you had a question or a
comment ?

MR MJRPHY: | did have a question. | just want to

nmake sure | understand where you cone out on this.

First of all, | appreciate your testinony. It was
very hel pful .

W have had a lot of witnesses cone before us
through our hearings with very specific recomendations. I want

to nmake sure | understand your recommendations, which | think are
very general .

One, you would like to see a study done on
di scretionary travel. Second, you would like rigorous
enforcenent of the antitrust |aws.

DR JOSELYN:  Yes.

MR MJRPHY: |s that as far as you woul d go?
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DR JOSELYN  Yes.

MR MJRPHY: You do not endorse any of these nore
speci fic reconmendati ons on --

DR JOSELYN: But you need to understand the reason
why, and that is that there are -- | amgoing to say it again.
W consult for all sizes of agencies. W consult for people who
have three enployees who are trying to nmake next week's payroll.

| don't want to be here today and give them any fal se hope on
sonething | don't think is going to work. | don't want them
hangi ng around and waiting for that.

So it is not that sonme of those things mght not be
hel pful if they work in a perfect sense. It is just that | don't
think they have a chance.

MR MJRPHY: Thank you.

M5. CASTO Bob, | just have one question. On your
busi ness nodel for the travel agency, the travel retailer that
you are talking about, is that nostly nore like the consolidator
that is nowin place, the consolidator businesses?

DR JOSELYN  Yes, it might be, but it could be a
large chain such as a Uniglobe or a Carlson Wgonlit, or
sonething like that, basically saying that we are going to behave
nore in terms of a retailer; we're going to own hotels --

M5. CASTQO Products and --

DR JOSELYN. -- products and everything else. It

is a little bit what Expedia has done in the acquisition of
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of  Sout hern

California, which is an agency, bricks and nortar, nore of a

bri cks-and-nortar agency, and the acquisition
Hawai i an.

M5. CASTO kay, thanks.

of Pl easant

CHAI RVAN W NSTEAD: G eat, Bob. Thank you very

much for your testinony.
DR JOSELYN. Thank you.
CHAl RMAN W NSTEAD: W appreciate it,
have ot her questions. W will get back to you with
DR JCSELYN: | wll be hanging aroun
| oaning ny projector to the next speaker. So | will
CHAl RVAN W NSTEAD:.  Ch, great.
W are going to take a break.

wi t nesses, | appreciate your indul gence. Cbviously,

and we m ght
t hem
d because | am

be around.

The afternoon

the questions

went a little long this nmorning. But if we could get back about

2:10, | know Lorraine's got to fly out, and then | think Ken

Button and then Dave Butler will be our order of wit
(Whereupon, the foregoing natter

record for lunch at 1:20 p.m and went back on the

p.m)
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AFT-ERNOON SESSI-ON
(2:29 p.m)

CHAI RVAN W NSTEAD: Lorraine, why don't you go
ahead?

M5. SILEQ Let nme begin with a little background.

PhoCusWight is a research firm an independent narket research
firm that focuses on travel distribution. The conpany was
founded in 1995. I was hired in 1998 to create a research
practice around the expertise that PhoCusWight has in online
di stribution.

My background is in looking at the inpact of
technol ogy on various industries and, again, travel since 1998,
and | am also an adjunct professor at New York University for
their graduate programin travel and tourism

| want to start with just sone general methodol ogy.
Al we do at PhoCusWight is study the travel industry and the
i npact of technology on travel. Every day we talk to CEGs, CFGs,
e-conmerce executives about the inpact of technology on their
busi ness.

W al so conduct consuner research. Every fall we
do scientifically-valid, telephone-based research. I know there
is a lot of discussion today about, what does the consuner think?
W do go out there every year and try to gauge the consuner.

So really our methodol ogy is a conbination of these

di scussi ons, our own research that we do with executives, as well
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as, sure, we use their data to help validate, and we attend
executive briefings, and neetings like this are also a way to
[ earn so nmuch about the industry.

W were contacted by the Comm ssion for a research
request: to identify whether the financial condition of travel
agents is declining as a result of the migration to online tools
and access to web fares and, if so, the effect that this wll
have on consuners.

Qur research is in tw parts. W needed to do it
in two parts to get to the final conclusion. One of themis to
| ook at the market. W hear so nuch about share shift, and we
have heard so many nunbers. So we |ooked at the nmarket in terns
of the | eisure/unmanaged cor porat e.

Then we |ooked at channel and segnent, channel

being really four general channels: online agency, offline
agency -- so you will hear nme say "online" and "offline" when I
describe agency -- online direct, which as we know is really Wb,
the websites, and then offline direct. That could be, for a
hotel, it could be walk-in, is nostly the phone. It could be fax
for tour.

So the first part was to look at the mx; also, to
look at it by segnent. W did not just look at air. W have
also |l ooked at car. W have |ooked at hotel. W have |ooked at
tour and crui se.

The second part was profitability scenarios. That
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was the interesting part. How can we |look at a travel agency and
look at its viability, look at the inmpact of the distribution
shifts? W have created sone scenarios which | will be happy to
share with you.

Before we get into that, we have heard so nmany

nunbers. What is our nethodol ogy? I would like to share a
little bit of that with you. | know | went into it, our general
nmet hodol ogy.

Specifically for this project, you know, just for
the overall narket side, of course, there is public data. W do
use sone outside sources for car and hotel. Tour and cruise, we
conduct our own interviews at major tour operators and cruise
operators. W don't trust any other nunbers that are out there.
They are really overblown. Again, we do consuner research.

A little explanation of that is online traveler
research, which means we research a panel -- we have done this
for four years -- of adult Anericans who travel by air at |east
once in the past year and use the Internet at |east once in the
past month. So they travel by air and they use the Internet, and
that is our panel.

Travel agency figures, again, various sources for
the offline travel agency market with ASTA. O course, we do our
own interviews with nmajor agencies, AVEX, Carlson, Wrld Travel,
the ARC data, and for average fares, rates, which we al so needed

to conpile bookings and to |ook at cost per booking and revenue
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per booking. O course, we needed average fares and rates. W
agai n used HEDNA for hotel or TOPAZ, Respond Network for tour.

Online travel, again our area of expertise, a |lot

of it is public. These are publicly-traded conpanies. I f they
are not public, we know them well. They share with us their
i nfornation. W have a very good handle on the online travel

agency marketplace; we like to think that.

Supplier websites, interviews, you just need to go
and you need to call the comerce executives or the distribution
executives, the Carlson conpanies, the airlines, and hotel
conpanies. It is a grueling process, but what we do is we reach
the larger -- | mean, for a fragmented industry like hotel, we
will talk to the major chains to get a good perspective

Projections, we are going to see a lot of
proj ections. Wiere do they cone fron? Agai n, e-conmerce,
general e-comrerce trends; of course, economc indicators, market
indicators, the consuner research that | discussed, the five-year
trends, and the online booking figures use first booking figures
that we have four-year trends.

The met hodol ogy for the scenarios, a conbination of
ASTA data, PhoCQusWight data. The two scenari os: One of them
was the segnent, charging segment fees scenario, and the second
scenario was shifting product. W hear so rmuch about
di versification. Is it really going to make a change or i npact

on travel agency profitability?
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Consurmer research all starts in, what does the
consuner think and what does a consurmer feel? That is why we
take that piece of what we do very seriously.

Looking at the four-year trends is where we see the
shift. The consuner is telling us this. Every year we are goi ng
about another 10 percent share taken from the traditional agency
mar ket pl ace to the online.

What | find interesting, and this is not a surprise
to many of us, but nost of the share is comng from the travel
agency comunity and not the supplier direct. There's nany
reasons for that.

One exanple that the Internet can actually fuel in
sone ways -- Yyou know, you go online and then you call the
suppl i er. So even though there is a decline in calling the
supplier in a direct phone and, of course, fax, hopefully, one
day will go away, nost of the shift is conmng from the
tradi tional agency community towards online.

Why? W could go and tal k about so nmany different
reasons: ease of use, selection. Fare control, of course, is a
big one, but really it is price. W asked travelers, "Wy do you
choose a certain way to buy your travel? Wy did you choose this
particular channel ?" And it conmes down to price.

There is a perception that the best price cones
from online travel agencies. Basically, this has led us to

believe that the issue is nmuch nore perception, it is nuch nore
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about marketing, it is much nore about branding than it is about
nost favored nation clauses, and what not.

Thank LowestFare and thank Priceline for this
perception that exists today and for the brands that Expedia and
Travel ocity have been able to build, and never mnd the brands,
of course, of all the airlines, which we will get into.

To just briefly go over what these nunbers found,
sone of the highlights, we sliced and diced it a mllion ways.
Again, this slide is the offline travel market | eisure/unmanaged.
W did not look for this particular exercise at the corporate.
W do see that the agency has a very confortable position in the
offline travel market at 63 percent in 2001. Were the agency
does not do as well is in the online travel narket, where the
direct suppliers have a 57 percent share of the narket.

Even though there is so nuch tal k about Expedia and
Obitz, really the nomentum here is in supplier websites, mainly
the airline websites, but we are seeing a lot with hotels, wth
Starwood, trying to match the best price, and Six Continents.

The thinking here is: Wiy should | allow ny
customer to conme sonmewhere else for the best price? | want ny
custoner to cone to nme directly for the best price.

That is what has driven in nany ways suppliers, not
just airlines, but we are starting to see again hotels follow
suit with building their websites.

Many other reasons why the airline websites do so
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wel | : Because who travels the nost? You know, the frequent
traveler tends to be nore loyal, and of course the online
websites are doing whatever they can to attract their frequent
flyer customer with services and perks.

Shift and share, this is for the total narket,
agency direct. W still see that agencies, by 2004, nost travel
will still be booked through the agency channel. This is online
and of fline.

Now one thing about the offline agency channel is
it will decline. This looks just at online versus offline. This
is giving you a feeling also that the -- we are tal king about a

smal | piece of the marketplace here in terms of online for the

agencies, still only representing about 11 percent of all agency
booki ngs are done online and will still be a mnority in 2004 as
wel I .

So this just gives perspective. In the travel
agency narket, nore than three-quarters in 2004 wll still be

booked in traditional travel agencies. W shoul d renenber that
as wel | .

But, again, this is the slide that | would like us
to pay attention to. This is showing the shift. This is show ng
54 percent, nore than half, of all travel booked through the
tradi tional agency, and that piece now going down to 43 percent.
So that is the dramatic shift. That is back to that original

slide showing that consuners are preferring the online channels.
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The online is doubling both the direct and the online agency,
and then we have this direct business, your phone and fax, is
ki nd of remaining stable.

The traditional travel agency, offline travel
agency, in 2004 will be the second largest seller of air, the
second largest seller of hotel, and will remain the dom nant
seller of cruise and tour.

MR RUDEN. Lorraine, let me interrupt you.

M5. SILEGC  Yes.

MR RUDEN: For factual purposes, how do you
account here in the assessing these market shares for online
sal es nade through/by travel agents, if at all?

M5. SILEGC W do. W do. It is a snmall piece of
it. Because if you look at the top 10 online travel agencies,
they represent over 95 percent of the market. But there is sone;
for exanple, AMEX has a site that is powered by ITN, and then we
have sone snmall, independent agencies, if | am answering your
guestion, that do have online presence. That is accounted in the
onl i ne agency segnent.

MR RUDEN. | amasking a different question.

MB. SILEO  Ckay.

MR RUDEN The Ann Mtchell, who does not have
hypothetically an online presence, certainly not a booking
engi ne, but goes to the Wb and books her clients.

MS. SILEO R ght.
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MR RUDEN: Is there an accounting for that or is
that inpossible to track?

M5. SILEQ That would fall -- and, again, | don't
think it is a very big piece of it, from our discussions wth
these various suppliers, but that wll be dispersed. So, for
exanpl e, say a travel agency wants to book an American web fare
through the aa.comsite; that's going to fall under aa.com

MR RUDEN: Ckay. So it will then appear as an
airline direct sale?

M5. SILEG  Correct.

MR RUDEN. Ckay, thank you.

MB. SILEO  Ckay.

MR RUDEN. But no way to neasure it?

Ms. SILEQ Only anecdotally that it is a snall
pi ece of what is happening today.

MR RUDEN. Ckay.

M5. SILEO But it probably will increase.
The scenarios, the two scenarios, and | am not
going to get into all the detail. | am willing to answer any

guestions you have about the nethodol ogy.

Service fees, what we did for the service fee
scenari o was very conservative. W applied a $16 fee. So we had
this typical agency, $3.4 mllion, five enployees. Then we
applied the figures that you saw here, other figures in terns of

deciding, well, okay, how nmuch does it cost to book an air
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booki ng, how nuch does it cost to book a car? So we applied al
the assunptions to create this fictional agency or what we woul d
like to think of a as a typical agency. O course, we applied
real data. | don't want to call it a fictional agency, but it is
one that we created for this scenario based on the data

So the service fee, again, the $16, really we have
all heard nunbers up to $50, $60. W applied a $16 fee on 70
percent of bookings, assumng no agency is going to charge a fee
all the tine, especially relationships, overrides for custoners

They are not going to always charge. So we said let's just do a
conservative $16 fee, and that is where we found this agency. By
the way, this agency was | osing noney, and we applied the $16 fee
and were able to turn this agency around.

Diversification of product mx was a little
different. So let's say they sell 20 percent less air, and we
are applying that toward hotel and tour booking. Wile we were
able to fix the nmargin, it was a loss. The loss was |less. So we
were able to inprove that nargi n sonewhat.

W still were not able to really bring this agency
to profitability unless you were very aggressive in terns of
saying, okay, I'mnot only shifting to tour and to hotel, but I
am also getting a nice 20 percent commission from cruise or a
good 15 percent conmi ssion from tour, which, again, led us to
believe that, yes, diversification is something that would mnake

sense, but you need to have those relationships, those applied
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relationships, to really get those 15 to 20 percent conmm ssions
that we hear about.

Oh the cost side, tour and cruise, the nost
expensi ve product to book, we had them at a couple of hundred
dollars. So we need to really think about that, and, of course,
how nuch of that is still nanual today.

MR RCOPER So, Lorraine, the $16 fee didn't get
them out of the hol e?

MB. SILEG It did. The $16 fee got them out of
the hole. The product diversification did not. The $16 fee
wor ked wonders for this agency.

Yes?

MR LAWBON The nunbers we have always heard
within the industry are covering at a mninmum -- in fact,
forgetting the travel industry, the nunbers | have heard for call
centers that are selling Land's End is usually around $20 to $25.
Did you all take that into consideration?

M5. SILEO W certainly, just to take a call -- do
you mean just to take a call? Absolutely. Absolutely, which is
again looking -- we look at mnutes, is what we |ooked at, so
mnutes to place that particul ar booking.

So, of course, if it is a fax-based tour, you are
waiting for the fax to cone in. You also need to look at the
consul tation. VW did look at front-end and back-end costs, not

just front-end, but both front-end and back-end costs.
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These aren't recomrendations to the Commi ssions,
but these are what we learned when it cane to what does all this
nmean. |s the travel agent in jeopardy? O course, the market is
consolidating. It is contracting. So we have are in an industry
where the margin of error is very, very narrow.

