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   When the U.S. airline industry was deregulated in 1978, one of the main arguments for 
doing so was the assumption that the airline industry – unlike, say, the railroad industry – 
was not a natural monopoly. Thus, the theory was that it was not possible for an airline to 
overcharge customers in a particular market, because the natural mobility of the airline 
industry – at 800 km/hr – would make sure that this could not be done. However, the 
history of the 1980s and 1990s showed that this “theory of contestable markets” did not 
work in real life – the airline industry was a lot more complicated than just moving planes 
between different markets. However, with the far more open distribution structures 
witnessed today, largely due to the Internet, an increasing tendency towards 
commoditization within the airline industry, and an increasing number of airlines adopting 
one-way based fare structures – a special focus for this paper – “the theory of contestable 
markets”, albeit with more than a 20-year delay, might be looking at a breakthrough. 
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   Since its beginning, the transportation industry has been subject to public regulation – in 
Europe for a long time through government owned and operated businesses, in the U.S. 
through regulation of a private transportation sector. So, even in the liberal United States, 
the transportation industry was considered to have too many externalities in society just to 
let market forces decide. Among other things, this was the reason for massive regulation of 
the U.S. railroad industry around 1900 (Dobson, 1995), but other areas of the transportation 
sector – both on land and at sea – also became subject to regulation.  
   So, when the aviation industry took off around the end of WWI, the new industry of 
course became a target of public regulation. And in the same way as had been done with the 
railroads, the regulation was imposed via government owned and run flag-carriers in 
Europe, and public regulation of a – at least officially1 –private airline industry in the 
United States. 
   As commonly known, the Americans were the first to liberalize their airline industry, 
which happened with the Deregulation Act of 19782. Throughout the 1970s there had been 
an increasing pressure to liberalize the airline industry, but there was concern about the 
externalities to society of making the airlines completely subject to market forces – among 
other things, the concern arose from mixed results of deregulating huge parts of the railroad 
industry back in 1958 (Dobson, 1995). 
   But, as argued by Alfred Kahn, often referred to as the father of deregulation, there was a 
big difference between the airline industry and other areas of transportation – railroads in 
particular. Because, unlike the railroad industry – and unlike utilities such as water and 
electricity, both also subject to regulation – the airline industry was not a natural monopoly 
(Peterson & Glab, 1994). It was this natural monopoly that was embedded in the other areas 
of transportation, which was the main reason for the regulation of them. For instance, 
electricity was regulated because the shape of the cost curve meant that it was economically 
wasteful and in most cases impossible to have more than one provider – thus, an electricity 
monopoly3 was preferred from a society resource point-of-view, however, a monopoly was 
not preferred in general, which is why it then became subject to regulation.  
   The airline industry, however, was the definition of mobility, the argument went. Thus, 
the airline industry was the complete opposite of the case of natural monopoly. If premium 
prices are charged in a market for rail service, it is very difficult, if not impossible, for a 
competitor just to move a complete railroad to that particular market in order to tap it – and 
the same goes for electrical power networks, water pipelines etc. Airspace, on the contrary, 
is an almost unlimited infrastructure – if premium prices are charged in a market for air 
service between two cities, then competitors will move assets (planes) to that market at 800 
km/hr, which makes charging of premium prices (or monopoly prices) impossible in the 
airline industry. Actually, the mere threat of entry from a potential competitor would be 
enough to force the incumbent never to charge overprices – put another way, the incumbent 
                                                 
1 The American airline industry did consist of private companies, but in the years before the 1970s, the 
government and the airlines were so close, that it indeed can be questioned how private an industry it was 
after all (Meyer et al, 1981, Peterson & Glab, 1994). The close relations between government and the airline 
industry are still seen today on both sides of the Atlantic, although to a lesser degree. 
2 Actually, the U.S. airline industry was deregulated gradually in the period from 1976-1983, however, with 
the biggest step taken in 1978. 
3 Referring to distribution of electricity, of course you can have competing producers. 
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would act as if there was already competition, although the incumbent might be a 
monopolist. 
   This became known as the theory of contestable markets, and it was one of the main 
arguments supporting the deregulation of the American airline industry in 1978. Supporters 
of deregulation pictured the airline industry as an industry where an unusually high level of 
competition could be created – the mere threat of competition would be enough to sustain 
tough competition in an otherwise maybe monopolized market. Airlines that, nonetheless, 
had the “courage” to charge premium prices in a particular market would instantly be met 
by competitors moving in capacity to tap the market. When the incumbent then gave up the 
overpricing, those planes that were just moved to the market to tap it, would (literally) take 
off again in search of the next markets with premium prices to tap these. This became 
known as hit-n-run (Goetz, 2002), and many people pictured hit-n-run-airlines guarding 
over the airline industry as a flying antitrust police force. 
   But the theory of contestable markets proved to work a lot better in theory than in the real 
world – and in particular history showed, that the potential threat of entry arising from 
charging premium prices itself was not enough to discipline incumbent airlines and prevent 
charging of premium prices. Some of the shortcomings of the theory of contestable markets 
were fully or partly anticipated before the deregulation in 1978 (Peterson & Glab, 1994), 
others became evident in the time after (Dempsey & Goetz, 1992). The airline industry was 
not nearly as simple as anticipated by many of the supporters of deregulation – entering a 
new market to tap it was far more difficult than expected, because the airline industry was 
comprised of far more than just moving planes between markets. 
 
Where did it all go wrong? 
   Throughout the 1980s, in particular, but also huge parts of the 1990s, the anticipated 
contestable market failed to appear. The following gives a brief summary of the major 
reasons, for further details Fawcett & Farris (1989) and Goetz (2002) is recommended. 
   First of all, the assumption was that economies of scale did not exist in the airline industry 
– an airline with five aircraft would have the same costs per seat as an airline with 200. 
While this was somewhat true with regards to costs and this actually still is the case in 
today’s airline industry (Calder, 2003), there indeed were economies of scale with regards 
to revenues – and this was not anticipated. 
   First of all, a large airline has lots of advantages when it comes to marketing; for instance 
there are many economies of scale in advertising etc.4 If an incumbent has built up a strong 
brand, for instance in a home market, it is extremely difficult for a new entrant to build up a 
name and reputation – also when it comes to promoting the new airline to travel agencies, 
which, until a few years ago, sold the largest part of tickets by far. The cost of a newspaper 
ad can be allocated to more flights when the airline is bigger than when the airline is 
smaller and maybe only has a few services out of town, and while the purchase of an 
aircraft is not a sunk cost, i.e. the money is not gone, if you move the aircraft to another 
market, the money spent on advertising in a particular market is as good as gone if you 