Data that | have | ooked at, previous data from ASTA
showed over 50 percent of costs going into |abor and postage.
Qur scenario, we gave these travel agencies the benefit of the
doubt at 30 percent of costs going into -- of course, operating
at these 50 percent, you really need to apply sone discipline to
your P&L.

First and forenmpbst, you have to charge the fees
unless you really have those relationships where product
diversification is going to nake sense for you. Secondly, we do
still think there is opportunity that shifting -- you need to
shift away from air, of course, and there is opportunity in the
tour and crui se market.

Qur nunbers al so show that those markets are still
gromwing rapidly, and we know we all hear that we are in a
difficult tinme, but the tour and cruise industry seem to be
comng out of it better than, say, hotel and air.

Adopting the Wb-based technologies, this isn't
just web fares, but this is all different kinds of -- getting
comm ssions on an online travel site is one of them working on

referrals; using the Internet to get referrals; of course, you
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know, e-mail targeting, and the back end | ooking at automation of
tour and crui se booki ngs.

Accessing web fares, | don't think we need to talk
nore about that. W know there are technol ogi es.

This is an interesting one. GCetThere has one where
you don't have to, the travel agent doesn't have to go into the
airline website. It used to be that you still had to go to the
airline website to book the web fare. Now you can do it wthin
the sane screen as your published and your negoti ated rates.

Capitalize on the nerchant nodel, we could have a
whol e ot her discussion about nerchant, but, as we know, that is
what nade Expedi a profitable.

Val ue, we tal ked about how price is so inportant,
but you are, obviously, at this point becomng an advocate; the
travel agency is now the advocate for the consuner, no |onger for
the supplier. So you get to sell that.

And then this hybrid nmarketplace, in the testinony
we also have the data that half of those online travelers that
ook online will buy offline. So there is a big nmarket there.

Just to wap up, in ternms of diversification and in

terms of these issues, it is facing all agencies, online and

of fline. Every agency knows that air isn't going to cut it
anynor e. Obitz is sitting; they're also scratching its head
saying, "I have to sell nore tour and cruise.” So these are

i ssues affecting all agencies.
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As for small agencies, we did find from ARC that,
although they represent three-quarters of all agencies, they
represent only about 7 percent of bookings. So our findings were
that, if all the agencies formed a consortium all snall
agencies, they would still only represent |less than 10 percent of
the industry. So that didn't seemto be a good way out for them

But applying P& discipline and other recommendations should
all ow i ndi vidual conpanies to at |east set their own paths.

Thank you.

CHAI RMAN W NSTEAD:  Lorraine, thank you very much.

It is very helpful data to sonme of the issues we are facing.

Just one question: On page 10 you discuss the
positive inpact of the travel agencies shifting in their product
m X. That is what we are talking about, and you tal ked about
small shifts that an agency, small agency, could take over tine
that coul d hel p.

But while it mght be possible for some of these
agencies to do that, wouldn't it require nmore of a change in
consumer behavior then to recapture that? I guess the other
thing is the leisure passenger demand seens to be nore price-
elastic than the business, and what inpact does that have on the
snal | er agents?

M5. SILEO R ght. So the first question is about?

CHAl RVAN W NSTEAD: How nuch does consuner

behavi or --
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MB. SILEO Right.

CHAI RMAN W NSTEAD: -- inmpact on the ability to
mgrate, these small agencies to mgrate in a stronger product
m x?

M5. SILEQ I think that is a very good question
because in many cases -- | hate to use this expression, but the
danmage is done. W felt when Sabre introduced its tools, its Wb
Excl usives tools and its nerchant nodel rates as well as its web
tools for agencies, we said, well, that is to just kind of help
or stop sone of the gushing out.

But if you are a travel agent custoner that has

mgrated to an online -- and over 90 percent of people that have
bought online have been satisfied. Yes, we all hear horror
stories, but 90 percent, if you did a survey, wll say, "W're
satisfied with our online purchase.” That customer is gone.

That customner is gone forever.

How do you get that custoner back? Maybe t hat
custonmer grows up and decides it is going to take a nore pricey
vacation, tour or cruise, where, frankly, | think even your
greatest online advocate will admt, "I need help here. | need

soneone to help ne."

So | do think there is a progression. | think the
traveler is getting nore sophisticated. I think the Internet
hel ps the traveler. | know cruiselines, for exanple, are hoping
that the Internet wll bring about a whole new generation of
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denogr aphi c. Maybe a younger denographic will
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right, an older

be attracted to

Crui ses. Maybe they will then go to a travel agent to help buy

that crui se.

So | do think there is an attenpt to change
behavi or. It won't be an easy task. Some customers are |ost,
but not all. Some custoners, as they mature, mght decide they

want to go back to that or they are willing to

that nmore conpl ex dream vacati on.

pay that fee for

CHAI RVAN W NSTEAD: In a couple of the charts you

use the word "net." | was just wondering, for t
coul d defi ne.
M5. SILEQ Yes. Actually, what i

It really neans total.

he record, if you

t neans is total.

CHAl RMAN W NSTEAD: (kay. Let e open it up. W

have some Conm ssioners sitting out here in the
as up here.

MR ROPER I just wanted to
expr essi ons.

(Laughter.)

CHAl RVAN W NSTEAD:  You are still

MR ROPER  Yes, yes.

audi ence as wel |

see the facial

with us, | hope.

CHAl RVAN W NSTEAD:  CGood. Al right, all right.

MR LAWSON: Dd you find that

review on your discretionaries that, if the pri
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desire of the consuner for accountability increased also? In
other words, they want someone that they can go to if things go
wong, and they pay $3,000 out for a cruise, that they want
soneone locally that they can go to? D d that ever enter into
any of the consunmer comments?

M5. SILEQO Not specifically that question, but we
did ask for -- of course, for air price was overwhel m ng, but
when we asked for cruise and tour, the No. 1 was service, but No.
2 was price. W found they were very close, and those that
wanted price wanted price nore than those that wanted service.
In other words, nore said, "I want -- that is the nost inportant

thing to nme, is price," whereas those that said service were |ess
of a -- but, again, yes, service does take priority over price
when it cones to those products.

MR LAWSON:  Showi ng ny ignorance, for instance, in
California they have a travel seller's |law where the conpanies
have to register. Do the online people that sell cruises, do
they register with California on that?

M5.  SILEQ Well, the cruise bookers, they are

nostly aggregators. So do you mean as an agency, do they need to

do it? | don't believe they need to be accredited to sell a
cruise, but, again, it is really aggregating. But in half the
instances -- and we see this with Travelocity, where you are

actual |y booking through Travelocity, but in many instances you

are going direct to the cruiseline to nake that booking. Cruises
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MR LAVWEON. Ckay, thank you.
CHAl RVAN W NSTEAD:  Paul ?

MR RUDEN: Yes, |'ve got just a bunch of

179

qui ck,

factual -type questions to be sure | understand exactly what this

thing is about.

The Consumer Travel Trends Survey, whi

ch is

apparently, reading this as a whole, one of the core docunents

from which all this was derived, could you just briefly explain

how t hat was done?

M5, Sl LEG Sure, sure. That is a piece of it,
Paul . That is the consumer research.

MR RUDEN. | said it is throughout just because it
is cited so nany tinmes. | realize you have other sources, and |

am goi ng to ask about those, too.

M5. SILEQ kay. The consuner research we conduct

with [ICR I nternational Communi cations Research of
Pennsyl vani a. They are a narket research firm Agai n,
statistically-valid. It is a telephone-based survey of

Medi a,
it is
adul t

Anericans, and we do in-depth surveys. W start with a base of

10,000, and we say, "Have you flown commercially by air

| ast year, using Internet in the |last nonth?"

in the

W take a panel of 500 and we do the in-depth

interview then, where we discuss all these other issues and

guestions about online travel, offline travel, out of this panel
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of 500. This panel, this is where we found that 27 mllion
Anericans have bought travel online, and that is where we extract
alot of the data that we like to use to support the B-to-B data,
which is the sizing of the online car rental market, the online
hotel market.

That is where we do the executive interviews, and
we actually have to call Mark Smith at Amerikeps, and, "Mark,
what did you book on the Internet last year on the Wb and
through travel agencies?" And we have to call Steve in A aska
and ask himthe sane questions.

So it is a conbination of this B-to-B executive
interview research and the B-to-C, which is this consunmer panel.

MR RUDEN. Ckay. So in the B-to-B part of that,
there is no independent way to verify whether the data they are
telling you is accurate or not?

M5. SILEC Well, this is what we do, and that is a
great question because the task at the end is to match it up. |
want to nmake the point that we are very confident in the online
travel agency nunbers because nmany of these conpanies are
publicly-traded conpanies. So we have that, and we need to match
that up with what the airlines are saying. So we do have checks
and bal ances.

MR RUDEN: The 500 people that you say they are
Internet users who have flown conmmercially by air within the past

year. Internet user, any Internet use or air travel purchaser?

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

181
M5. SILEQ They have used the Wb, not |just

e-nmail, they have used the Wb once in the past nonth.

MR RUDEN. For any purpose?

M5. SILEG  For any purpose.

MR RUDEN Ckay. On page 7 at the bottom you are
tal ki ng about cruises, and you say that the cruiselines are going
to nature their Internet sites, and that "This will be inportant
as the nunber of first-time (price-sensitive) cruisers increases

and a large share of potential cruisers do not use travel

agenci es. "

M5. SILEQ It is the wording, | think --

MR RUDEN. | am confused by what you nean there.

M5. SILEQ Yes, it's a wording. It's a wording
i ssue.

MR RUDEN.  Yes.

M5. SILEQ oviously, 90 percent of cruisers use
travel agencies. So what we neant to say was there is a

potential narket out there of individuals, to ny earlier point,
that do not use travel agencies --

MR RUDEN: For any purpose?

M5, SILEQ  For any purpose.

MR RUDEN.  Ever?

M5,  SILEO Ever, or maybe they have through
corporate, through their business, because they have to, but

personally they say online or they call; they use the phone.
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What, about 10 percent of Anericans have taken a cruise. So
maybe there is a whole new nmarket out there, don't use an agency,
never took a cruise, where the Internet can be a place to market
and to sell to a new market of cruisers.

MR RUDEN. Those people, however, would likely be
the | east know edgeabl e about cruising, and, therefore, arguably,
the nost in need of sonebody to help them do it, at l|east the
first time. Wuld you agree with that?

M5. SILEQ I would say that 1is correct.
Absol ut el y.

MR RUDEN. Ckay.

M5. SILEG And if you talk to any -- Cruise 401,
for exanple, they would say that it is getting better, that
initially it was several calls to book a cruise. They are
finding that they are educating the public, but this is a |ong-
termj ob.

MR RUDEN: On page 10 there is a Table 13 that
tal ks about how online travelers, which again are defined, as |
understand it, throughout this as people who didn't buy travel
online, but who use the Internet and travel by air within a year?

M5. SILEO R ght, and sone of themdid buy travel
onl i ne. Twenty -- so there would be 40 percent have bought
travel online. So even though --

MR RUDEN. Ckay, 20 percent of the --

Ms. SILECO O those online travel ers have bought
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travel online. So you have a mx of -- that is what the
representative sanple is to say. Cbviously, still a mnority who
have purchased travel online.

Let's try to look at a representative sanple of
Anericans, and that is what you wll get this one in four
pur chase travel online.

MR RUDEN. And what is travel for this purpose?

M5. SILEG Any -- we do -- one of the criterias,
that they've traveled by air, but when we asked them "Have you
purchased travel online," we do count if they did a car or just a
hotel, if there is any kind of travel.

MEMBER COF AUDI ENCE: Lorraine, is there an age
group --

Ms. SILEO There are denographic breakouts | am
happy to share with you.

MR RUDEN: On page 11, where you begin to build
the scenarios, you said the average agency that you constructed
had $3.4 mllion in gross bookings. |Is that all product lines or
just air?

M5. SILEQ Al product lines.

MR RUDEN. Al product lines. And you have data
for average ticket prices. You used a nunber of bookings. Were
did you get that?

M5. SILEQO R ght. The average, we used HEDNA for

average hotel booking. W used TOPAZ for the average air
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booki ng. W used Respond for an average tour, we used
PhoCusWight data for the other segnents.

MR RUDEN Al right, if you used TOPAZ for the
average price of an air ticket, so that is a business market
price?

M5. SILEO W applied, we did weighting. So this
agency, we weighted that about they do -- 70 percent is consuner
and 30 percent is business travel, because we do understand that
nost agencies will sell sonme of both. W also did weighting, 90
percent donestic, 10 percent international.

MR RUDEN Ckay, and the cost data came from
wher e?

MB. SILEQ Wll, the cost data, we started wth
the ASTA data for 2001, ASTA data, but we brought it --

MR RUDEN. Excuse me. | don't think we have any
cost data.

MB. SILEQ The cost data that we used, but then we
applied it kind of nore toward what we thought would be nore of
an optimal cost structure for an agency. So we actually used
ASTA data, but we just did it --

MR RUDEN. Agency cost data?

Ms.  SILEO Ri ght, because the ASTA had that
salaries and rent was over 50 percent of the cost of a typical
agency, and we wanted to align that nore toward a |ower nunber

for salaries and rent. W thought that we would not be able to

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

185

reach any sort of profitability with those figures.

MR RUDEN Wth the figures that were in the ASTA

report?

M5. SILEO  Correct.

MR RUDEN. Al right. Then on page 12 -- again, |
amjust trying to get a grip on what was done here -- you created

or hypothesized a service fee, an average fee of $16 on 70
percent of the bookings. That is 70 percent of the air bookings,
70 percent of all the booki ngs?

M5. SILEQ Al bookings.

MR RUDEN: And this produced an operating margin
of .9 percent? Is that good? How would | judge whether that's a
good operating nmargi n?

M5. SILEO It was profitable.

MR RUDEN. By the dollar?

(Laughter.)

How about return --

M5. SILEG  The agency was losing on a 19 percent
loss initially.

MR RUDEN. R ght, and you --

Ms. SILEG And we brought it up to a positive

nar gi n.

MR RUDEN By increasing the fee $3?

M5.  SILEQ No, by just -- by applying a fee,
right. That's an average. That would show -- the revenue for
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booki ng goes up, not exactly by $16 because, again, we have only
applied that 70 percent of the tine. So it's not every booking
that we say -- so that's our revenue per booking, assunption is
the $45.39, and then |ooking at all the bookings and applying the
$16 fee to 70 percent of those bookings, we brought the revenue-
per - booki ng up to $54. 63.

MR RUDEN: So were you conparing an agency that
had no service fees to --

MB. SILEO That's correct.

MR RUDEN -- one that had --

M5. SILEQ That is correct.

MR RUDEN. -- a 16 percent profit margin? O, I'm
sorry, a 16 percent --

M5. SILEQ That is absolutely correct. The agency
with a 19 percent operating margin |oss, operating |loss, did not
charge fees.

MR RUDEN. | see. Ckay. Now | understand.

M5. SILEQ Wiich is why when we brought that same
agency and we did the product diversification scenario, we were
not able to bring them to profitability unless it were very
aggressive in shifting to cruise and air and a 20 percent
conmi ssi on.

MR RUDEN: And was that agency, before the $16
service fee was added, earning commssions on any of these

transacti ons?
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MS. SILEQ Ch, absolutely, yes.