                                                 
4 Advertising, as such, is, of course, a cost, however, since it is directly related to the revenue side, I choose to 
place it here. 
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leave it – thus a sunk cost – and sunk costs limit the degree of market contestability (Goetz, 
2002). 
   In addition to above, enormous barriers of entry began to appear, barriers giving 
potential new entrants a hard time trying to tap a market and bring in a higher degree of 
market contestability. 
   Frequent Flyer Programs (FFPs), which were introduced in the U.S. in the years 
following deregulation, were among these entry-barriers. FFPs undoubtedly create 
economies of scale on the revenue side, also in the case when all airlines operate with one – 
other things equal, who would you rather earn points with; an airline with services to 
Hawaii or an airline that can take you to a few dull towns in the Northeast? And the choice 
is not made any more difficult when your company is paying. FFPs are particularly 
attractive for customers in an airline's home market; i.e. it is of course particularly attractive 
for Scandinavians to fly with SAS and earn points on their EuroBonus FFP, since 
Scandinavians of course travel a lot within and to/from Scandinavia. Among other things, 
this has been a main reason for criticism of FFPs from competition authorities almost since 
the beginning. FFPs have also received a great deal of criticism from tax authorities on both 
sides of the Atlantic, who are not happy about the un-taxed frequent flyer points of 
employees. 
   Another element that made for a huge barrier of entry was the American airlines’ 
adoption of the hub-and-spoke model, which indeed limited competition in the air5. This 
further created economies of scale in the airlines’ respective home markets, since airlines 
after deregulation became reluctant to inter-line with other airlines (Meyer et al, 1981). The 
hub-and-spoke model was therefore, partly, adopted because airlines wanted to maximize 
the number of possible connections where the customer stayed with the same airline, but 
also because of more cost-related issues, such as operational advantages of consolidating 
activities in hubs, now that the airlines had the freedom to choose whichever routes they 
wanted to serve6. Some would of course argue that the main reason for adopting hub-and-
spoke was to limit competition, but while this might be true, there were other reasons as 
well. 
   With the overall growth in air travel throughout the 1970s, and in particular with the 
introduction of complicated yield management systems to cope with the increasing demand 
and the increasing complexity of the ticket system after deregulation, those carriers that 
both had the market and the money for it developed their own distribution systems, CRSs, 
today probably better known as GDSs, Global Distribution Systems7. As commonly known, 
American developed Sabre, while United developed Apollo. These distribution systems 

                                                 
5 To be fair, this did not always have to be the case, particularly in the case of transcontinental services – here, 
the adoption of hub-and-spoke could actually make competition more fierce in some cases, if customers were 
willing to fly through a hub rather than nonstop. 
6 Remember, this was not an option during regulation, where airlines’ networks therefore were much more 
equally spread over the continent, because this was more or less dictated by the authorities. Adoption of hub-
and-spoke was therefore tempting for the airlines, not even considering the competition effects, since a 
rationalization of activities (including hubbing) was much needed after deregulation. 
7 The big U.S. carriers actually wanted to develop a common, unbiased distribution system, that all airlines 
and travel agencies could make use of, but (ironically, it now seems...) they were not allowed to do so by the 
antitrust authorities in 1975 (Peterson & Glab, 1994). 
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quickly proved to be an enormous barrier of entry for new entrants wanting to serve a 
particular market. 
   The GDSs became tools with which the large GDS-owning airlines could crunch other 
carriers, as well as crunch each other in their respective home markets, where it was almost 
impossible to find a travel agent that did not use the GDS-system of the local carrier – for 
instance, almost every single travel agent in St. Louis used TWA’s GDS, PARS, while you 
would have had a really hard time finding a travel agent in Dallas, a huge AA-hub, that did 
not use American’s Sabre. 
   The GDS-owning carriers could charge other airlines huge premiums for being displayed 
and booked in the GDSs, while they also had the option of carrying out display bias, i.e. 
hide other carriers’ flights deep inside the system, while showing the GDS-owning carriers 
flights on the first screens. On top of this, the GDS-owning carriers had access to sensitive 
information about the competitors who used their GDS, i.e. data on sales etc. Throughout 
the 1980s reports on dirty tricks involving GDSs also showed up. Dirty tricks included, 
among other things, manipulating with a competitor's booking data, so the GDS, for 
instance, showed that a competitor's plane was full, while the plane really might have been 
half-empty. The regulation of GDSs that came in 1984 brought an end to much of the 
display bias, but the fact that the big GDS-owning airlines still had a lot of power over the 
others, and that they effectively controlled their respective home markets, still remained 
(Peterson & Glab, 1994). 
   An issue which in the 1980s and well in to the 1990s also created huge economies of 
scale on the revenue side, and for all practical purposes functioned as a barrier of entry, was 
TACOs – Travel Agents’ Commission Overrides. With TACOs airlines paid bonuses to 
travel agents if they reached a specific sales target on the TACO-paying airline – a sales 
target that, for instance, could be 90 % of all bookings made by the agency8. This of course 
gave the travel agents an incentive to book the TACO-airline, even if this airline did have 
some competition. Along with the GDS-dominance, the big American airlines paying 
TACOs had the travel agencies locked in a golden handcuff, as expressed by Peterson & 
Glab (1994). Because many airlines in recent years have cut back heavily on ordinary 
commissions paid to travel agents, TACOs have only proven to be even more limiting to 
competition, since they now often provide the only revenue for travel agents (Goetz, 2002 
and GAO, 1996)9. 
   Together with the above mentioned economies of scale, barriers of entry etc. the big trunk 
carriers10 like American, United and Delta had – and still have – another advantage of 

                                                 
8 This might sound unrealistic, but this number is not just drawn out of a box – when Denver-based Frontier 
decided to pull out of for North Dakota markets in 1995, the main reason, according to the airline, was that 
travel agents only received their bonuses if more than 90 % of their total bookings were made on the TACO-
paying competitor’s flights, and that was, of course, more or less impossible to put up with, if your main sales 
channel is the travel agencies. 
9 However, in recent years travel agents have often added a service fee to compensate for the smaller (or 
completely absent) commissions. 
10 (Somewhat) an American counterpart of the European flag-carrier – traditionally, a trunk airline was a 
carrier that was granted permission to fly revenue services with the Civil Aeronautics Act of 1938. Originally, 
16 carriers were granted permission. Sometimes the term legacy carrier is used, however, this word has a 
slightly wider interpretation. 
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being the first-movers, namely, in relation to slots and gates, which started to be in short 
supply already in the 1980s – primarily in the East and Upper-Mid-West11. Since re-
distribution of slots has proven very difficult, it is very hard for new carriers to enter a slot 
constrained market (GAO, 1996). In itself, this has limited the degree of market 
contestability – there might be airspace enough in most cases, but it is not at all always 
given that there is capacity enough on the ground. 
   Together with the large carriers’ ownership of slots, they also leased gates at airports on 
very long-term contracts, particularly in the 1980s, which too limited the entry possibilities 
of new carriers. If an airline nonetheless wanted to lease an incumbent’s gates, this was 
only possible at premium prices, and often a gate-lease also came with an obligation to use 
the incumbent’s ground handling, maintenance service etc. – and, more generally, an 
obligation not to get in the way of the incumbents schedule. For instance, the low-fare 
carrier JetTrain was only able to lease United’s gates at Newark if the airline’s schedule did 
not compete with that of United. Another example was the case of low-fare airline 
Vanguard that was only able to lease TWA-gates at Minneapolis/St. Paul if the airline used 
TWA’s maintenance service (GAO, 1996). 
   The above mentioned issues, such as the economies of scale and the huge barriers of 
entry, caused the anticipated intense competition in the U.S. airline industry to stay away 
after the deregulation in 1978 – the contestable market simply failed to appear in most 
cases. However, there are now indications that some of the entry-barriers, economies of 
scale etc. are eroding. This is, among many other things, mirrored in the success of the 
European low-fare carriers after the mid-90s12 relative to their American counterparts in the 
period after 1978 (Hvass, 2005a). For now, however, these indications will be left for later. 
In the next section, a subject not mentioned a great deal in the general aviation “debate”, 
but nonetheless an important one with respect to market contestability, fare structure, is 
considered and analyzed. 
 

                                                 
11 This was in great part due to the previously mentioned adoption of the hub-and-spoke model. In order to 
offer attractive connections, airlines had to schedule as many planes as possible to be at a particular airport at 
the same time, which created congestion problems. 
12 The period of deregulation in Europe. 

28 



The Airline Industry of the 21st Century – Finally Approaching Contestable Markets? 
October 2005 

The effect of the fare structure on the market contestability 
   After the deregulation of the U.S. airline industry in 1978, which, among other things, 
brought with it the freedom for the airlines to set airfares, a garden-variety of restrictions on 
airfares started to show up. These restrictions were introduced by most airlines in order to 
try and maximize potential revenue from lucrative price discrimination, and with marginal 
costs just hovering above zero; price discrimination was particularly profitable (as noted by 
for instance Kahn, 1988). This brought with it a return-based fare structure, which soon 
became the rule rather than the exception. The consequences of this, in relation, to market 
contestability has not been paid a lot of attention, at least not to the knowledge of the 
author, which is why it deserves a dedicated section in this paper. 
   The return-based fare structure meant that airlines could impose restrictions such as 
minimum/maximum stay, Saturday-night stay-over etc. in an attempt to segment the 
business travelers with high willingness to pay from the leisure travelers with lower 
willingness to pay13. This was not possible with a fare structure based on one-way tickets. 
However, the return-based fare structure also meant that by far the largest part of the 
passengers14 - except walk-up passengers, who paid full fare anyway – were forced to stay 
with the same airline both going out and coming back if they wanted to get a discount on 
the full fare, which was the case for the vast majority of the passengers.  
   With this reasoning, it is the author’s belief that a return-based fare-structure is able to 
keep customers tied to a particular airline just as well as FFPs, TACOs etc. 
   The reason is that a fare structure based on return tickets means, that if you want to enter 
a city-pair market and compete with an incumbent carrier, then it is necessary for you to 
offer a high frequency of services in order to make your airline attractive, especially for 
business travelers. What this actually means is that a new entrant is forced to drastically 
increase capacity in the particular market, and maybe even more than the market can bear. 
Perhaps this is better viewed with an example: 
   Between two cities, airline A has a service three times daily – morning, noon and 
evening, seven days a week15 – and it is the only carrier on the route. The flight takes two 
hours, and the airline operates with a return-based fare structure. Airline B also operates 
with a return-based fare structure, and B would also like to start service between the two 
cities in competition with A. Airline B has the necessary capacity to start the service.  
   In the example we assume that airlines A and B are alike in all senses – same aircraft, 
same costs, no one has connecting traffic in either end of the route, no one has TACO-deals 
with travel agencies, no GDS-bias, no FFPs, no free champagne on board etc. On top of 
this, we assume that none of the airlines engage in price dumping or other, similar “unfair” 
ways of competing. What are B’s options? 
   Well, the fare structure is return-based, so if B wants to attract some substantial traffic, 
which means that the traffic does not just consist of random walk-ups and very flexible 
students with very low willingness to pay, a single, daily roundtrip would be a minimum. 
However, while this single roundtrip might attract a significant part of the leisure-segment, 
as well as some more flexible and price-sensitive business travelers, it is probably not 
                                                 
13 This is sort of the ”classic” or ”textbook” way of looking at it, it is of course more complicated. 
14 Including business passengers not being in the absolute top-end. 
15 For this, I’ll ignore other travel patterns Saturday and Sunday. 
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enough to lure the gold – for instance business passengers going on a trip for the day. It is a 
2-hour flight; with the morning departure out and returning on the evening flight, it is 
possible to have a fair business day at the destination. So, if B wants to be a serious player 
in the market, the airline would have to offer a minimum of two daily roundtrips, or 14 a 
week. And even then, the airline would still not be as attractive as A, which still boasts a 
noon flight. 
   Altogether, this means that if B wants to enter the market, it is minimum 14 weekly 
roundtrips – or nothing. But this is the same as saying that it is a capacity increase in the 
market of 67 % – or nothing. Then the question is of course whether the total market can 
bear a 67 % increase in supply at all, or whether this would just mean a loss for both 
airlines. If the latter is the case, it means – at least, in theory, and bearing in mind the 
assumptions – that A can keep its monopoly as well as its charging of premium prices on 
the basis of the fare structure alone. Put another way, A can keep its monopoly without 
having GDS-bias, TACOs, FFPs, connecting traffic etc. 
   Now, the question that might spring to mind is, if the market is not big enough for airline 
B to embark on a return-based fare structure, why does not the airline just put in fewer 
flights, but with a one-way based fare structure instead? This has been done by many new 
LCCs in order to attract travelers tired of complicated fare-structures and endless 
restrictions. Well, B can do just that, however, this does not change the fact that B still 
would not be able to attract a significant part of the profitable business travelers, because A 
glues its customers to the airline both going out and coming back through the airlines’ 
return-based fare structure. 
   Examples of this are many – if a low-fare airline starts service on a route which is already 
serviced by one or more incumbent carriers with traditional (return-based) fare structures, 
most of the time this does not change the latter’s fare structures16. In these cases, the often 
low number of departures offered by an LCC relative to that offered by the incumbent 
traditional carrier has not been big enough to steal a critical number of particularly business 
travelers from the latter, which is why the incumbent often has chosen not to change its fare 
structure in a situation like that. However, this has been turned upside down when an airline 
with high frequencies on a particular route has shifted to a one-way based fare structure, as 
for instance SAS did recently on European routes. In these cases, other airlines with return-
based fare structures have often been forced to loosen up their fare restrictions in order to 
keep up, because of the larger scale – but more on this in the next section. 
   Summing up, it is the author’s belief that the return-based fare structure indeed has played 
a vital role in limiting the possibilities of a contestable market in the air. The return-based 
fare structure can be compared with tying, i.e. bundling one product to another, a practice 
also often regarded as limiting to competition. A good example is found in the well-known 
Microsoft Office software pack. If you want a text program, Word, you have to buy a 
spreadsheet program, Excel, along with it, even though you might not need a spreadsheet 
program (return ticket), or it does not fit your particular needs when it comes to spreadsheet 
programs (your needs in relation to a return flight). The same goes for the return-based 
fare-structure. If you want to buy an outward flight that suits you well, you have to buy a 

                                                 
16 But, of course, often prices. 
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return flight on the same airline as well, which might not suit you17, and therefore you 
would rather by the ticket elsewhere – if at all18. 
 