2

RUDEN. On the air --

M5. SILEO On the cruise and tour and sonme hotel
and - -

MR RUDEN But not the air?

M5. SILEG  No.

MR RUDEN. | see. Can you give the Comm ssion any
under st andi ng about what has happened to the prices of cruises in
the last vyear, year-and-a-half? They have gone down very
drastically, haven't they? It is widely reported that they have.

M5. SILEQ  From what | understand from the cruise
conpanies is that there was a faster recovery in the cruise
industry than air and hotel, because, you know, hotel occupancy
is still in that 63 percent range. You know about the airlines.
Crui sel i nes have recovered.

Prices, again, when | went and started to talk
about the perception, for what happened after the attacks in
terms of perception that the Internet had all these deals and all
these bargains, and this was not just air. This was taking a
five-day cruise in the Caribbean for $500, and we have all heard
these stories. This is what agencies are fighting against, these
wat er - cool er conversations about who got this great cruise deal
off of the Internet.

DR M TCHELL: Wen you are saying the cruiselines

have recovered, they have recovered in the percentage of people
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who are filling in their ships or the percentage of their incone
or their earning? And | think that refers to Paul's --

MR RUDEN.  Yes.

DR M TCHELL: Because their discounting has been
tremendous, and | expect they are not very profitable.

MB. SILEQ And from what | understand about the
industry, there has been a recovery in terns of price. Even
those cruiselines that have added capacity are now filling their
shi ps agai n.

DR MTCHELL: | think they're filling their ships,
but | really wonder about --

M5. SILEQ | know those great deals are not there
anynore --

DR MTCHELL: |If they're making profits, then they
have really been nmaking profits before now

MR RUDEN  Thank you very nuch. | have conpl eted
ny questions. Thank you, M. Chairnman.

CHAI RVAN W NSTEAD: Thank you. Go ahead, Joyce,
and then Pat.

M5, ROGGE: Lorrai ne, thank you. I just want to
focus for a second on the recommrendati ons that you have nmde.

MB. SILEQ  Unh- hum

M5,  ROCCE: | didn't know if in the process of
going through the research and the work that you have done prior

to this study, if you have seen any evidence of agencies starting
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to use sone of these nethods to hel p thensel ves?

Ms. SILEQ Again, it's a great question. Yes,

when we read Travel Wekly and Business

Travel News, we're

readi ng about those agencies who are doing things right and

they're turning around their business, and they're Carlson

agency, and they've got it all right.
But there are 30,000 travel ag

understand, and unless you go out and actu

encies, from what |

ally survey all of

them | don't see how we could really get a grip on what they are

doing. | know that Travel Wekly does have, they do an excellent
survey. Their issue will be comng out shortly, and that's the
best way to do it. You need to just go out there and talk to

them and say, "Are you really using these tools, and what has it

done for you?"

I highly reconmend that an organi zation |ike Travel

Weekly to continue to do that kind of research, because wth

30,000 agencies, you need to get out there
group, where are they going; what are they
they doing? It is such a fragmented market.

M5. ROGEE: Wuld your experie

and find out as a

t hi nki ng; what are

nce as a researcher

lead you to believe that it is going to vary by size of agency on

what they can adopt?

M5. SILEG M experience as a researcher is that

corporate agencies get it, and there are only a handful of them

anyway. The |eisure agencies in general --
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want to speak for all of them-- don't quite get it, and aren't
quite adopting the tools and doi ng what they need to do.

Talking to Sabre, a mnority of their custoners
have yet to use their tools. They don't want to say that, but it
is true. They have always had where you are able to use your
smal | agency -- for exanple, Sabre has a technology, you could
build a website and use the Sabre back-end and put your [|abel on
it.

Then when it cones down to brass tacks, okay, how
nmany agencies are actually using that? "Wll, you know, it's
kind of a small percentage. W expect it to grow "

DR M TCHELL: But that doesn't mean they don't
have a site just because they didn't use Sabre's.

M5. SILEQ That is true, but they are using the
Sabre &GOS in this case. Sabre does offer really good, | think,
we think, good solutions at a reasonabl e cost.

DR M TCHELL: There are agencies who have sites
that did not use GDS | ooki ng at devel oping --

M5, SILEQ But creating their own tools is so
expensi ve. That woul d nmake no sense for a snall agency.

DR M TCHELL: Unless you are in a group that also
provi des a --

M5. SILEQ That is correct, right.

MR RUDEN. W have such a deal .

M5. SILEQ That's right.

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

191

MR MJRPHY: Thank you very nmuch for very good
i nformati on.

M5. SILEQ  Thank you.

MR MJRPHY: | have three questions. First, one of
our charges is to determne whether the consuner has adequate
information or whether access to information is growing or
shri nki ng. Wuld you comment on that, how the consuner is
treated through all this?

MB. SILEG  Uh-hum  The consuner that uses the --
about 75 percent, by the way, of this panel of Americans use the
I nt ernet. Only 33 percent have ever flown, but 75 percent use
the Internet. I would say if you have access to the Internet,
you have nore information than you coul d ever possibly want.

Then there is the other percentage of the
popul ation that they are not going to use the Internet for travel

information. So they are just not going to change their ways.

Again, the travel agency channel wll still be in
2004 the largest channel for selling travel. It won't be the
maj ority anynore. It will be down to, say, 46 percent, not 53
anynore. But it is still the main way that Anericans wll buy

their travel.

Those that buy online go both ways, online
sonetines, offline sonetimes, also very, very popular. It is not
an all-or-nothing scenario.

MR MJRPHY: Ckay. Secondly, you present sone
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excel l ent recomendations targeted toward the agents. Do you
have any recomendations for this Conm ssion?

(Laughter.)

M5. SILEQ | knew that question was com ng up.

MR MJRPHY: VWll, then | know you have a good
answer .

(Laughter.)

M5. SILEG W don't take the position that there
should be re-regulation. Like others, we do believe, of course,
that DQJ needs to do its job, and DOI, and we understand that.

DR M TCHELL: Wuld you expand on that?

M5,  SILEG Just when you are a consuner, the
guestion is the consuner. The consuner has nore choice than
ever, and the consuner has really right now pretty good prices,
has access to just about anything they want in ternms of travel,
whether or not | want to pick up a phone and be coddled by an
agency or whether | want to book Southwest in five mnutes or
less on the Internet. So the options are there for the consuner.

But, obviously, yes, you need to keep an eye on the
five major airlines. The hotel industry, we talked about the
hotel industry, and | don't think even if you got Starwood and
Six Continents and all of them together, you get half the narket
for hotels. But it is not an issue, but for air it is.

MR MJRPHY: Finally, thankfully, we haven't heard

a lot of the debate today that we had in sone of the earlier

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

193

hearings about access to web fares, but to just replow that
ground a little bit: M/ sense is that, even since we have held
our first hearing, access to web fares for the large Internet
travel agencies has grown. Are Expedia and Travelocity, are they
cutting their own deals, and are sone of them exclusive deals?

Are they getting access to web fares?

M5. SILEOG Well, yes, absolutely. | nean, Expedia
and Travelocity, | know they are in the top 10. | believe they
are in the top five, all travel agencies. So if you are a
supplier -- again, this is, of course, with a snall agency, this

has a deficit; suppliers are going to negotiate with this vol une.

They are doing nore than just negotiating for web
fares. | nmean, they are getting placenent on the search results.
They are getting flashing ads. | nean, this is all about -- it
takes us back to what we talked about, marketing and branding,
because this is what it is about.

Suppliers recognize that Expedia/ Travelocity will
help with branding, and Obitz, you know, help with brandi ng, not
so much -- you know, Orbitz has the unbiased display -- and it
will help with marketing, and wll help them reach as many
eyebal | s as possible for what they believe to be a very efficient
price. Yet, they are being conpensated for it. But Travelocity,
as we know, is losing nmarket share because it is too dependent on
air.

So even if you could strike the right deals wth
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air, that does not guarantee success. Expedia is successful
because of nerchant nodel hotels. Again, the online agencies are

just as dependent as the offline agencies on diversification away

fromair.

MR MJRPHY: Thank you.

M5. SILEO And including Obitz.

CHAl RVAN W NSTEAD:  Paul , and who el se? Paul has a
coupl e.

MR RUDEN.  Just a couple of followup questions.
Now that this thing has surfaced again, do you have any hard
informati on about the percentage of available web fare that
Sabre/ Travel ocity get versus the percentage of web fares that
Obitz gets?

Ms. SILEQ Just those surveys that we have all
seen, the Consuner Reports survey, and the deals, that Expedia
has deals with | guess about five different airlines, but it is
not for all their fares.

MR RUDEN So you don't really have any specifics
about who is getting what percentage of the web fares that are

avai | abl e?

MS. SILEQ These are confidential agreenents.

MR RUDEN. Ckay, | amnot criticizing you.

M5. SILEO | wish I did.

MR RUDEN | amnot criticizing you. | just want

to be clear about, when a statenent is nmde that they are
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absol utely --

MB. SILEO W don't know.

MR RUDEN: -- getting the fares, | suspect that
the reality is sonewhat different.

You al so made reference to Obitz's being unbi ased.
| thought you had quotation nmarks around that.

M5. SILEG No, no, no, no, no.

MR RUDEN But whether you did or not, are you
suggesting that there is a bias issue floating around out there
on the web that we don't know about?

M5. SILEG It is about marketing and brandi ng, and
the suppliers are doing what they have to do to get out there.
Just like you buy a TV ad on the Superbow --

MR RUDEN. That's not bias though, is it?

M5. SILEO Well, | think it's --

MR RUDEN: The CRS regulations define bias as
playing around with the algorithms to distort the display so as
to favor the owner or partner of the website, as distinct from
buying an ad on a website. Buying an ad is not bias. You would
agree with that, | hope?

M5. SILEQ Vell, | do, but you could say, well,
the | argest conpany with the nost noney gets the biggest ad.

MR RUDEN But they bought that ad. That's
part --

M5. SILEQ Right, and you are buying your
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pl acenent on the displ ay.

MR RUDEN. But you don't see a difference between
buying an ad and putting it up that says, "American Airlines --
we're the cheapest and best to San Juan" and putting a query into
a program and having it always produce Amrerican Airlines flights,
even if they are not either the shortest or the cheapest or the
nost direct? | mean, that is what bias was all about in the CRS
rul e environnent.

The term gets thrown around a lot, and | just
want - -

M5. SILEQ It does, it does.

MR RUDEN. -- to be sure that we understand that
those are two different things.

M5. SILEO It does, and | amreferring to, | nean
there have been articles in the major newspapers about this is
not a secret issue --

MR RUDEN: They nmake the sane problem the sane
m st ake.

M5, SILEQ | don't know if it is a problemor a
m stake, but it is away , it is a business nodel.

MR RUDEN. Ckay.

CHAI RMAN W NSTEAD:  Lorraine, thank you very much.
| appreciate it.

M5.  SILEQ Ch, you're wel cone. Thank you very

much.
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CHAI RMAN W NSTEAD:  Thank you for sticking with us.

M5. SILEQ  Thank you for your ear.

CHAl RVAN W NSTEAD: Bob, thank vyou for your
equi prent, letting us keep the equi pment this afternoon.

MS. SILEQ Yes, thank you.

DR JCSELYN: I do windows, and if you have cars
outsi de that need an oil change.

(Laughter.)

CHAI RVAN W NSTEAD: I think we have two renaining
Wi t nesses. | think Ken Button, who's got a class at GCeorge
Mason, is going to start, is that not correct? W thank you for
sticking with us. Then David Butler will follow Ken.

But if you could, for the record, state your nane.

DR BUTTON. Thank you, M. Chairman. M nanme is
Kenneth Button. |'m Professor of Public Policy, School of Public
Pol i cy, George Mason University.

My background is very much as an econom st. My
experience, prior to coming to the states six years, | was
Counselor to the Secretary General Advisory Unit of the OECD in
Paris, where | headed wup the International Initiative to
Deregul ate International Aviation.

For five years prior to that, | was consecutively
Prof essor of Economics at Loughborough University, England;
Prof essor of Transport with the Free University of Anmsterdam and

also the Advisor to the House of Commons Transport Committee.
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Basically, that meant organizing the British equivalent to the
House Transportation Conmittee here.

| cone here as a totally independent witness. I
fly about a quarter of a mllion mles a year. So | have sone
experience. | think | have booked tickets by all forns of nedia,
although yet on the auctions no one has accepted ny bid, but,
ot herwi se, | have used all fornms of transport.

What | would like to do is not to give you any nore
nunbers. You seemto be saturated with nunbers. | think you've
probably got every nunmber under the sun which you could sort
around and define your particular permnutation.

I would rather like to look at sone of the
underlying economic principles and try to explain, as an
econom st, how | see the current situation within its sort of
hi storical context, because | think it is inportant to realize,
I"'msure you all do realize, the world is very dynamic. It is no

good sinply taking a snapshot of what the current situation is.

First of all, travel agents in this country
basically perform four functions, in ny view They provide
i nformati on. They are a repository of information. They are

like a library to the general public about travel.

Secondly, they consolidate, sort, and sift that
information to help the general public back to sone sort of
consol i dative information.

Thirdly, they nake the contacts and bookings wth
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the airlines.

Fourthly, they deal wth docunmentation: tickets,
passports, so on and so forth.

These are, as | say, the four primary functions of
travel agents. O her countries actually have slightly different
systems. Your systemis not ubiquitous.

If you take nost of Western European countries, for
exanple, we have large anounts of inclusive tour activity.
Perhaps 30 percent of the aviation narket feeds into inclusive
tours, where you actually have sone form of agent which brings
together flights, hotels, supplenentary travel, docunentation,
and the travel agent then markets and sells that particular
pr oduct .

So their function in Europe in about a third of the
market is somewhat different than that in the U S Their
consolidation function is probably greater in the US than it
is, for exanple, in Europe.

Secondly, | mght just add this at the begi nning:
The U. S. situation regarding travel agents is also not universal.
I was in Spain 10 days ago and talking to the President of
| beri a. Iberia nade a significant profit, you nmay have noticed
in news released recently, off of their travel agents who are
going through an incredibly flourishing period. The nunber of
booki ngs through conventional travel agents has gone up very

significantly. I will cone back later to why this nay be the
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case.

So the U.S., in a sense, is not exactly the sane as
everywhere else in the world. There are simlarities, but there
are also differences. | give these as points of preanble before
going into ny main sort of discussion.

But why do travel agents exist and why did they
cone into existence? They serve the four functions | nentioned,
and those four functions became inportant, as was discussed this
norning in what | thought was a very articulate presentation by
M. Joselyn, because of the changes brought about in 1978
deregul ati on.

After deregulation, we had a |l|arge nunber of
changes in the system The security and the conformty in the
system was renoved, and there is a need for sone form of
internediary between the airlines and the flying public.

Coupled with that, the 1978 deregul ation brought
about a second nmmjor reduction in airfares. The first major
period of reduction was with the introduction of jet airliners.
They brought the per-seat cost down significantly. That had
real |y been phased out by 1978. A plane today |ooks much like it
did in 1978. Take a plane before 1978, 25 years back, and it
looks a bit different.