Transition to one-way based fare structures 
   To illustrate the consequences of a return-based fare structure we can look at a market 
like Copenhagen to Berlin. Until a few years ago, SAS and Lufthansa had the route entirely 
to themselves, and with extensive code-sharing on each others flights and further 
cooperation through the Star Alliance, it probably would not have been wrong to regard it 
as a sort of monopoly. SAS/Lufthansa, like all other traditional airlines or flag-carriers, 
made use of a complicated return-based fare structure on the route. It is probably fair to say 
that the air fares charged by SAS/Lufthansa on the route carried a premium related to the 
lack of competition, however, with a modest distance between the two capitals; roughly six 
hours by car including a two-hour ferry journey, the premium probably could not have been 
too vast. Saying all this, there was obviously room for market expansion if lower airfares 
arrived in the market. 
   But in order for a new entrant to stand up against SAS/Lufthansa and their return-based 
fare-structures, it would require at least two or three daily round-trips – not even 
mentioning that, on top of this, the new entrant would have to fight against the two flag-
carriers’ (joint) Frequent Flyer Programs, connecting traffic, possible use of predatory 
pricing etc. It is obvious, that if a potential new entrant faced all this, the level of market 
contestability would indeed have been limited. 
   When the low-fare carriers entered the European airline markets during the latter half of 
the 1990s, one of the ways in which they tried to lure new customers was the complete 
absence of fare restrictions – on a given point in time there was one single price for a 
particular route and time of departure; no such things as Saturday-night rules, minimum 
stays and heavy penalties for flying outbound and inbound on different airlines. Many start-
ups in the U.S. after 1978 also made use of this simple, non-restrictive fare-structure, as did 
Sir Freddie Laker’s Laker Skytrain, which offered low-fare services across the Atlantic 
from 1978 to 198319. But while the big traditional airlines succeeded in defeating the new 
entrants and their simple fare structures in the 1980s, and thereby succeeded in keeping 
their complex fare structures, this has not been the case in recent years20, which has forced 
traditional carriers to revise their fare structures. 
   On many routes the big traditional airlines have now gradually chosen to give up on the 
very restrictive fare structures. Without going into details, this is partly due to competition 
from low-fare carriers with simple, one-way based fare structures, and it has probably also 

                                                 
17 Either in relation to price, time of departure etc. 
18 Of course it is possible to buy a one-way ticket in a return-based fare structure (maybe it is possible just to 
buy Microsoft Word as well), but in most cases a one-way ticket will be more expensive than a return ticket. 
19 In the author’s view, however, Laker made the mistake of taking the simplicity a bit too far. For a long 
period of time there was one single, fixed ticket price up to the time of departure, which made it completely 
impossible to price discriminate in relation to time of ticket purchase, something that all airlines, including the 
LCCs of today, make use of today in order to survive. 
20 This has in great part been due to the Internet and the completely different ways of distribution witnessed 
today, a subject taken up in the next section. 
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been done to prevent low-fare competition from starting up in the first place21. In recent 
years, a much more sporadic travel pattern has also emerged – it is no longer the rule that 
leisure travelers always travel outbound on a Friday and back on a Sunday, always book a 
hotel along with the air ticket and always travel outbound and homebound to/from the same 
city, which makes it a lot more difficult to segment passengers this way, i.e. segment those 
with high willingness to pay from those with low willingness to pay with respect to travel 
pattern.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

The joys of one-way based fare structures  
 
   The adoption of one-way based fare structures by more and more airlines indeed has its 
advantages if you are a budget-minded leisure traveler without a “classic”, simple travel pattern 
– and the number of these leisure travelers is sky-rocketing. People are getting more and more 
“creative” when it comes to traveling, and flying around to visit different places in one holiday 
instead of, say, renting a car to do the same, has become increasingly popular in Europe – no 
doubt in great part due to the one-way based fare structures adopted by many airlines.  
   Just to give an example, I wanted to go two places last June: London and Brussels – London 
to visit my brother, Brussels to visit a friend. Now, five years ago I would not have dreamed of 
visiting both on the same trip – the prospect of having to buy three one-way tickets would have 
been horrifying. But this June it was not a hard choice, since one-way tickets were offered on all 
three legs: Copenhagen-London, London-Brussels and Brussels-Copenhagen.  
   So, I flew Maersk Air from Copenhagen to London Gatwick, SN Brussels Airlines from 
London Heathrow to Brussels (on a British Airways-operated flight by the way), and SN 
Brussels Airlines from Brussels to Copenhagen. Total price: Around 240 Euro – on top of this 
bearing in mind that I booked only 14 days in advance. What would have been the price with a 
return-based fare structure? My best guess: Around 2.000-2.500 Euro, or about 10 times as 
much. However, in that case I would have bought return tickets on all three legs and thrown 
away the left-over coupons, probably leaving me with a total price of around 5-600 Euro and the 
airlines with one empty seat each. So, one-way indeed has its joys. 

 
   With leisure travelers showing more and more complex travel patterns, and travel patterns 
of business and leisure travelers showing more and more resemblance, it has almost come 
to the point where it is only possible to discriminate with respect to time of ticket purchase. 
Here, the general rule is that business travelers, or travelers with high willingness to pay in 
general, tend to book closer to departure than leisure travelers, however, not even this is 
“sacred”, since more and more leisure travelers tend to book close to departure.  
   In addition to all this, another reason for abandoning the very restrictive fare structures 
could simply be that customers have started to get really tired of them after the LCCs have 
shown how simple it can be done22.  
                                                 
21 This bears resemblance to the previously mentioned threat of entry, which was not enough to discipline 
airlines on monopoly-like routes in the U.S. in the 1980s. However, with the transition to one-way based fare 
structures, this threat has become much more real, and apparently real enough to discipline many airlines, 
even on monopoly routes. 
22 In the mind of an ”ordinary” leisure traveller it can of course sound as an entirely positive thing that more 
and more airlines offer one-way tickets and simple fare structures, but since this at the same time increases the 

32 



The Airline Industry of the 21st Century – Finally Approaching Contestable Markets? 
October 2005 

   Whatever the reasons, the transition to one-way based fare structures has meant that it has 
become a lot easier to enter a market and tap it for possible profits – and in this way, the 
level of market contestability has indeed increased.  
   Let us go back to the example of Copenhagen-Berlin. When easyJet decided to start up a 
service between the two cities back in May, 2004, they did so with two daily roundtrips, 
one in the morning and one in the evening. However, the airline quickly decided to cut back 
and discontinue the morning roundtrip, just leaving a single, daily, late evening roundtrip 
service, which the airline still operates today. Now, what would have been observers’ 
(including the author, by the way) comments, if this had been, say, three or four years ago? 
Well, probably something like “that is far to small a scale to attract any lucrative business 
traffic” or “for a weekend tourist either going to Berlin or Copenhagen, what good is a 
single daily flight arriving so late, that you would not be in the centre of the city until late in 
the evening?” -And they would have been absolutely right, because the entire aviation 
“philosophy” back then was based on staying with the same airline, or at least the same 
alliance, throughout your entire journey. Today, however, the situation on many routes – on 
both sides of the Atlantic – is very different.  
   In the beginning of 2005, SAS started offering one-way tickets on many of the airline’s 
European routes under the Snowflake name23. After a period of selling intra-European 
tickets on the exact same planes under two names, SAS and Snowflake, on two different 
web sites and with two different fare structures (return- and one-way based, respectively), 
the airline decided to introduce a one-way based fare structure on the SAS brand as well for 
all intra-European flights in September 2005. Advertising campaigns emphasized the new 
flexibility – now you could, for instance, travel outbound on a cheap, non-flexible ticket, 
and home on a more expensive, flexible ticket; no need to buy a flexible one for the whole 
trip. What the advertising campaigns, naturally, did not emphasize, was that the new one-
way based fare structure also meant that you could fly outbound with SAS and homebound 
with a (one-way based) competitor! Of course this would be a weird thing to advertise 
directly, but no doubt that this is partly what made (and makes) SAS’ new one-way fare 
structure attractive as well. 
   It appears that SAS is not the only one going in the one-way/fewer restrictions direction. 
Other traditional airlines have also, although not adopted the one-way model 100 %, 
relaxed their ticket restrictions significantly on many routes – partly in an attempt to adapt 
to the changing travel patterns, partly in an attempt to compete with the one-way based 
                                                                                                                                                     
business travellers’ possibilities of paying less than they are actually willing to, this could – other things equal 
– mean that in the long run leisure passengers could actually end up paying more than under the “regime” of 
the return-based fare structure. This is because airlines in their yield optimization process now would mix 
together the demands of leisure- and business travellers. Among other things, this was one of the arguments of 
not recommending legislation against allegedly completely unreasonable restrictions on air fares in the U.S. 
back in 2001 (GAO, 2001). When the U.S. airline industry was deregulated in 1978, many observers believed 
that business travellers lost while leisure travellers won – it just might be that the transition to one-way based 
fare structures could reverse this. 
23 Snowflake was SAS’ one-way based LCC-child started in the spring of 2003, largely set up to compete on 
Mediterranean routes. However, like many other low-fare spin-offs by traditional carriers (for instance SAS’ 
Star Alliance partner Air Canada’s spin-off Zip), Snowflake proved not to be a success. After a little more 
than a year, the airline abandoned the Snowflake LCC-project; however, SAS continued to sell one-way 
tickets under the Snowflake-brand on many of the airline’s regular European SAS-flights. 
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carriers. However, SAS’ new concept with a 100 % one-way based fare structure on all 
intra-European routes is still quite a quantum leap from most other, traditional European 
carriers, and after a couple of months with the new concept none of the other European 
carriers have done the same – apart from those that already used 100 % one-way, most 
importantly Aer Lingus and SN Brussels Airlines. 
   On the other side of the Atlantic it is also observed how the simple, one-way based fare 
structures of the LCCs force many traditional carriers to relax their ticket restrictions on 
many routes. In table 1 14 selected traditional carriers and their respective fare structures as 
of October, 2005, are listed. For American carriers it is with regards to domestic routes, for 
European carriers with regards to intra-European routes. 
 
Table 1 

USA Fare Structure 
American One-way based on certain routes, particularly  

trans-con, otherwise return-based 
Continental One-way based on certain routes, but primarily  

Return-based 
Delta One-way based on certain routes, otherwise  

Return-based 
Northwest Return-based 

United One-way based on many routes, otherwise  
Return-based 

US Airways Return based 1) 
EUROPE Fare Structure 
Aer Lingus One-way based 2) 
Air France Return-based, however, restrictions on Scandinavian routes 

relaxed after SAS introduced one-way 
Alitalia Return-based, however, on Scandinavian routes one-way 

based after SAS introduced one-way. Also one-way based on 
some other routes 

British Airways Return-based, however, one-way introduced on 
Scandinavian routes after SAS introduced one-way 

KLM Return-based 
Lufthansa Return based 

SAS One-way-based 3) 
SN Brussels One-way based 

 
1) After US Airways was bought by America West (as known the joint airline continues under the US Airways 
name) it is not known (at least not to the author) whether or not the airline will continue with America West’s 
one-way based fare structure or US Airways’ return based – or maybe a combination of the two 
2) In the fight against low-cost giant and number one competitor Ryanair, Aer Lingus has decided to officially 
re-launch itself as an LCC – on ATW’s  LCC top-10, 2005, the airline is placed among Southwest, Ryanair, 
easyJet etc. (!). The airline is a modest number 9 on the list in terms of revenue and RPK (Source: ATW 
Magazine, July 2005) 
3) On routes between Scandinavia and Germany one-way will be introduced on January 1st, 2006 
 
Source: Airline websites, on-line travel sites, newspaper articles and www.takeoff.nu 
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   From table 1 it is seen clearly how more and more traditional airlines have given up their 
strict ticket rules in favor of more relaxed fare structures, at least in certain markets. The 
general tendency seem to be that one-way based fare structures, or at least less restrictive 
return based fare structures, are used by traditional carriers on routes where competition 
from airlines using relaxed fare structures (predominantly one-way) is big – for instance on 
routes with significant competition from LCCs. On the other hand it seems that the return 
based fare structure persists when there is no significant competition from carriers using 
one-way based fare structures – those being either LCCs (for instance JetBlue in the U.S.) 
or traditional carriers (for instance SAS in Europe). 
   In relation to table 1 and the above mentioned, it should be noted that the term “one-way 
based fare structure” is somewhat ambiguous and subject to personal judgment. In the 
above mentioned, a one-way based fare structure is defined as a fare structure where a one-
way ticket costs approximately half of an equivalent return ticket – i.e. if there is a small 
discount on the return ticket, say, 3-4 % on the price of the whole journey, this is still 
considered a one-way based fare structure. Put another way, it is only in cases where a one-
way fare is significantly higher than half the equivalent return fare, or maybe even higher 
than the return fare, that the term “return based fare structure” is used. 
   There is also another issue in relation to the definition fare structure. Not going into 
details, some LCCs would probably argue that a one-way based fare structure only comes 
with the highest degree of simplicity – which is the case for most LCCs. At a given point in 
time, there is one price for a seat on one particular flight, and every ticket is sold with the 
same set of ticket rules24. SAS’ new one-way fare structure is, on the other hand, albeit one-
way based (of course) not simple, as you have different prices for exactly the same flights 
depending on where you choose to book – for instance the Danish web-site, the Swedish 
web-site etc.25 On top of this, a 33 % child discount is available, and you can book non-
flexible and fully-flexible one-way tickets in the new system, so you have different ticket 
rules associated with different prices – by the way, the latter also goes for American LCC 
legacy Southwest Airlines. 
   Summing up, one-way is a term subject to personal opinion, and some might argue that I 
have pushed the term just a bit too far in this paper. However, my focus is on the fare 
structure’s influence on the contestability of the air travel market, and in this sense “one-
way is one-way”, regardless of the level of simplicity in the fare structure in other areas. 
The most important thing in relation to the focus of this paper is that the fare structure in 
itself does not significantly tie a customer to a particular airline beyond a single leg26. 
 