So a technology change has taken place. The
deregulation in 1978 brought about nanagerial changes in the

i ndustry, and those nanagerial changes reduced costs, and with it
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that brought in a large nunber of people who could now afford to
fly. These people had not flown before. These people were --
"ignorant™ is not quite the right word, but not very well
i nformed about how the system operated, and the travel agents
performed a very inportant function in that particular period of
time.

What energed to fulfill these four functions |
mentioned was a series of basically hardware outlets, basically,
brick buildings where you went and saw a travel agent. The
difficulty with this is it is a traditional retail problem which
existed at that tine, is that this nade excess capacity in the
i ndustry because each of these small outlets in a sense has sone
degree of nonopoly power.

When people wish to go out and buy a ticket or nake
sone arrangenments with a travel agent, they basically bore two
fornms of cost: the cost of the transaction and the cost of
getting to and getting away from the travel agent. That gave
each travel agent a |limted degree of nonopoly power.

This is not exactly the same as having perfect
conpetition, the standard nmodel which we talk about in antitrust
policy, the standard nodel which we hear about in econonic
t ext books. The nodel of perfect conpetition basically assunes
the cost of each supplier is identical. That is not the case; in
all forms of retailing it is not the case. Basically, the cost

of going to one retailer, even if they sell exactly the sane
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product at exactly the sane price, is different to another
retail er because you' ve got the access problemto that retailer.

Now what has happened since then is that in many
forms of retailing -- and that is really what travel agents are;
they're just retailers -- what has happened in nany forns of
retailing is there's been sone forns of consolidation. That has
happened everywhere. Wal-Mart is a classic case. W talk of the
"Val -Mart effect” in the United States. W talk of the "ASDA
effect" in the United Kingdom W talk of the "La def effect”
in France. It is a worldw de phenonena.

It has taken place for a nunber of quite obvious

reasons. First of all, there's been denographic shifts, people
noving and living in different places, and sinply visiting
tradi tional centers has not become an economc activity. It led

to consolidation physically of nmany activities, and that is why I
think you tend to have more larger physical travel agents and
fewer of the nom and-pop outfits.

Secondly, there have been changes in the type of

product which is being offered. By that, | nean in the old days
travel agents basically were filling many fairly sinple tasks,
sort of A-to-B travel. People's incones have risen. People have

becone weal thier. People have becone nore sophisticated. People
are enjoying different forns of Ilifestyle. They want nore
conplicated travel packages in many cases.

That involves nore sophisticated hardware to be
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owned and operated by the travel agent on the prem ses, where you
have a fixed prem se. That, again, leads to sonme form of
physi cal consolidati on.

So this is a natural process. It is not sonething
which is peculiar to travel agents. W see it everywhere. e
see a situation of Costcos growing, the out-of-town shopping
centers, and so on and so forth. It is a standard retailing
i ssue. One should not be surprised, worried, or concerned about
it taking place in terms of being a nenber of society. It is a
nat ural evol ution.

Then, of course, we came along wth another change
in the system and that is the novenent towards the electronic
syst ens. The CRS systens obviously provided an inlet to the
travel agents, but at the sane tine, of course, ultimtely,
people started thinking, well, how can we exploit them nore
fully?

| perceive the initial use of conputer reservation
systems within the travel agency industry as sinply way of naking
their normal interactions sinpler, offering nore choices to
consumers. It didn't really change the way in which the custoner
felt when he went to a travel agent.

A custoner would go to a travel agent, and instead

of looking through nmanuals and doing some conplicated
cal cul ati ons, whatever, it was done on a screen. I mean, from
the consuner's point of view, that was the change. The

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

204

transactions did not, the business did not change from the
consuner's perspective. A bit faster, a bit nore convenient;
that's good. But it fundanmentally didn't change.

Wiere the fundanmental changes conme is when you' ve
got these devel opnents in new information technol ogy. These new
innovations in information technology do two things. First of
all, they facilitate the existing market, and | do want to
enphasize M. Joselyn's point this nmorning that there is a
significant existing market of direct sales in airlines. They
nmake that nmuch easier for the airlines.

But, secondly, it also allows third parties to cone
in, as it were, step over the traditional travel agent. They can
circunvent the physical building and go directly to custoners.
That is the junpover which M. Josel yn showed agai n this norning.

| think they are the two fundamental changes.

This, in a sense, is not quite as big as the
revolution of the jet engine in air transportation. It is not as
big, | don't think, as the 1978 deregulation. It is one of those
little blips in the system W' ve got new technol ogy and new
systens emergi ng.

Now what does this do for the consumer?  \Veéll,
clearly, from a consuner's point of view, it does give nore
choice, as the previous witness testified. Because travel agents
are there; you' ve got choices on the Wb. Consumers basically

vote with their pocket. They will go to the one which gives them
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the best deal they want. That may involve sonme choice in
quality. It may involve sone choice in those options, but it
does basically mean they vote for the cheapest option avail abl e.

At the noment one sees a situation where they are
gradually opting for going to electronic websites. I ndeed, in
Europe sone airlines have gone further than Anerican airlines.
There is one | know which takes 80 percent of its bookings from
its website. A no-frills carrier. W don't call them | ow cost
carriers in Europe. Al carriers consider thenselves |ow cost in
Eur ope. These are no-frills carriers, and 80 percent the
bookings are by the Wb. They started up; that is the way they
oper at e.

What effect does this have on the travel agency
industry to start with, and then a little bit nore on the what
may happen in the future. But, first of all, it does seemto ne
the travel agency has to ask, what are its main strengths in the
four things it does: providing information; consolidating that
and helping the public with that information; the interface with
the airline, and, finally, the booking arrangenents.

Vll, let's knock off the booking arrangenents.
W're on to e-tickets for air travel, but that doesn't nean there
aren't necessary docunentation activities that have to be handl ed
with the increased anount of international travel taking place in
the states. The big growh sector in air travel, for exanple, is

the international sector. Crui ses take you overseas. There's
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Interactions with airlines? WlIl, travel agents

my wsh to interact wth the airlines.

The commerci al

propositions under which they do it have clearly changed and are

unlikely to change back, unless you force them or the governnent

forces them
The way it operates is, we have
travel agents, as far as they are concerned

coment to M. Ruden's question this norning,

transparency. The
-- and perhaps in

the travel agents

can, but do not have, to quote the passenger the conmm ssion.

They can basically say it wll cost you so much to book this
flight. So in that sense, they don't have, as far as |
understand it, to reveal what the fee is. It is an option they

choose to do, and it is up to themto do that.
But, basically, that nodel has

have to think how much they want to deal

changed, and they

directly with the

airlines, how much they want to act in sone other function.

The consolidation information role, that is where |

think the traditional travel agent does have the trenmendous

conpar ative advantage. People this norning, M. Joselyn, |

referred to him several times, but he did nake the point it took

him 25 mnutes to book tickets on the Wb. |

always leave it to

ny daughter. She's 14, and it never takes her nore than four;

she gets a pretty good deal. Bang, bang,

booked.
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To be honest, there's an educational process here.
If you invest half-an-hour learning how to do it, you note how

to do it, next time around it is pretty sinple. It takes you
hal f-an-hour normally to drive to a travel agency and come back
again. So your investnent in learning to use websites, in fact,
is relatively minimal fromthe tine and effort it takes to go to
a conventional travel agent.

But what the conventional travel agent does is deal
with conplicated trips. My daughter does not deal with conplex
trips. She would not dream of trying to do it, because that does
i nvol ve personal interaction.

The reason for that is sinple. Mst people making
a conplicated trip or leisure activity, whatever they are doing,
is not actually clear on exactly what they want nost of the tine.
They want certain things. They want to go to some sun. They
want to cruise. They want a various plethora of attributes.

What the Wb is good at is when it is selling
basically just one or two attributes: a cheap fare or service
whi ch goes once every hour, where you' ve got very clear, defined,
single attributes. Once you get a multi-product attribute, this
is where the personal skills cone in. So that | would perceive
to be the role in the future of the travel agents.

Wiere does this all fit in with the overall picture
of transportation? Because, clearly, one has to understand why

these things are happening and why the airlines are noving in the
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directions they are.

M. Joselyn nade the point this norning it has to
do with revenue. (Qher people have nade the point, having that
evidence, it has to do with cost. It is actually to do wth
both. Both are invol ved.

First of all, the airlines thenselves actually gave
anay the role of their travel agency responsibilities with
deregul ati on. They could have taken on that role thenselves.
They decided to basically outsource it. In their eyes, it was
not commercially viable because of the transactions cost
i nvol ved.

That worl d has changed. |It's changed because those
transaction costs have cone down. They can relatively easily
internalize many of these costs and do the operations thensel ves.

Therefore, in ternms of the price ultimately charged to the
customer, the cost to the customer, that ultinmately comes down.

The airlines and the other travel activities -- we
talk about airlines a lot, but, of course, hotels are also
involved -- their costs cone down; they get nore business. So
there is a logic in that. Particularly, the airlines thenselves
need revenue, and in this particular short-termthey need revenue
because their old nmanagenent systens are not functioning as
efficiently as in the past. Therefore, they are strapped for
revenue. Therefore, this systempulls in additional revenue.

I would like to think of the air industry a little
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bit like a sort of value chain, which the whol e val ue chain makes
a profit. By the value chain, | nmean manufacture of aircraft,
airports, air traffic control, airlines, travel agents. The
whol e system and structure makes a profit as a whole; the issue
is how you share out that profit within the industry.

In recent history the airlines have not been naki ng
a rate of return which covers their capital costs. Cearly,
their share is insignificant to sustain the system and what they
are trying to do is to claw back from other parts of the system
whi ch are profitable, or have been profitable, sone revenues.

My own personal view on this is that probably it is
a short-term solution because | think the very rapid changes in
technology are going to make the nargins on travel agent
activities or electronic versions of it so snmall the anmount of
revenue is not going to be nassive. But, nevertheless, that is
essentially ny view of what is happening. It is a situation of

an adjustnent in the system at the sane tine as technology is

changi ng.

Now what do you do in terms of recomrendations in
these situations? Well, | have sat on a nunber of conm ssions in
ny life. That is why | keep ny evidence short. I've also

advi sed on many.
But | renenber the words -- and | can't renenber
the gentleman's nane, a very emnent British judge who served on

sone pretty senior conmssions having to have to do with death
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penalties and things, so a little bit nore serious in a sense
than this one. He nade this view He said, "If |'m naking
recommendations, | reflect on this: Wuld | have nade those
recommendations two years ago? ['m absolutely certain of the
ri ght recomendati ons now. I'm never absolutely sure | have
enough information to be convinced these reconmendati ons woul d be

the ones | would make in two years' tine.

My view is that, quite frankly, the travel agency

i ndustry, the transport sector in general, is in such a state of
flux, as illustrated by, | think, a relatively sinplistic
flowchart put up by M. -- sorry, Dr. Joselyn; 1'm underplaying
the guy's qualifications; | apol ogize.

Dr. Joselyn summarized the situation entirely.
There are so many interacting |inks. They are changi ng al nost
hourly, weekly, and we have no idea of the outcones. The data is
imperfect. The basic situation is to sit and wait and see what
i's going to happen.

This judge made another conment. He said, "Wat
one ought to think about on a conmittee is the committee ought to
act bravely." By acting bravely, he neant produce a short report
that sinply said in the short-term let's |eave things alone and
find out exactly what's going on.

Thank you, M. Chairman.

CHAl RVAN W NSTEAD:  Ken, thank you very much. | am

sure there will be a couple of questions, but one for the record
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was the issue or your suggestion about travel agencies and their
nonopol i stic power.

DR BUTTON  Yes.

CHAI RVAN WNSTEAD: | think that is quite different
than what we heard to date at the hearing. | was just wondering
if you could sort of define nonopolistic conpetition --

DR BUTTON.  Sure.

CHAl RVAN W NSTEAD: -- from how you use it in your
st at ement .

DR BUTTON Monopol i stic conpetition, it is a
pretty standard things in sort of 201 Econom cs and mi ssed out in
101. Essentially, nost nodels of conpetition make certain
assunpti ons. Al economsts basically live in a dream world of
assunpti ons.

Perfect conpetition assunes, for instance, you have
atom zed supply, a large nunber of small suppliers. W have that
in the travel agent industry. It assunmes you have perfect
informati on, which you don't, the custoner does not have in the
travel agency industry because they go to travel agents to get
i nformati on.

Thirdly, it assumes you've got a totally -- how to
put it -- a totally elastic supply of travel agency services.
That is not the case because each physical travel agent is at a
particul ar | ocation, and you have to visit it.

So, in a sense, if you wanted full information
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about all the possibilities -- put it this way: If you wanted
full information about all the possibilities of travel, you would
actually have to visit every travel agency around to get that
i nformati on. That is sinmply not physically possible. But that
is one of the nornal assunptions of conpetition.

Now i f sone of these assunptions are violated, what
you end up with is a situation of excess supply, where the unit
cost is slightly higher than it would be if you had a snall
nunber of suppliers.

W can think of this perhaps in terns of having
four corner stores on a housing area, each charging $1.50 for a
Coke instead of having one in the center which could charge $1.40
because it would enploy less labor. There would be less need to
carry stock. The inventory would be lower, and so on and so
forth. Basi cally, by spreading out your supply, you essentially
push up the unit cost. So that is what | nean by nonopolistic
conpetition and excess supply.

If I can add sonething to that, it does also have
sone advant ages. It does give consumers choice. Because in ny
exanple of the four corner stores conpared to the one in the
center, the consuner can choose between those four, and they nay
li ke the person owning one store rather than going to the center
one.

The sane with travel agents; they may actual ly have

nore confidence in sonme travel agents and less in others. They

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

213

must find for sone intangible reason that some travel agents
provide a better service. So there is that plus to it, but,
equally, from a strict cost point of view you tend to get
overcapacity.

It is not sonething new | have dreant up. It goes
back to two parallel pieces of work in the thirties. | nean, it
is not revolutionary.

CHAIl RVAN W NSTEAD:  Thanks, Ken. Let me ask -- |
know we've got sone questions on the right, | know inmediately.
Paul , go right ahead. | didn't see another hand fly up.

(Laughter.)

MR RUDEN vll, 1 have learned from hard
experience over nany, nmany years not to tangle with econonmists
too much.

(Laughter.)

But in the scenario you just described of the four
corner stores, when you talked about the one store, was the
assunption there that it was the fifth store or the only store?

DR BUTTON. The only store.

MR RUDEN: And your scenario is the only store
woul d end up charging |lower prices than the scenario of four who
were on corners opposite each other and conpeting with each
ot her ?

DR BUTTON  No --

MR RUDEN: If | heard you correctly, you said
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$1.50 versus $1. 40.

DR BUTTON | did say that it would happen.
Technically speaking, you could have -- in terns of economc
efficiency and excess capacity, it has to do with the unit cost
of providing it. So in this case, if you have a nonopoly single
supplier in the mddle, then that is a problem I did that
sinply as illustration for the cost side of things, in fact. M
argunment would be that in that case you woul d have the potenti al
for nonopoly.

Alternatively, in the travel agency case, when you
cone back to it, you are actually finding there's nore suppliers
coming on the market, not having a single nmonopoly in the mddle.
I was going back to the case of bhefore the electronic system
cane in, when you sinply had your standal one travel agents.