One-way and contestability – returning to Copenhagen-Berlin 
   Going back to Copenhagen-Berlin, SAS has now introduced a one-way based fare 
structure on the route. Danish Maersk Air, who not that long ago started up service between 
                                                 
24 Not to be confused with ticket restrictions such as minimum stays etc.; these rules primarily deal with 
whether or not you can change your ticket (for a fee and possibly an upgrade charge) and how. 
25 I personally saved quite a bit on a trip from Copenhagen to Gothenburg “hopping” between the Danish and 
Swedish SAS-site to get the cheapest fare on each leg. In this case, the Copenhagen-Gothenburg leg was 
cheapest on the Swedish site, whereas the Gothenburg-Copenhagen leg was cheapest on the Danish site – I do 
not remember the exact price differences, but they were indeed worth the bother! 
26 In most cases, this would be equal to ”beyond the outbound flight”. 
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the two capitals with four, more or less, random-scheduled flights a week, also operates 
with a one-way based fare structure. The same thing is true for easyJet. SAS has 32 weekly 
roundtrips, Maersk Air 4 and easyJet 7. Altogether, you have three competitors on a route, 
none of which force their customers to stay with them both outbound and return through 
return-based fare structures. 
   Of course it is possible that there are business passengers who depend on flexible tickets 
and a flexible schedule, something that only SAS provides on Copenhagen-Berlin. 
However, since it is most often the case that walk-up fares offered by LCCs (in this case, 
Maersk and easyJet) are lower than flexible fares offered by traditional carriers this does 
not have to be an obstacle to the market contestability. 
   It is the author’s opinion, that the transition to one-way based fare structures indeed is one 
of the most important factors (if not the most important) in explaining that it is at all 
possible to have three different airlines offering Copenhagen-Berlin, and on top of this have 
a number of weekly flights for two of the airlines so low, that it is difficult for those two to 
keep the customers both outbound and return. But now you can, say, fly down to Berlin 
with SAS in the morning and back with easyJet in the evening – or fly back from an 
entirely different city for that matter – without being punished by a return-based fare 
structure27. 
   With the transition to one-way based fare structures, the air travel market has obviously 
become more contestable on routes affected by this change. In theory, it now only takes a 
market expansion equivalent to one weekly roundtrip – or maybe around 120 persons in 
both directions – to economically justify putting a plane in service to fly this new roundtrip. 
Before, with the return based fare structures, it took maybe three daily departures to start up 
service, or an equivalent market expansion of 2.520 persons (3 x 7 x 120). It is obvious that 
the situation beforehand indeed lowered the flexibility in market supply, which is crucial to 
the level of market contestability. 
   A recent example is Danish LCC Sterling Airlines’ announcement of possible plans to 
enter the market for domestic air service in Denmark, more specifically the route between 
Copenhagen and the 4th largest city, Aalborg, in the northern part of the country. The route 
is currently only operated by SAS; however, the airline is not alone since there is 
significant competition from rail and bus services. In a comment to the announcement by 
Sterling, SAS Denmark’s VP, Jens Wittrup Willumsen, said that “competition on the 
Danish domestic air travel market takes a dense traffic program, and I do not think that 
Sterling has enough aircraft to make this service work economically”28. 
   However, in relation to this it is important to remember, that because SAS operates with a 
one-way based fare structure, and it is very unlikely that Sterling will operate with anything 
else, then – referring to the previous argument – it is not necessary for Sterling either to 
start up, say, five daily roundtrips, in order to attract business customers in particular; 
                                                 
27 Rounding of the Copenhagen-Berlin story, Sterling (which bought Maersk Air recently) just announced that 
beginning from November the airline will cancel Maersk Air’s four weekly random-scheduled flights to 
Berlin Tegel Airport, and replace them with two more “regular”-scheduled daily flights to Tempelhof Airport 
instead. In this way, the airline will be able to keep more passengers both outbound and return – actually 
contradicting the view just presented. However, it could be that the Airline simply sees a profit opportunity in 
the market which is only fully tapped when the capacity of two daily 737’s is set in.  
28 www.StandBy.dk, September 23rd, 2005 
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regardless of whether or not the airline has planes for it. Sterling can just – plane by plane – 
insert capacity until there it is no longer economically wise to do so, i.e. until the market is 
saturated with respect to Sterling’s profits from the service. Whether the airline from a 
purely economic perspective then ends up with one or five daily roundtrips has – all other 
things equal – less relevance, since customers can, say, fly down to Copenhagen with SAS 
and back with Sterling, without being punished for doing so through return-based fare 
structures29. 
   So, is it a better idea to have low-frequency services today than five years ago? 
Definitely, and the transition to one-way based fare structures is indeed a major cause for 
this. However, there are other elements in this as well – a contestable air travel market is 
not reached just by introducing one-way tickets. On top of this, it should be noted that the 
one-way based fare structure – as well as the classic LCC-model – has yet to reach the 
intercontinental markets30. At the same time, other reasons for having high frequencies are 
also there – for instance, part of the reason U.S. low-cost heritage Southwest Airlines offers 
high frequencies is that this creates traffic enough for the airline to use its own ground 
handling. The airline emphasizes this because they would like that the customer meets the 
Southwest-culture and starts the Southwest-experience at check-in. 
 
Contestable markets and the Internet 
   An element that like the one-way based fare structure seems to move the air travel market 
closer to contestable markets, is distribution. Here, the Internet has turned the distribution 
and marketing of air tickets upside down (Hvass, 2005a). 
   One of the problems in the American airline industry back in the 80s and well into the 90s 
was, as previously mentioned, that the huge airlines owned the distribution channels31 and 
on top of this were able to manipulate with the travel agencies through TACOs – and back 
then travel agencies sold almost every seat on a plane. New entrants in the airline market 
would have to fight their way through the GDS-systems and in particular the travel 
agencies – they were fighting against their competitors on one side (GDS-systems) and 
their sales staff on the other (TACOs). As if all this was not enough, new entrants also 
faced a larger burden when it came to marketing of a new service, a burden that is now 
significantly reduced with the Internet. 