MR RUDEN. Wll, that was the scenario where you
said not rmuch fundamental change, when that |evel of automation
first cane in?

DR BUTTON: Not when the first electronics -- the
websites --

MR RUDEN  The beginning of the first electronic
revolution in which agents automated with CRS produced a result
in which wvirtually every agency had essentially the sane
i nventory as every other agency across the United States

DR BUTTON  Certainly.

MR RUDEN. Ckay.
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DR BUTTON But then you get the halo effect on
top of that. You have to interpret what is on the CRS system

MR RUDEN. Right, and that is one of the jobs, one
of the functions agents do --

DR BUTTON. Exactly.

MR RUDEN: -- that you nentioned before, if |
heard you right?

DR BUTTON That's right.

MR RUDEN. So there's actually five?

DR BUTTON:. No, that would be nmy second one, the
consolidation of information and bringing the information
t oget her for consuners.

MR RUDEN Al right, I'm sorry, | msunderstood
you. That would include the evaluation --

DR BUTTON  Yes.

MR RUDEN. -- the giving of advice?

DR BUTTON  Yes.

MR RUDEN: Wuld that also include post-event
service for issues and problens that seemto crop up fromtine to
time in the air travel business?

DR BUTTON. Probably yes. | mean, they basically
woul d advi se the custoner what to do if they had sone difficulty.

MR RUDEN And negotiate on their Dbehalf
afterwards to get them help? That's part of that sane second

thing --
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DR BUTTON | put it under that second. It nay
cone under docunentation, if there is a necessity for
docunentation for clainmng noney back. | nean that would fit in
sonme way.

MR RUDEN: I've got a bunch of other questions
that | want to walk through quickly in your witten testinony,
but I do want to address and clear up one thing about this

observation you nade about agents having to disclose their
servi ce fees. The fact is that it is not optional because the
travel agent is not permitted to include the service fee in the
price on the documents, whether it is an e-ticket or any other
type of docunent. They have to report that separately and
collect it separately on a credit card form which appears as a
separate charge on the client's statenent. So it really is the
case that the airlines have done that to the agents uniquely, |
t hi nk.

When you talk about efficiency in your testinony,
Prof essor, you say efficiency is the provision of a service that
neets the demands at the lowest price. |s that the same thing as
saying that it neets the demands at the best ratio of inputs to
out put s?

DR BUTTON: Assuming everything is priced
correctly, yes.

MR RUDEN. (kay. Have you done any studies of how

travel agents and their clients communicated with each other
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during the period of the eighties?

DR BUTTON: No, |'ve read sonething on it. I've
done none nyself -- in the British context as well, not the
Aneri can.

MR RUDEN. The use of tel ephones, for exanple, to
comuni cate would, if | accept for the noment, hypothetically,
though -- | do not accept this notion that there is nonopoly
power arising out of |ocation. The use of telephones would

pretty much wi pe that power off the nmap, wouldn't it?

DR BUTTON It is. | nean, if | recall from
Britain, which | assume is much the sane -- | nean relatively
devel oped --

MR RUDEN You have worse traffic than we do, |
t hi nk.

(Laughter.)

DR BUTTON:  What you tended to find in the travel
agents, | renmenber sone surveys done in the -- it would be around
1987-88, around that time -- that certainly tel ephones were used

widely for what you might call singular trips, you know, if you
are going from sinply Wshington to Detroit and back. But
personal visits were pretty comon in terns of making bookings
for nore conplex travel activities, not just travel but hotels,
and so on.

Then | think there was a survey done by the British

Travel Association or sonething. The survey was done in the
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context of |abor utilization.

MR RUDEN. This nonopoly power that you descri bed
travel agencies having is actually an attribute of every business
that has a physical presence, no natter what it is --

DR BUTTON. Exactly.

RUDEN: -- including ny child s | enmonade stand.

BUTTON  Exactly.

3 3 %

RUDEN: Okay. On page 6 of your testinony you
said that nmost of the other actors in the value chain make a
reasonabl e return over the business cycle.

DR BUTTON.  Uh- hum

MR RUDEN. Wich sectors are you referring to?

DR BUTTON. There was a study done by MKinsey --
| can provide you, if you like, subsequently with a photocopy of
-- of the returns earned by each of the sectors involved:
aircraft manufacturing, CRS systens, airports, and so on. |If you
woul d like that, | can subnit that.

MR RUDEN You're not saying that airlines and
travel agents necessarily make --

DR BUTTON. Airlines are making a profit with --

MR RUDEN -- reasonabl e returns?

DR  BUTTON VWll, reasonable return is taken
somewhere between 9 and 7 percent. You' ve got the airlines wth
bel ow that. Travel agents are slightly above it, | believe.

Aircraft manufacturers are way above it. These were long-term

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

219

RUDEN: |f you could supply that --
BUTTON: Yes, it is a MKinsey study.

RUDEN. -- | would appreciate that.

2 % 3 3

BUTTON: Certainly, |I shall send that to you.

MR RUDEN: You say that Orbitz can be viewed, on
page 7 of your testinobny, as a revenue generation nmeasure. Could
you expl ain what you nean by that?

DR BUTTON. Well, sinply | think the airlines want
to have control over their revenue flows, and by setting up a
subsidiary in a sense, they are closer to that flow than going
through a disparate nunber of channels. You know, it gives them
a closer view of the picture.

They, basically, also want revenue --

MR RUDEN. A closer view of what each is doing?

DR BUTTON Wll, no, no. A closer view of the
overal | market. But there's two aspects. There's that. The
second one is -- and, therefore, they have nore information --
the second one is, of course, involvenent. That soneone presunes
that that would generate revenue, hopefully. They nmay hope so
anyway.

CHAl RMVAN W NSTEAD:  Gerry is going to junp in.

MR RUDEN Well, go ahead, and maybe you can cone
back.

CHAl RVAN W NSTEAD:  Gerry and then Ted and then --

MR RUDEN: | always get this pressure; | don't
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understand it.
(Laughter.)
CHAl RMVAN W NSTEAD:  Gerry, go ahead.
MR ROPER | love to harass | awyers.

(Laughter.)

Many wi tnesses today and in the past -- and | could
ask this of David, but, you know, you're here -- | think have
made sone recommendations. | would just like to try to sum them

up and see what your thoughts are on the foll ow ng:

Probably what | have heard today is worry |ess
about Orbitz? You know, | nean sort of get the focus of that and
ook at market shifts, so you don't place all of your revenue
dreans on just the airlines. Technol ogy enhancenents are
critical to the future of not only the travel agents, but
probably other people in the travel industry. Charge service
fees, and we saw that that seened to be a good recommendation,
and find new clients; i.e., those people who have not travel ed,
have not been on a cruise. Reduce your expenses because that is

what everyone is attenpting to do or you are going to go out of

busi ness.
| mean, does that sort of sumsone things up for --
DR BUTTON. W cone back to the question which the
Chairman asked the previous witness. It seens to me, are you

maki ng recomendations to the travel agency or are you making

recommendat i ons for policy?

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

221

The travel agency industry is an industry. If it
has got flaws wthin itself -- for exanple, there's the
perception that online web fares are |lower than those of travel
agents -- then there is sonething wong with the industry. They
are not narketing thenselves well. | amnot altogether sure. |
nean, public agencies, you can't tell themthat; they should know
it. Their sharehol ders should tell them and sonething should be
done about that.

I ntroducing the appropriate technology, that's the
travel agent's job. It is not the job of a recomendation of any
committee, public comittee. It is a job of the industry, and
t he sharehol ders should tell themthis.

Tal ki ng about fees, | happen to think fees are the
way forward. They are sinply there, and they are the way nost
things are charged for. | nust confess | was slightly incorrect,
and | didn't know that, about showing up these fees. It does
seem to ne that if soneone is selling a product, that person
should have the right to actually just sell that product and
charge it as the product they are selling. So it is the ticket
plus the service they are adding in.

If we go to a retail store, | don't buy a shirt of
a certain price and then have a certain anount added on because
the sal esperson has dealt with ne, hung it up, nmarketed it. I
mean, | find that w ong.

I think that | would make a recommendation that
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that should be renoved. There should be the ability of travel
agencies to sell the product as a conprehensive product.

In terns of new markets for travel agents, again,
that is their job. That is their job to go and find it. | nean,
that is what the custoner pays themfor. |f the customer doesn't
want to pay them for it, then the customer is clearly
di ssatisfied with them

That is why | cone out with a very limted range of
recomrendat i ons. | didn't realize the one about the fees. | f
that is the law, then | think that one is something that shoul d
be | ooked at.

I think the antitrust policy 1is in place.
I npl enentation, to go and tell the Departnent of Justice what
their job is, well, commttees do that. | suspect, though, that
the Department of Justice would probably sit back and wait a
l[ittle | onger.

| nean, this Commission, as | understand it, was
initially envisaged two years ago. Wuld you be discussing
Obitz two years ago? Wuld you be spending all the tine one
t hat ?

The world is in a state of flux. Wen you've got
flux, the best thing to do is to settle down and then find out
what the real underlying problens are. It seens to me in this
case the market is actually working pretty well on many scal es.

There are nore efficient technologies com ng
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online. W've got a vast range of choices for consuners. It is

relatively easy to access. | nean really,

learning to use these websites is trivial.

| mean the cost of

| really don't see in the short-term what the

problemis. O course, there nay be problenms down the road, but

given technol ogy is changing, given the structure of the industry

is changing -- | was a professional forecaster for many years. |

tell you, | look back on ny forecasts, and |I figured | was pretty

good, and they were di sastrous.

This is a market econony. It is not a planned

econony. You don't know what is going to happen. Basically, you

sol ve problenms when they crop up. You don't try to anticipate

t hem

CHAl RVAN W NSTEAD: Ted, |
guesti on?

MR LAVWBON: Just two quick
interested from another position on another
were talking about the hubs of the airlines
carriers and how they conpete, the hub airli
the | owcost carriers. | believe your testi
in the hubs the consumer does suffer from
there's less conpetition in the hub cities, is

DR BUTTON Wll, | actua

think you had a

ones. | was very
task force that you
versus the | ow cost
nes conpete agai nst
mony i ndi cated that
the standpoint that
that correct?

I[l'y looked at hub

airports and did an analytical study. It is quite interesting if

you look at the hub airports in the US.
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there are, they do tend to attract, other things being equal, a
| arge nunber of high-tech jobs. In fact, in the US. their
attraction average about four years ago was around 12,000 extra
hi gh-tech jobs, you know, just holding everything else constant
and hol ding the size of the airport constant.

So hubs have got a lot of attractions. The point
is there may be higher fares. Certainly, a GAO study suggested
sonewhat hi gher fares at hubs. But, on the other hand, there are
certain attributes that go with a hub. You use one airline to
get frequent flyer mles for just one thing, but, equally, you
get a whole range of direct services if you live in a hub city.
You have | ounges.

There's a whole portfolio of things which can nake
them attractive for certain travelers. Qher types of travelers
need/ seek other attributes. Therefore, in a sense, it is nore
expensive, a hub, in probably noney terns on average, but, on the
other hand, you are getting a different package of goods and
servi ces.

MR LAWSON: | guess ny point being, comng froma
smaller city that, for instance, Southwest would not be
interested in, the hubs are a vital concern to cities |ike
our sel ves because we connect to them

DR BUTTON.  Right.

MR LAWSON  Yet, these airlines at the hub cities

seem to be suffering the nost. From an econom st's standpoint,
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do you have a renedy for that?

DR BUTTON: Let ne tell you, one thing | am doing
at the nmonent is a very large study for the Association of
European Airlines, who have asked ne exactly that question. I
suppose the answer is, it depends on if your fare is larger than
theirs or not.

(Laughter.)

It is a problem The difficulty is right. | mean,
Sout hwest provides a superb type of service for a |arge nunber of
people, but it does provide a conprehensive range of services.

What you are finding in some parts of Europe is you
are gradually getting in sone very lowcost, no-frill carriers
whi ch nmakes Southwest |ook positively |uxurious. They are
serving sonme quite snmall cities.

You are also finding in this country, | notice,
that sonme cities are actually getting together -- well,
businesses in sone cities in the states, the businessnen are
actually getting together to guarantee a certain anount of
revenue for carriers to continue to operate, irrespective of
whet her the nunber of flights make up to that revenue or not,
sinply because they feel the benefit of having the availability
of this service exceeds the anmbunt they use it. It is a sort of
standby capacity concept. So there's a nunber of ways in which I
t hi nk these things can be hel ped out.

But one thing | would say, people have seen the
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nmarket for aviation as static. The crucial thing, of course, is,
with the exception of the last year or so, it grows pretty
steadily over time. A growing narket does actually increase the
potential for new entrants, increases the potential for existing
carriers to carry nore passengers. Peopl e's incones are rising.
Theref ore, people have nore disposable incone. It is a dynamc
mar ket .

It is difficult to say what you do about the
| eaning forks on a hub-and-spoke system It is troublesone.

CHAl RMAN W NSTEAD: Ken, let me just ask one. Ken,
do you have a class at 4:30?

DR BUTTON: | can make it okay there. It is only
on transport safety and security; it's nothing inportant.

(Laughter.)

MR LAWSON | just wanted to follow up. Your
definition of the Tom Sawyer effect is, | presunme, you do
your sel f.

DR BUTTON. That's the other guy.

MR LAWSON: Ch, okay, | see, okay. That's fine.
That's all.

CHAl RVAN W NSTEAD: Do we have any ot hers here?

MR MJRPHY: | just have one question. | nust say,
as you sumed up your witten testinony, it remnded nme of ny
career in the federal government when | would find nyself

sonetines over in the Ad Executive Ofice Building dealing with
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sone other President's economc advisors, and they would
constantly tell us, as we would cone over from the Executive
Branch, that governnment failure nmay be worse than market failure.
So think very carefully before you try to nove.

In that |ight, you suggested, based on what exists,
you think perhaps periodic reviews mght be the nost inportant
thing you think we could do. Could you elaborate just a little
bit on that?

DR BUTTON | think that when you've got a state
of flux in the narket, you obviously don't know what the
i medi ate outcone is going to be. But the difficulty is you can
have problens that creep up on you which you nay be able to
anticipate in advance, not necessarily act on them but |ook at
t hem

You talk about the Council of Econom c Advisors;
they are the leading indicators in a sense. You try to highlight
things you may want to look at ina little bit nore detail.

I was sinply hypothesizing that one may, sonething
i ke the European Union does, naybe even broader than just travel
agents, which | think is a little narrow perhaps, but the
European Union has periodic reviews of its packages of
deregul ation for aviation.

In Canada they have periodic reviews of transport
regul ation, every five years, | believe. | advised them on the

| ast one.
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So those sorts of things concentrate the mnd on
what the current problens are and what may be comng up. The
recommendati ons on them are usually fairly general indicators of
where things may be |ooked at in nore detail. I think that is
hel pf ul .

The difficulty, of course, becones it can be very

cunbersone with large commttees. The Canadian one is quite
small, and you basically focus on certain things which appear
i mportant.

MR MJRPHY: And in this country woul d you see that
done by the Executive Branch, these periodic reviews?

DR BUTTON: | think you need it -- it has to be
i ndependent of transport or Justice and environnent as well, EPA
because environnment comes under transport. | would think you nay
well want it done by something |ike the Executive. I am not
sufficiently famliar with the legal structure, but | have
t hought it probably would have to be outside.

MR MJURPHY: Thank you. | appreciate it.

CHAl RMVAN W NSTEAD:  Paul ?

MR RUDEN:  Yes.

CHAl RVAN W NSTEAD:  Ckay.

MR RUDEN W have, of course, sonme of the kind of
review you are talking about. The living exanple that interests
everybody in the roomis the CRS regul ations. They were supposed

to be reviewed in five years, and it has now been ten years
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DR BUTTON  Yes.

MR RUDEN. So | guess we have a "tines two" rule
her e.

(Laughter.)

| understand this thought about governnent failure
versus narket failure, but isn't it also true that one of the
functions of governnent, especially in the antitrust area, is
precisely to investigate and act on market failures to be sure
that they don't persist? Wuld you agree with that?

DR BUTTON  Yes, indeed.

MR RUDEN. One area where, if you want to call it
"regul ation," you could --

DR BUTTON Oh, | do. | do.

MR RUDEN | do, too. That is an appropriate
thing for the governnent to do?

DR BUTTON  Yes.

MR RUDEN. Ckay. | also respect, though |I don't
perhaps agree wth it in the finer level of detail, the
proposition that you want to be careful where you intervene.
Things are changi ng. This industry is in constant change. | f
people look for equilibrium however you wish to define that
term | would suggest that if you go back | ooking for equilibrium
as far as 1945, when jets started coming in, you will not find
equi li brium anytime during that period.

So if you adopt a philosophy that we are sinply
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never going to intervene, no matter what happens, because the
thing is fluid, then intervention sinply is out of the question.
But it is not out of the question because you agree that
antitrust is an appropriate area to intervene.

Wth that predicate there, does it not concern you
at all that the five largest airlines on the plant have gotten
together to intervene in the retail portion of the marketpl ace?

DR BUTTON: vell, first of all, two questions,
let's take the general question first. | think intervention is
important. Everything is in flux all the time. There's never an
equilibrium but there are certain tines when the flux is so
considerable that it is best to let the thing settle a little bit
to really see where the wood is and where the trees are in the
system | think that is the case maybe with the travel agents.

Regarding the five getting together, that is an
interesting question in itself. It is also happening, of course,
in Europe to sone extent with Qpodo, which you are probably
famliar with., It is a slightly different structure, of course.

MR RUDEN: The government actually caused that
structure to change over, didn't they? D dn't they do sonething
about the MFN in Qpodo?

DR BUTTON | don't know, to be honest.

MR RUDEN. Ckay.

DR BUTTON | don't know.

But regarding the five getting together, the gist
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of the Sherman Act is not that a nonopoly is a bad thing; it's
the actions of the nmonopoly which is the danaging feature. It is
basi cal |y a structure/conduct/ perfornance-type test.

My point at the nmonent is, they may be setting up
-- it is not a nonopoly. let's be honest; it is no way near a
nonopoly. They haven't got a very large market share. There is
a fear of a nonopoly.

This may be where you do have periodic reviews
because a few years' tine, whatever the period is, there may be

nore public concern about that nonopoly. Therefore, it should be

| ooked at.

So, in that sense, there is this tradeoff between
governnment and market failure. Wat you want -- | think | tal ked
about it in the report, ny notes; | can't renenber -- we're

basically looking for sonething called workable conpetition
where the competition works as best as it can and better than if
you try to interfere too nuch with it. Sonetines it goes one way
or the other, but periodic reviews would certainly allowit to be
| ooked at.

But why | suggest it being larger than just trave
agents is because of the point you just nmade. If it is very
smal | and sonething |ike CRS systens or travel agents, there is a
tendency just to nmove on, drift on. If it is larger, you can get
the bi gger picture.

But | do like the notion of the value chain, where
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travel agents, airlines, and other parts of the system sort of
fit into that picture, and the whole picture needs to be | ooked
at periodically.

MR RUDEN: Ckay. Qur assignment, of course, is
not really just to look at travel agents, but to |ook at
consuners and their relationship to the information sources and
supply in the entire air transportation system which is a pretty
bi g picture.

Thank you, M. Chairman. Thank you, Professor.

CHAI RMAN W NSTEAD: Thank you. | really appreciate
it, Ken.

DR BUTTON  Yes.

CHAl RVAN W NSTEAD: | hope you nmke that class.

DR BUTTON Wll, they have to do their
presentati ons today for grading.

CHAl RVAN W NSTEAD:  Ch- oh.

(Laughter.)

Thank you very much.

Qur last witness is David Butler. Again, David, we
appreci ate your sticking with us to the end of the day.

Also, Ann, vyou had some famliarization wth

David' s work, right?

DR M TCHELL: | became aware of David's research
when he called ne, when he saw that | had been appointed to the
Comm ssi on. It is rather recent research, and | think he has
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sone information that can be hel pful in our overal |
under st andi ng.
CHAI RVAN W NSTEAD: That's great. Vel |, thanks

again for joining us.

DR BUTLER Vell, thank you all for sticking
around vyoursel ves. The perspective out there is a lot easier
than, |'m sure, the perspective is up there after the fourth
heari ng.

(Laughter.)

Let me give you a little bit of background. Once
again, ny nane is David Butler. I'"'m an Assistant Professor in

the Internati onal Devel opnent Program the Departnent of Econom c
Devel opnent, at the University of Southern M ssissippi. I am
al so President of Butler and Associates, a consulting firm

The research that | am going to talk to you about

was undertaken roughly, was conpleted about a year ago, and it

was ongoing for about two-and-a-half years. |t was funded by the
Department of Transportation which | was an Ei senhower Fellow
from 1999 to 2001 under Dr. Eileen Paine. | want to mention her

and the programfor appreciation.

Let me tell you about bias. | don't consider any
one -- and, you know, | wll get to it -- any technology to be
unbi ased. You can only get as neutral as possible. Some of ny
biases are, No. 1, | own some Southwest Airlines stock, a

whoppi ng 50. 22 shares. As you can inmgine, during the annual
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neeting they're just waiting for ny proxy statenent to show up to
swing a vote.

(Laughter.)

I'"'malso a Northwest Airlines frequent flyer.

(Laughter.)

QG her than that, | have no interests directly in
any travel agent, any other airline, any CRS, or any balloon with
any of these.

I amgoing to tal k about each segment that has been
under the review consurmer, CRSs, the travel agents, and the
airlines.

My fascination with airlines goes back to when |
was a kid looking up and seeing airplanes, reading Aviation Wek
-- 1 was in mddle school -- and following the industry overall.

It is something |I'm fascinated by. The leaders in the industry
that brought it about, | was fascinated by.

The CRSs, @DSs, Obitz, et cetera, they are
information hub collecting mechanisns, not dissimlar to what |
do as an academic, which is trying to figure out what in the
world is going on in the mnd of the consumer, what they |ike,
what they dislike, and how to |leverage that. I leverage it for
academ ¢ publications and di ssem nation, GS owners, airlines. |
leverage it for profits. W are in a very sinilar business.

Travel agents, | read the testinmony -- | assune

nost of you all have -- for the last three sessions. Travel
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agents have gone everywhere from wearing the black hat, being the
worse thing on Earth, to wearing the white hat and saving
everyone. In reality, travel agents are sinply entrepreneurs,
just like everyone else who is a small business owner, a |large
busi ness owner.

They start their business in the United States, try
to make a profit, and nost of them that | have researched over
tine are trying to bring their love of travel to people. Are
sone of them nore biased than others? Sure, they are, but,
basically, they are entrepreneurs, in a nutshell.

The consumer, | don't believe consuners are dupes.
I think they are efficiency mechani sns, especially collectively.
Wiether it is on the Wb or any other means of collecting
information, they go out, they seek it out; they say, "I'mtired
of seeking information." They make a decision on the information
they have collected at that tinme.

So whenever you are discussing or whenever we are
tal king about the consumer, | want to keep that in mnd. They
are not perfect information collection sources, but neither are
they a vast vacuum of information. There is sone mnoderation
somewhere in between all of those.

When you talk about the airline industry and put it
into some historical context, nost of this testinony that | wll
talk to you about is from the |arger perspective. I am | ooki ng

at the forest, not at the individual trees, and | am | ooking at
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trends over time and the |ogic enbedded within it.

Airlines are, by default, one, a governnent-
subsi dized entity historically with airmil contracts. If it
were not for the federal governnent, airlines would not exist in
their current incarnation.

No. 2, airlines are, through the CRAF regul ations,
by default, mlitary air transport. I f people thought that was
gone, Desert Stormreinstituted that clearly.

No. 3, airlines are also a reserve of mlitary
airline pilots. Wiether they are reserve pilots or not, they are
still there. They know howto fly the aircraft.

No. 4, airlines are a show of the flag domestically
and overseas. Airlines are the United States, be it in the air,
whether they are bonbed over a country, whether landing in
another country. It is this synbol that is the reason why a | ot
of countries that should not, or probably could not, afford an
airline actually do have an airline.

Airlines are also an econonic devel opnent tool.
Wiether it is through governnent subsidies to help airlines serve
smal | conmmunities, building airports, infrastructure, they are an
econom ¢ devel oprment engi ne. Busi nesses, travelers, consuners,
all use airlines, and it is a noney-fl ow system

Last, U S airlines are a restricted industry in
the United States. Control over the shares of the airline are

restricted in terns of nationality. Li kewise, so is access to
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the United States in terns of foreign carriers.

Al right, let's get to the neat of it, after all
that is done. There are two basic philosophies in the US.
airline industry. You have prem um pricing and you have di scount
prici ng. Premum pricing, in a nutshell, is airlines, and nost
of these are the large hub airlines, are going to try to get as
much noney as possible per seat avail able.

That means that if they can charge $1,000 a seat,
they will do so, if the market will bear it. And if the market
doesn't bear it, they will constantly bid down that price to fill
up the maxi mum nunber of seats possible. That is the standard
nmeasur ement, standard technique that most hub airlines have used.
That is what yield nmanagenent is used in airlines to naxi m ze.

A second phil osophy underpinning airlines is use of
the discount, using Southwest as the main exanple, is the "Wal-
Mart strategy,” what | described it as. Basically, you go into a
nmarket and you don't ask, "How nmuch can | charge per seat to fill
up the seats?" It is, "Wuat's the lowest | can charge per seat
so that | can fly as many routes out of here as possible to get
as many people on it?"

Now they nay seem like a gray area, but | think
these are two fundamentally different processes at work. Because
of the two different philosophies at work, they inplenment and
they use information technol ogies differently because it nakes a

difference on what they are trying to absorb out of each
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consuner, information they are gathering, and how they are using
it.

Airlines, just outside of the financial sector, are
the No. 1  user, devel oper, i ndependent organi zation on
informati on technol ogi es. If information technol ogies were not
in existence, airlines could not do nost of what they do. Though
I know there's a lot of criticisnms of what they do and how they
doit, if IT was not there, it would be nuch worse.

What's not in the testinony, just to give you an
exanpl e, Robert Candall, fornmer CEO of Anerican, actually, |
believe during the CRS regulation conmittee hearings, actually
made a statenent, and sone took it as tongue-in-cheek; sone
didn't know how to take it, whenever he said he would rather get
rid of every aircraft in his fleet before he gave up control of
the CRS.

Now there's a lesson there, and the lesson is, the
aircraft can cone and go. You can |ease them et cetera. But
the CRS is the controlling mechani sm It is the information
t echnol ogy mechani sm t hat noves passengers, revenue, capacity. |
don't think that needs to be lost, the airlines and the I|inkage
between airlines and informati on technol ogy.

Back to the biased and unbiased. Technology is
nothing but a physical item It cannot have a bias. But people
that create the technol ogy, that program technology, that try to

gain maximumyield fromthe technol ogy, do bias them
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Anytine you wite code, you are witing sonething
in there. Sonmething is going to show up on top, whether randomy

generated or not. Someone's ad is going to be shown during prine

tinme. There's no such thing as unbi ased technology. If you want
to debate this, | will be nore than happy to do it, but | think
this is a really critical point. Anytinme soneone says this is

unbi ased, imrediately a red flag goes up in nmy mnd because they
are trying to make a point that cannot be nade.

When you talk about airline cost, and nost of this
you have heard and read in previous testinony, high fixed costs

Fuel , not rnuch you can do about that. For airlines, you can
hedge it. Labor costs, you know, | pray for anyone who has to
deal with labor union organization and contract negotiations for
these conpanies. Fixed cost of aircraft, aircraft |eases, direct
pur chases.

The only other top four costs that airlines have an
ability to play wth, thanks to the technology, is their
di stribution. Because of that, that is where you see the
shifting change and nmovenent fromthe traditional sense, a little
bit before deregulation, travel agent outlet to the \Wb.

Now let me talk a little bit about this switch to
web-based ticket distribution, and let nme nention or highlight
sonething that other people mentioned with the call centers. I
have done sone extensive call center research. | have been in

t hem I have visited with them I have talked to the
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reservati on agents. | have talked to the reservation directors
I have talked to the executives of many of these airlines who
run their centers.

Reservation centers and travel agents  cost
approxi mately the sane anount to distribute a ticket, the average
bei ng between $8 and $10. Now the reason why the reservation
centers exist, besides the historical precedent of noving them
through there, is because travel agents are nostly 8:00 to 5:00.

Wienever a consumer, a custoner on the airline, is
in trouble after 5:00 p.m, nost of the time they cannot call
their travel agent at hone. The CRS is probably not at hone. So
the consumer needs access. It is this access that is the reason
why a lot of the res. centers are in existence, and nost of the
airlines did not see themas conpeting forces.

Now when it came to the Wb, this is a conpeting
force to travel agents because of the savings. The nunber that I
have heard repeatedly is between $1 and $2. |f you conpare that
to the $8 to $10, you are looking at 80 percent savings in
di stribution cost. I don't care if you put it on the cost side
or the revenue side, it's the bottom line for the airline.
They' re saving a big chunk of noney.

Now the question is, why have they noved to web
ticketing? | would argue that, No. 1, it is the cheapest cost of
doing it. | have heard people say it's not, back and forth. It

is the lowest cost, because you have one fixed cost, devel oping
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the technol ogy, and then you spread that existing technol ogy over
all the bookings. As the bookings increase on the Wb, there is
a decrease in cost per the technology inplemented. That is the
mai n way they have gone and will continue to go.

I  know briefly the "Tom Sawer effect"” was
nentioned, and let nme nention that in brief. The reason why the
Wb is cheap, besides spreading the cost of the technology, is
labor is the No. 1 cost of nmoving tickets.

Travel agencies, | know the nunber 50 percent was
reduced to 30. | believe 50 percent is probably right. Peopl e
cost noney. Reservation agents cost noney.

It is easy to run IT lines. It is easy to get
termnals in there. Wth the deregulation of the phone industry,
it is easy to afford long distance. It is the recurring cost of
labor that drives up ticket distribution costs in res. centers
and in the travel agency.