                                                 
29 Again, of course things are not this simple – SAS’ FFP, better flexibility with SAS, SAS’ feeding in 
Copenhagen and Sterling’s desire to be able to do the same (which would require more than, say, just a single 
daily roundtrip), advertising the new service is subject to economies of scale suggesting higher frequencies 
etc. However, it could indeed prove to be a good economic decision just to offer one or two daily roundtrips; 
Sterling’s decision on the number of roundtrips would basically depend on how the capacity increase in the 
market would lower the overall price level, and not on how many of its passengers it could keep both 
outbound and return – easyJet has proven that this can be done economically on Copenhagen-Berlin.  
30 Interestingly, CEO of SAS, Jørgen Lindegaard, said that if Sterling started transatlantic services with a one-
way based fare structure, it would indeed be a possibility that SAS would do the same on its transatlantic 
services in response (www.takeoff.nu, September 21st, 2005). However, with Delta and Continental both 
starting up transatlantic services to Copenhagen next summer, the chance of this happening has dropped 
significantly. 
31 The problem with GDS-bias has not existed in several years; however, the problem with TACOs became 
more severe especially throughout the 90s, particularly in the U.S. 

37 



The Airline Industry of the 21st Century – Finally Approaching Contestable Markets? 
October 2005 

  With the Internet, GDS-systems have lost their monopoly on distribution, and the travel 
agencies have lost their more-or-less-monopoly on the actual sale of air tickets – what it all 
boils down to, is that the customer has gained a lot of power at the expense of GDS-
systems and travel agencies. It has created significant savings for airlines and customers; no 
more GDS-fees and commissions to be paid. The customer can by-pass both the travel 
agency and the GDS, which has removed an enormous barrier of entry for new carriers32, 
and forced GDS-systems as well as travel agencies to find new ways of making money. The 
GDS-systems have indeed lost a lot of their power, which gives airlines better bargaining 
positions and therefore lower GDS-fees; recently seen when SAS renegotiated with the 
GDS-systems and succeeded in achieving huge cost savings.  
   Today it is more or less outlawed for an LCC to talk about anything else than direct sales 
to the end customers in order to keep costs down, even though there are indications that this 
development could turn around, and some LCCs – among those Swedish FlyMe – are 
starting to see the benefits of GDS-distribution and sales through travel agencies, especially 
in relation to corporate customers33. 
   Where it used to be the GDS-systems that were the only to have the strength of being able 
to show an endless number of flights and fares, now you can find travel sites on the web 
which collect information on flight times, prices etc. directly from the airlines’ own web 
sites and then compares it on your screen. Sophisticated software that compares everything 
on the same screen – GDS-airlines, LCCs, published fares, web fares, negotiated fares etc. 
– is being used by an increasing number of travel agencies. 
   If you searched on the web for an air ticket Copenhagen-London just two or three years 
ago, you would only be offered airlines that distributed via GDS, and you would always be 
flying out and back on the same airline. If you look today instead, you can be offered to fly, 
say, British Airways out and easyJet back – completely unimaginable just a few years ago. 
This is in great part due to the Internet and the far more open34 distribution structure 
witnessed today, but of course it should also be seen in relation to the transition to one-way 
based fare structures. Summing up, the Internet has indeed played a huge part in increasing 
the level of market contestability in the air. 
 
Commoditization and contestable markets 
   To which degree there has been a tendency towards commoditization in the airline 
industry is being discussed (Hvass, 2005b), however, in recent years it seems to have been 
the case that the price parameter has become of increasing importance to the customer 
when he or she is choosing an airline. Back in the days of regulation this was often not an 

                                                 
32 Or already existing airlines wanting to start new services outside “home”, i.e. outside their own GDS and 
TACO-network. 
33 This was more or less the conclusion at a Take-Off magazine conference on GDS-systems in May, 2005 in 
Copenhagen, where all the big four GDSs – Cendant (Galileo), Sabre, Worldspan and Amadeus – were 
represented. 
34 But not necessarily more simple and transparent – all other things equal, it used to be that there was one 
place to look for flights and fares – the GDS-systems. Many travel agencies today complain about the 
complex task it now can be to find the cheapest ticket for a client – this is of course why all the new software 
has shown up. 
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option at all, which was why the airlines had to compete on service, food and drinks, 
legroom, stewardesses etc. 
   After the U.S. deregulation in 1978 the airline industry experienced a general decline in 
the level of service, comfort etc., in the air as well as on the ground (Dempsey & Goetz, 
1994). Of course this can be interpreted indifferent ways; however, an obvious 
interpretation is that customers apparently did not love the free champagne and generous 
legroom as much as they loved saving the money this cost. Put another way, people turned 
out to be more and more willing to sit a bit closer together for a couple of hours if it could 
save them some money.  
   Maybe it is somewhat the same thing we have seen in Europe in recent years – the LCCs 
enormous growth, less legroom and no frills offered by many traditional carriers etc. 
Indications are that people no longer seem to have the sort of romantic perception of flying, 
when they actually have an option to save the money this “romantic” flying costs – during 
regulation, this was not an option. 
   Commoditization means, that – in this case the air ticket – becomes a standard commodity 
like oil or corn, where the price is the only parameter that matters to the customer. Of 
course the airline industry is far from here, and maybe especially in Europe, where you still 
find a lot of people who prefer to fly with an airline where for instance the staff speaks your 
native language. This being said, indications are that the airline industry, relatively 
speaking, has become more commoditized in recent years. What this means is that airlines 
will have more and more difficulties trying to make the market less transparent – i.e. less 
contestable – through having different service concepts etc.; apparently, customers tend to 
look more and more at just the price. 
   The above is especially true for shorter hauls, say, within most parts of Europe or non-
trans-con flights in the U.S., but for longer flights things currently seem to be going in the 
opposite direction – airlines in these markets continuously try to beat each other on 
entertainment systems, lie-flat beds, Internet access, airport lounges etc.; especially in 
relation to the business clientele. 
   It is difficult to pin point why there has been this commoditization in the shorter-haul 
markets in recent years, but no doubt that people have chosen to exchange some in-flight 
comfort and service for savings on the fare, and this is a major reason. In addition to this, 
the Internet could also have had an effect on commoditization – here, it is most often the 
case that only prices are compared, not legroom, in-flight service etc. And if price is the 
only parameter showed this is the most obvious sign of commoditization. If you, instead of 
booking on the web call a travel agency, you are often also informed about service on 
board, a nice transfer hub etc., which helps to lessen the effect of commoditization. 
   Commoditization within an industry is also witnessed when the players in the market start 
to outsource activities, because this outsourcing brings with it standardization and 
homogeneity, which, other things equal, means that other parameters than price become of 
less importance to the customer. Several factors are important in relation to this, however, it 
is obvious that if more and more activities are outsourced, then this in turn means that an 
increasing part of the company culture – both inside the firm and as perceived by customers 
– is lost, and company culture might exactly be what can differentiate a product and lessen 
the effect of commoditization. Examples are numerous, but a couple of good ones were 
described in a contribution to Take-Off Magazine: 
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…”there no longer exists (in the hotel- and airline industry, ed.) a big difference between 
checking in on hotel A or B, both with box mattress, linen from Jysk (Danish linen giant, 
ed.) and morning buffet from Arla and Tulip (Danish/Swedish dairy giant and a big Danish 
food manufacturer, respectively, ed.). Or what about a flight with SAS onboard a Lufthansa 
737 leased in from SN Brussels Airlines?”...35