Wiat the Wb has allowed is that now the consumer
-- 1"1l actually play the consunmer, not for arrogance purposes,
but just to give a denonstration. |'mat home. | go to Dell and
| pay $1,000 or $2,000 for ny conputer. | pay a recurring fee of
$20 for ny ISP to connect at hone.

| conme home from work. I want to book a ticket.
I've already paid the $2,000. |'ve already paid the $20 a nonth.
Now | sit down on ny own time, log on, and spend whether it is

four mnutes because you are fast or thirty mnutes of ny own
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tine doing what a travel agent or a reservation agent used to do
in the past.

This is what | call the "Tom Sawyer effect" because
Tom Sawyer in the book by Mark Twain was sophisticated enough in
marketing to say, "This is fun. This is exciting. This is new
Co paint the fence for ne. Surely you have the skills." And
effective conpanies have used this very efficiently to nove a
| arge segnent of the popul ation.

Is this a bad thing? No, as long as it is one of
many other distribution channels in existence. That is the "Tom
Sawyer effect” in a nutshell.

Let me talk about Obitz. | know a lot of people
wanted to stay away from it, but considering infornmation
technology and airlines cannot be delinked, | think it is
critical to keep Obitz in the picture, for the prinmary reason
that you have five major hub airlines comng together to join in
a distribution channel.

The statement alone sends off a red flag to ne.
Why ? They have travel agents. They have second-party
Travel ocity and Expedi a. They have their own web distribution
channel. Wiy would five major airlines spend noney on a |osing
conpany to date to distribute tickets in a nanner that other
peopl e have done already? They have multipl e channels.

It seenms to ne that it is a strange spending of

capital to duplicate activities that currently exist. That is
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why | think Obitz should raise sone red fl ags.
Let me tell you sone things that Obitz is. One,

it is a late attenpt to get into the IPO nmarket. dearly, when

it cane online, the I1PO market was just declining. They were
| ate. They could have gone early. They could have grown
capital. Most of that has fizzled out. Less expensive neans to

nove tickets on the Wb, once again the "Tom Sawer effect"
comng into play.

Let me skip over here. No. 3, Obitz is also a
neans of consuner data collection. Let ne explain to you what |
nmean by that.

If I ama custonmer and | go to a website, | enter
ny nanme, ny address, credit card nunber, destination -- very few
fields to be entered. Airlines collect that data and say, all
right, we know that John Doe over here, David Butler flies from
point A to point B through this route and pays this nuch noney.
That data is not shared with any other airline. It belongs just
to that one airline, Northwest, whoever, through their own
websi t e.

Coing through a GDS, every nenber of that GDS has
equal access to share that sanme data. That is where yield
nanagenent cones in. That is where you can say, all right, |
know Airline X is charging this for this segnent; | know how I
shoul d price to keep conpetitive in that market.

Obitz does the sane thing for the Big Five. They
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already have it with GDS Obitz allows them to do it nore
efficiently with newer technol ogi es.

| would also argue that Obitz allows the premum
pricing philosophy to kick in at a higher rate because, once
again, the data collected of the Big Five are shared with each
ot her. Wth that in mnd, you can premium price up as high as
possi bl e.

It is clearly conpetition for Travelocity and
Expedia, one nore venue to distribute tickets and access nore
people as nore people are noving online and traveling. And |
woul d also argue it is a neans of airline owners to take control
of the distribution channel. It is sonmething that they own.
Airlines own the product, which happens to be a ticket or a seat
in an aircraft, and this is their neans of reclaimng control of
part of that channel.

Let nme briefly, once again, talk about or briefly

highlight a quote from this book, "Blown to Bits," to give you

the concept of information technologies in the airlines. It
says, "The greater their penetration, the greater their
conpetitive advantage. In many contexts this has resulted in
room for only one standard worldw de. Whoever owns that

standard, even if only in the nost indirect ways, has the
opportunity to extract enornous val ue."
It is this philosophy by the Boston Consulting

Goup, the same group that was hired by these mmjor five
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airlines. Even though they have their own technical capacity
internally, even though they have their own GDS representation,
they hired this group to set up Orbitz.

So ny question is, how does this philosophy of this
group interact with Obitz? | think it is direct. It creates a
strong incentive to invest in creating such a standard which |
believe Obitz is on the way to setting and to ally with others
to increase the chance of acceptance, and to give away 99 percent
of a priority content to capitalize on the advantage. In a
sense, this is the philosophy underpinning Obitz.

W can also reflect on the recent DOT report. I
guess it was out a week or two ago. In a sense, it is a great
review, but it cones to zero conclusions except we're going to
wai t. W're going to wait on DQJ. Politically, that may be a
very wise nove, to stop and say, "W don't want to nmeke a
deci sion when DQJ may question our findings or overturn what we
have to say."

However, | would also argue there's sonething el se
in there, and that is, DOI, based on ny interviews with many of
the people over there, are spread thin. The capacity of themto
investigate many of these |eading-edge technologies is very
difficult because they don't have the person power, the
know edge, or the expertise to fully investigate many of these
new t echnol ogi es that are emerging.

To get information on Obitz or Travelocity or
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Expedia, they have to go to the source. They have to go to each
one of these and ask the engineers, scientists, managers, policy
peopl e, "How does this work?" O course these people say, "It
works great. |It's unbiased. There are no problens with it."

Unless there is a way that DOT or the DQJ can bring
in their own people that have the level of expertise as the
people creating this, it is very difficult to have an oversight
or an excellent insight into the investigative process of what
t hese technol ogi es actually are and what they are intended to do.

In the ideal world, all airlines would be a
nonopol y because that is the ideal world for any given conpany.
I would want nmonopoly control if | was a CEO of a najor
corporation, because you extract as nuch noney value out of the
econony as possi bl e.

The ideal world for the consumer, and | understand
the consuner is the focus here, is as many parties conpeting head
to head for their dollar. The problemis these are antithetical
to one another. One is, let's cone together and have one or
nmul tiple people; the other one is, we want as nmany as possible.

The question is, what is the reality, given these
two hypot hetical s? The reality is the airlines are still
undergoing a consolidation process from deregul ation. W have
five majors and a few snallers, and it |ooks, after Septenber
11th, we are going to have further consolidations. Most of the

consolidation is probably going to cone from bankruptcies and
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purchasing for pennies on the dollar, and you don't have to worry
about | abor union contracts.

Most of the ones that wll survive this
consolidation process also happen to be the ones that are
invested in Obitz. |Is this conpetitive? WlIl, with the narket
shrinking, with the nunber of players, the nunber of airlines,
this is not the best scenario for consuners.

Once again, the best scenario for consuners woul d
be to have 10, 20 airlines conpeting. You don't want just a Wl -
Mart; you want a Wal-Mart and a K-Mart and a grocery store and
what ever other establishment you have out there. You want
mul tiple suppliers, and suppliers right now are shrinking.

Li kewise, airlines have realized, since roughly
about 1985 a little bit on, with the price wars, if you renenber
t hose, where each one was bidding up or bidding down the prices
of certain routes. Airlines learned quickly that this was not an
ideal world for them

If one airline would say, "W have a fare for
$200," the other one cones in at $190, and if soneone el se drops
it to $170, pretty soon they all have high load factors and they
are all |osing noney.

The reality there is, let's don't do this or we are
going to go bankrupt. So a lot of them have entrenched back to
their hubs, and this level of conpetition has been much sl ower

si nce then.
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So where are people positioning thenselves now?
For the foreseeable future, once again, we are going towards a
| evel of consolidation. I'm guessing, based on nost of other
industry sectors, we wll probably end up wth three mgjor
airlines, plus Southwest, a few of the other startups; |etBlue
we're still unclear of to this point.

| believe airlines will continue to consolidate
their sales and ticket distribution system nostly through the
Web, but also through other avenues as nmuch as possible. I
believe there is a strategic plan to nove away fromthe GDSs.

Let me tell you why | think that. Before airlines
cut revenue, before airlines cut commssions to travel agents,
they broadcast this for several years. You have a level of
conpl aints that cane out.

Interestingly, reading the testinmony of the
airlines, there were a lot of conplaints about GOS fees. "@S is
too high. It can't make us have a profit." Very funny that they
actually owned themjust a few years ago in a large capacity.

But they are doing the sane broadcasting. | think
there is going to be a fundamental shift away from GDS ownership,
of what's left of it, and a shift, | think it is going to shift
towards an Orbitz-li ke GDS systemthat exists.

Let ne go ahead and skip over here to the travel
agent, and then | wll conclude. The travel agent industry

col l ectively has nade sone very poor decisions in the past, and |
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nean historically nmeaning since the 1940s onward.

There was an attenpt to do a joint consolidated
equi valent of a conputer reservation system early on when the
technol ogy was maturing throughout the fifties. Interestingly,
sone of the initial studies and starts were by travel agents
t hensel ves. Most of these were talked out of by airlines,
interestingly enough, to abandon these technologies and go to
other neans or to let the airlines do it, since they had better
capacity; they had better people and nore understanding of the
t echnol ogy.

Li kewi se, when the CRSs did cone online, travel
agents were given the option to buy into the system They opted
not to. There was a chance they could have been getting sone
revenue streamfromthat.

Li kewi se, finally, with the Wb com ng online, many
of these conmpanies that were just routing tickets directly to
consuners have been undercut or bypassed. Because they don't own
the product, being the airline seat, this puts themat a horrible
di sadvant age because, as soon as you nove from as a distribution
channel, basically, a conduit to that conduit being rerouted, you
are left with nothing. Once again, they strategically positioned
thensel ves in a bad way.

It is a "Brave New Wrld" for these airline
conpani es. As different people nodel, we are going to have

i ncrease, decrease, whatever consolidation. I think it is going
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to consolidate nmuch faster than a | ot of people expect.

| think there are opportunities for the travel
agency industry to nake some decisions, nostly in terns of
collecting the information thenselves. Wth the new security
requirenents that are going to be coming down, there's also
opportunities there to position thenselves as a val ue-added
strategic |everage point between the consuner and the airline.
But that is a decision that the agencies wll have to nmake
collectively to put thenselves into that val ue chain.

The ideal world for the consuner, once again, is
nmul tiple options. Right now the best option being offered is
Sout hwest coming into a market. I f Southwest enters a market
that a hub airline has, prices fall because there's conpetition.

Most airlines cannot run Southwest Airlines out of
the market because Southwest has grown so big and such deep
pockets, that is not a strategy they can enploy successfully
long-term and continue their revenue. So right now the Sout hwest
nodel is the ideal nodel for consuners in the narketplace. | f
there is a strategic disadvantage built into an Orbitz system or
simlar system to disadvantage Southwest, | think the consuners
woul d be hurt significantly.

Recommrendati ons: Pl ease do not delink information
t echnol ogi es, tel ecomunications, information collection fromthe
airlines and their practices. These are seanliess entities. They

are one. The airlines cannot exist wthout these technol ogies.
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As much as you would sit there and delink the information
t echnol ogi es fromany financial sector.

Two, airlines, because they are in the business of
maki ng money, as they should be, will use these technologies to
the maxi num advantage they can. Whether it is CRSs, their own
websites, Obitz, they wll I|everage as much out of these as
possi bl e, and they should. That is what they are in the business
to do. However, it brings up some interesting problenms when you
have many of them coming together trying to leverage it for the
same pur pose.

Last, an analogy, inperfect | know, but one that
has to be considered: People ask, "Are there any parallel
i ndustries, any parallel exanples going on?" The closest exanple
I can find is Mcrosoft. Mcrosoft is the technology |eader. It
owns a large percentage of the narket, as do the five nmgjor
airlines that are interacting with Obitz.

When M crosoft introduces a new product, it doesn't
go before all of the other software witers. It doesn't go

before the distribution channels and say, "By the way, do you

have any ideas? W're about to do something." They say, "Here's
the new product. W're launching it. If you want to stay in
busi ness, you wite to this code. If not, you're out of the
mar ket . "

Li kewi se, whenever airlines nmake changes, they go

to the travel agents and say, "By the way, this is your

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701 www.nealrgross.com




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

252

comm ssion |evel." It happens to be zero now. "This is your
override amount. You nust sign an ARC contract." And if anyone
has ever read an ARC contract, by the way, | find that to be one
of the nmobst prohibitive contracts | have ever read. Then t hey
say, "You have to sign a lease with this CRS, and this is the way
you'll channel it, and if not, you're out of |uck."

If the remedy for Mcrosoft is sone form of
oversi ght, breaking up, separating its functions, components, the
guestion becomes, is the simlar renedy for airlines conmng
together, wusing and leveraging the information technologies to
their advantage, to break up the potential of these entities
coming together in a simlar format? | would argue, if it is
shown that they are, then, clearly, that is what would be in the
best interest of the consumer.

Thank you very nuch. I am happy to take any
guesti ons.

CHAl RVAN W NSTEAD: David, thanks again for com ng
all the way up here and sharing with us your dissertation,
research, and testinony.

I just had one question, and know there are a
couple of others. On page 11, you comment on exactly how do you
think the airlines share data on pricing and naxi mzing vyields
through Orbitz. If you could just coment a little bit nmore on
t hat ?

DR BUTLER The ideal world for any conpany is to
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know their consuner inside and out. They want to know their
likes, their dislikes, what they are wlling to pay for
somet hi ng. They want to know everything. Their information
collection tool, that is yield managenent. They want to know
everyt hing about sonmeone, so they can price the ticket as high as
possible to nake the best profit possible. That is what every
conpany shoul d do.

Right now GSs allow that to a certain extent to
@GDS owners, but you nust be a &GS owner. The ATPC code allows if
you are a certain |level. Obitz | believe allows the sane
capacity.

One of the problems is, once again, with the DOTI
issue is technical capacity of the people who are investigating
it. Second of all, we don't know exactly what is in Obitz
because there has been an oversight function going on.

The analogy | use in there is, you know, you are
driving down the road and there's a cop there. You're not going
to speed. The cop pulls off. The people start accel erating.

Is there an oversight needed to make sure Obitz is
not turned into a vast colluding virtual mega-airline where this
information is shared anongst a group of airlines that have 80
percent market capacity.

Does that answer your question?

CHAl RVAN W NSTEAD:  Yes.

DR BUTLER  Ckay.
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CHAI RVAN W NSTEAD: | think, Paul, you ve got a
qguestion for hin®

MR RUDEN:  Yes, now that you nention coll uding.

CHAI RVAN W NSTEAD: O, Miryles, do you have one?
| saw Maryl es' hand.

Ms. CASTO I just wanted to clarify sonething.
You had quoted, | think on page 18, what you call a scenario
emerging as an attenpt at the legal consolidation of these |arge
top carriers. Are you alluding that the airlines are colluding,
that they are actively acting in an anticonpetitive nmanner? |Is
that what you are trying to say?

DR BUTLER What | amsaying is, No. 1, if | was a
CEO of a conpany -- and understand | have had discussions wth
col | eagues, and sonme of them say airlines can't see past two
weeks. |I'mgiving themthe benefit --

M5. CASTO Wiat do you nean?

DR BUTLER Meaning that their vision, their

strategic vision, is not beyond the follow ng quarter. | give
them the benefit of the doubt. If | was a CEO of a conpany, of
an airline, |1 would maximze the use of the technologies
avai | abl e.

It is very difficult to nake noney in the airline
i ndustry. The nodel, because of the hub-and-spoke network, you
must nove nassive amounts of people at the highest |evel

possi bl e, and then sonetines you nake great profits, and then you
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go through years that it is really rough.

To try to naximze the revenue, to naxinm ze your
profits, you want to |everage the technology the best possible.
Now one way of doing that is collecting as nmuch information on
people as possible, building that into the algorithm for the
pricing plan.

Wuld airlines comes together to make sure that
their pricing is in line with each other? | think history has
shown, vyes, they have done that. They will |everage that
technology. Are they doing it now? Probably not because people
are watching them Does that mean there is a space or an
opportunity for someone to go in and look at, investigate, have
sone oversight on the potential of this occurring? | think so.

Am | now saying this is an oligopoly and they're
acting in that manner? No, but there is the potential, and the
hi story does show it. The strategic vision of a CEO would be to
| everage as much fromeach airline -- each airline would | everage
this as nmuch as possible.

So | think the logic holds. | think that would be
a path a lot of them would seek, not illegally, but they would
push it to the limt as nmuch as possible. Sonetines they do step
over it.

Does that answer your question?

M5. CASTO Yes. Thank you.

DR BUTLER  Ckay.
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CHAl RVAN W NSTEAD:  Anybody on the | eft here?

(No response.)

Al right, Paul?

MR RUDEN. | guess it falls to the center.

CHAl RVAN W NSTEAD:  Well, to the right of center.

MR RUDEN:  Yes, yes,

(Laughter.)

You said, as | understood it, that Obitz was about
prem um pricing. Could you explain what you nmean by that?
Because Orbitz says they're about |low prices, that the airlines
really want to drive prices to the | owest possible |evels.

DR BUTLER The first question | would ask is, why
-- the only rationale to drive prices to the lowest level is to
do a Wal-Mart pricing discount strategy, which is you |ower the
prices so nuch, the demand soars so much, that you end up earning
nmoney with econom es of scale.

MR RUDEN. Now they're not earning any noney?

DR BUTLER Obitz is not earning any noney.
Li kewi se, the hub-and-spoke network is not designed with the
prem um pricing philosophy in place to have that. It is yield
nmanagenent, which neans you get as much as possible from each
seat . But you can put a discount |abel on anything and try to
sell it.

MR RUDEN: I understand vyield nanagenent. I am

trying to understand your statenent that Obitz was about prem um
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pricing. | just want to understand it. Howis that so? Because
they say the opposite, "they" being the five owners and the other
fol ks who parti ci pate.

DR BUTLER  Any information collection technol ogy,

be it GS or an Orbitz/ @S, whatever new incarnation cones about,

will be an information collection tool for the airlines to
prem um price. They can call it whatever they want. They can
call it best pricing, discount pricing, |lowest pricing. That's a

nmarketing opportunity for them

Maybe right now they are holding the prices down.
Right now there are multiple suppliers out there, but the
t echnol ogy enables themto premumprice on their routes.

MR RUDEN: Are you saying that -- they invested
$200 mllion, according to their SEC statenent, the five owners,
$200 mllion in this thing, of which $153 mllion has so far been
lost; the statement, the SEC statement, says they have no
expectation of profits in the foreseeable future -- that they are
doing that for the purpose of collecting custonmer data about who

uses the Internet?

DR BUTLER | think they will do it as one neans
of collecting custoner data. | think the value of Obitz is nore
than just as a ticket distribution nechanism If they wanted a

ticket distribution nechanism they could have taken the
Travel ocity/ Expedia nodel and created a system far nore

i nexpensively than they are. And | am assuning the airlines are
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wi se enough not to throw noney down the trash, considering how

hard it is to generate a profit in the arena they are in right

now.

MR RUDEN. An interesting assunption.

One other line of questions and | am done,
shocki ngly, | know. On page 6 of your testinony you tal k about
this bias idea that you opened with today. You say that sone
airline is going to be listed at the top of the screen. | guess

we would all agree that is true, but are you saying that the CRS
di spl ays, as they operate today, are biased?

DR BUTLER  Yes.

MR RUDEN. Could you explain that?

DR BUTLER Decisions have to be nmde anytine
information is displayed. Wether it is font size, whether it is
the nunber, whether it is a type of random nunber generator you
assign to each flight listing, whether it is each segnent,
whether you list by price, by al phabet, by color, a decision has
to be nade. There is a bias built in. The best you can do is
m ni m ze that bias on any technol ogy.

MR RUDEN Vell, | don't want to debate it, but
the governnent has said, and | think at this point history,
everybody | know has accepted, that the CRS displays are not
biased in the sense that they prefer the carrier owners or
investors or partners or narketing pals, whatever the term is.

They don't favor them They are in that sense neutral, and that
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is what the goal of the regul ations was.

Are you disputing that that has been achi eved?

DR BUTLER I would argue that, prior to the
rules, there was clearly screen bias display.

MR RUDEN. No question.

DR BUTLER  There was prioritized display, whether
it is time slot allocation -- all those things were definitely
bei ng | everaged effectively by airlines until the regul ation.

However, since then, it is nmore neutral in the
sense that the probability of any one airline conming up may be
equal . So the bias or the potential bias that is in there is
spread evenly across to where everyone i s happy.

Now so in terns of the definition of bias you were

using previously -- | wunderstand that is what we are talking
about here -- is it legally biased, neaning one is getting a
| arger val ue? Probably not. Is there a bias in the system

inherently? Yes, and that is the opening that anyone can do or
leverage at any tinme if there is not an oversight function,
because it is inherently built in, or can be with code taken out
and new code put in, an algorithm put on top or in back of
sonet hi ng el se.

MR RUDEN Al right, and then just to close this
up, because this is a subject of debate in the industry of sone
i mportance, you say soneone's banner will be run as an ad. O

course, that is, | guess, a truth also. Soneone buys an ad; they
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get a banner, and it appears. People look at it and say,
"There's an advertisenent.”

You woul d agree nost people would figure sonebody
paid for that thing in one way or another? 1Is that bias or is
that not just an effort of a comercial party in an open
nmar ket pl ace who purchased exposure?

DR BUTLER Ckay, if we are running a banner --
say |'mon Travelocity. | type in point destination, and all of
a sudden Anerican Airlines conmes up with the first listed fare,
and all of a sudden there's an Anerican banner right above it.
Right below it there is a Delta flight, the sanme price. 1Is that
going to bias me toward American? Maybe so. |Is that an accident
that that occurred? It depends on howit is programed in.

Should we build in an anti-bias to where anytine
the top listed fare cannot run a banner with it? Wll, that is
also biasing it as well because the probability is you are going
to have a banner with a given airline show up a certain nunber of
times.

Once again, back to ny argunent: There is bias
built into it. Soneone is going to be listed first. You're
going to have an ad running. You're going to have overlap there.

MR RUDEN That kind of bias that says, if you
want to call it -- | don't think that is bias. But someone buys
an ad that is supposed to pop up whenever their flights appear

first. Let's suppose that the flights appearing first is not
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biased. That is a function of the request you nade and a neutra
al gorithm

DR BUTLER Ckay.

MR RUDEN Is that somehow antithetical to an
open, conpetitive market environment or is that just, you know,
what happens when peopl e conpete? They are always seeking brand
identification, reinforcement of the purchase. They want people
to buy them So there is a device they use that they paid for,
and it is open. Everybody can see it. There is no nystery about
it. It is not buried in sonme algorithm It goes up in front of
their face. 1Is that what you call bias?

DR BUTLER No, | consider that adverti sing.

MR RUDEN. Ckay.

DR BUTLER. However, if they do nask it as a fare
and if they do treat it as something other than advertisement to
potentially sway a consumer a different direction -- so if there
is a pop-up ad that says, you know, "You've got an error. dick
here," | think there is an inherent problemwth that.

MR RUDEN. Well, ny last question, | promse

(Laughter.)

The day's | ong.

When | go on The Washington Post, which | do every
day -- | save the nation paper by reading The Post online -- and
these very annoyi ng pop-up ads appear on behalf of ny cell phone

conpany and various other purveyors -- one is from the dianond
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conpany which actually sends this thing floating over the stuff
you want to look at, and then it noves off the screen, so you
have to sit and wait until it gets out of your way before you can
read. Sonebody thinks that's a good idea.

Does The Washington Post cite bias as a result of
that, in the term nol ogy you are using, or is this not --

DR BUTLER  No.

MR RUDEN -- just a bad judgnent about how to
sel | ads?

DR BUTLER No, actually, it is a good judgnent
because they are making revenue off that. Your judgnment as a
consumer is to go out and buy the software that filters this out.

MR RUDEN. Yes, okay. Thank you very much.

CHAI RMVAN W NSTEAD:  Tom you had sonet hi ng?

MR DUNNE: I"ve got a couple of questions here.

If you will look at page 11, item 3, at the bottom it says, "a
tool that allows each of the five airline owers to share data on
pricing to maximze yield nanagenent?" Wuld you give nme an
exanpl e of that?

DR BUTLER  That is if Northwest prices a flight
on any given segnment at $300 and Delta has access to that sane
informati on, as does Anerican and the other owners, they can | ook
at that information and, | would assune, have built into it sone

form of trigger mechanism that alerts them to price changes and

allows themto adjust their prices accordingly.
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MR DUNNE: Wll, if that is the case, then how
does Sout hwest get their infornmation?

DR BUTLER  They go out, | assune, and do market
analysis of a given area and say, what can be sustained in this
market at this price, and choose to run the right nunber of
aircraft that would be filled at whatever their capacity would be
to make a profit.

MR DUNNE: So they're not being |eaked any
information? They are just doing narket analysis? So if the
other five did narket analysis, they could be doing the sanme
thing, right?

DR BUTLER Right, but market analysis that way is
nore expensive and nore difficult to do than is having your
conpetitive release a fare and your infornmation being triggered
imediately to respond in kind. It is a very easy and efficient
way of gathering information.

MR DUNNE: But ny point is, it doesn't seemlike
Sout hwest worries about that. They just go ahead and make their
prices and go on with it.

DR BUTLER That's right. It is a different
phi | osophy al t oget her.

MR DUNNE: So | guess they're really not
maxi m zing their managenent yield then, are they, the airlines,
by doing what they are doing? Because somebody is beating them

continual ly.
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DR BUTLER  They are naking their noney by flying
nore people, nore planes, nore efficiently than any other
conpetitor on a given route coul d.

MR DUNNE: But | guess ny point is, what | am
saying is, the airlines, by getting together with Obitz and
making this nonster that they have nade, are not really gaining
anyt hi ng?

DR BUTLER  Yes, they are, because right now they
don't have to guess what the conpetition is going to put out
t here.

MR DUNNE: But, then again, they are still getting
beat by sonebody el se in conpetition, correct?

DR BUTLER On a given route, potentially, yes.

MR DUNNE: Ckay, that's ny question. Ckay.

The second part, "Airlines have used a GDS
technology for this type of price signhaling in the past (See
DQJ)" -- | amassumng that is the Departnent of Justice.

DR BUTLER R ght.

MR DUNNE: Has there been sonething filed agai nst
Obitz?

DR BUTLER No, this is the past price colluding
that the Justice filed; | believe the airlines settled out. That
is what | was referencing to, that the airlines in the past have
shown that they do price signaling to each other through sone of

t he G&DSs.
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MR DUNNE: Through the QDSs?

DR BUTLER Correct.

MR DUNNE: So now we've got the GDSs involved with
Obitz, too?

DR BUTLER  No.

MR DUNNE: They're not involved with Obitz?

DR BUTLER There is a @GS behind the Obitz
architecture at present.

MR DUNNE: But this DQl was part of another
particular case at the tine when the airlines were getting
together, is that correct?

DR BUTLER This is the time when airlines were
accused of price signaling.

MR DUNNE: Ckay. So what you're saying, that they
pricing signaling today? Wat is the signal today? Just putting
it on there and the other one reads it?

DR BUTLER Wlat | am saying is the technol ogies
that are evolving are sophisticated that enable price signaling
to occur nore seam essly, and potentially in a way that is harder
to detect than has been the case with current GDSs. I am not
saying they are doing it now There is the potential to do that.

MR DUNNE: | agree with that. There is the
potential to do a lot of things, but, | nean, | am saying that
you used pretty strong statenments here about maximzing their

yield on nmanagenent and doing such things, and, yet, in fact,
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they are getting beaten in conpetition. That is all | amgetting
at. It doesn't make --

DR BUTLER On certain routes they are being
beaten, but --

MR DUNNE: But they are still getting beaten?

DR BUTLER On certain routes by one airline.
Then the question is, how conme one hub airline is not conpeting
directly with the other hub airline? Wy is it Southwest that
has to be the conpetition that is conming in on a given route?

MR DUNNE: Thank you.

CHAl RVAN W NSTEAD:  Are there any other questions?

DR M TCHELL: | expect that David would like for
nme to clarify that, though we both live in Mssissippi, | did not
neet him until today. He is a newconer to the University of

Sout hern M ssissippi, which is five hours south of the University
where | |ive.

MR ROPER You can tell by your two different
accents.

(Laughter.)

CHAl RVAN W NSTEAD:  David, thank you very nuch. |
appreciate you comng all the way, and | thank you for both the
witten testinony and the @A and if we have any other
guestions, we will get back to you.

DR BUTLER Geat.

CHAI RVAN W NSTEAD: Thank you very nuch for
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travel i ng up.

| don't believe, unless there are any issues or
statements by the Conmi ssioners -- we have a little work ahead of
us, but, Ted, go ahead.

MR LAVEON: The only thing is Wrldspan is the
power or search engi ne behind Obitz.

DR BUTLER That's correct.

MR LAWBON Obitz really is not a new GDS system

DR BUTLER No, but there is -- reading the Obitz

testinmony, there is indication that they are noving in that

di rection.

MR LAWSON: They' ve noved off of that. 1|'ve got a
letter -- | think the other Conmm ssioners may have received that
letter -- that Ohbitz, as | suspected, noved off of that

position. They do not visualize thenselves as a @GS system now.
In fact, they will stay with --

DR BUTLER If | may say, | think that reinforces
the point of why oversight, when you start investigating, digging
beneath the layers, people start backing off a given position
that was clearly thought through before it was given to the test.

MR RUDEN.  There is sone disagreenent here about
what that letter says.

CHAI RVAN W NSTEAD: Wll, we have a copy of the
letter, and we will make sure that it gets in the record. Ve

will provide you a copy of it as well.
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Before we conclude, | wll say that
have had four now, | think, very informative heari

you all for participating.
There are a couple of people.

obviously, Dick and Tillie and Bill and Dorothea,
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, you know, we

ngs. W thank

I  mentioned,

but al so Joan

Fel dman, who is with us and is doing a lot of work with us, and

wll continue to over the next three or four nonths.

Pl ease, the offices are going to be open. W' ve

got fax, e-mail. W are going to have a website
ne. W will be there tonorrow So if there is

i nput, please let us know.

up, Dick tells

any additional

W thank you again for all your input. W wll be

doing a lot of work over the next three nonths.
nmuch.
(Whereupon, the foregoing natter

record at 4:55 p.m)

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS
1323 RHODE ISLAND AVE., N.W.
(202) 234-4433 WASHINGTON, D.C. 20005-3701

Thank you very

went off the

www.nealrgross.com