 
   The above comment illustrates very well how the outsourcing means more homogeneity 
in business models and thereby more and stronger price competition – in short: 
Commoditization. Within aviation, outsourcing has become highly significant in recent 
years, particularly in Europe36 - just look at how an entire flight journey can be completely 
outsourced: Ticket sales, marketing, ground-handling, planes, pilots, cabin crew etc.37

   To take an example, look at SAS’ recently introduced flights from Copenhagen to 
Luxembourg: Ground-handling is outsourced at both endpoints of the route38, CRJ-200s are 
leased in from Danish regional carrier Cimber Air and are operated with a small SAS-logo 
on the tail, and the cabin crew as well as the first officer is from Cimber Air. The closest 
thing a customer gets to an experience of a – possibly – differentiated SAS culture is the 
captain, who the customer is most likely never to meet.  
   In the U.S., as noted, the outsourcing is much more significant, with Skywest being a 
good example. The airline, which with a fleet of around 400 (smaller) aircraft, even for the 
U.S. is not of an irrelevant size, is relatively unknown, because it exclusively flies on behalf 
of other airlines, for instance Delta and United. When these airlines choose to outsource 
routes to Skywest, it is because Skywest can operate the shorter and thinner routes cheaper 
than they would otherwise be able to themselves, because Skywest has a fleet of smaller 
aircraft as well as a cheaper staff39. 
   As known, outsourcing is not limited to aviation; it happens across industries in relation 
to a general change of role for businesses: They are moving away from a focus on internal 
efficiency improvement to a focus on external organizational improvement. Do whatever 
you are the best at, and if you are not the best, then buy from the one who is. This is the 

                                                 
35 Comment by Jan Kjær Nielsen, Take-Off Vo. 10, November, 2004. By the way, in this issue there are many 
interesting comments on the commoditization issue. 
36 In the U.S. extensive outsourcing has existed for many years. 
37 Functions such as maintenance are also often outsourced, but contrary to the other elements this is not a 
function, that the customer gets in direct contact with, and therefore this is of much less relevance in relation 
to the customers (possible) perception of a differentiated product. 
38 In Copenhagen it is outsourced to SAS Ground Services, a division in the SAS Group; however, it is 
nonetheless outsourced. 
39 Of course one could ask the question: Why do, say, United, not just acquire some smaller aircraft more 
suitable for these particular routes and operate them on their own? This is related to labour costs. If United 
owns suitable planes it is very difficult to outsource the staff functions to cheaper suppliers without starting 
conflicts with the unions. However, if United does not own suitable planes, it is easier to make the unions 
swallow the bitter pill of the airline having to outsource some routes – and some jobs – to airlines that do have 
the right aircraft. With the same reasoning, it probably would not be entirely wrong to say that it is “lucky” 
for SAS that the airline does not own suitable aircraft for a route like Copenhagen-Luxembourg, because if 
the airline did, it would probably not have been possible to outsource the route to Cimber Air and make use of 
this airlines’ lower labour costs because of union opposition. 
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main reason why purchasing has been making up an increasing part of firm’s costs in recent 
years. Going back to Copenhagen-Luxembourg, the list of costs previously composed 
salaries, depreciations, landing fees, ATC-fees etc. as well as fuel, food etc.40 Now, you 
only have two bills for ground service and a single bill for leasing plane and crew for three 
hours. And the situation today is that from a cost perspective Cimber Air is better at flying 
Copenhagen-Luxembourg than SAS is. SAS’ role in relation to this is then “just” to 
organize the contact between ground-handling companies; plane operators etc., in order to 
provide the customer with a product put together by SAS but in the individual steps carried 
out by others. 
   The above also obviously plays a major role in the commoditization of the airline 
industry. If one wants this development to turn around an obvious remedy could simply be 
to perform more functions in-house. However, this often proves to be costly – remember, 
this is why the functions were outsourced in the first place. What it comes down to is that 
there is a trade-off between the generally41 higher costs associated with performing the 
none-key business area functions in-house on one hand, and a possibility of charging higher 
prices when doing this on the other because many people might be willing to pay extra for a 
differentiated experience caused by the in-sourcing. It is probably with a trade-off like this 
in mind successful Southwest Airlines, as previously mentioned, uses in-house ground-
handling. 
   Commoditization must also be seen in relation to one-way based fare structures, because 
the level of market contestability is not increased with one-way based fare structures if 
company culture etc. ties customers to a particular airline both outbound and return 
anyway. So, commoditization and one-way based fare structures are complimentary. 
   Summing up, the increasing commoditization means that it has become easier42 for a new 
airline to enter a route, because other parameters than price – for instance leg room, service, 
brand etc. – have become less relevant in choosing an airline. This has, together with the 
changed distribution structure through the Internet as well as the transition to one-way 
based fare structures, also contributed in making the air travel market more contestable – or 
at least it has created better possibilities of a contestable market in the air. 
 
Remaining barriers to contestable markets in the air 
   With the transition to one-way based fare structures in an increasing number of markets, 
the more open distribution structures and an increasing degree of commoditization, the air 
travel markets in North America and Europe seem to have moved closer to contestable 

                                                 
40 Just to let the reader know, SAS did not previously fly Copenhagen-Luxembourg. 
41 One of the theories supporting this proposition states that if you outsource a function it is easier to play out 
possible suppliers against each other, and in this way you keep the salary-level down and/or keep the 
efficiency high. In addition to this, economies of scale are of course often present in relation to outsourcing. 
42 Easier in the sense that it has become more simple, because an airline entering a new route only has to show 
customers one parameter – the price. It might not be easier today if you are an airline looking to differentiate 
yourself by for instance offering frills, because this is often ignored by travel sites on the Internet. For 
instance, the “old” Maersk Air was – all other things equal – not as favourably quoted on travel sites as many 
of the airlines’ competitors, because the travel sites hardly ever mentioned that you were offered 
complimentary coffee and tea, newspapers, possibly more leg room etc., something that might save you 
money onboard as well as give you a better travel experience – most travel sites only compared prices. 
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markets – however, barriers limiting the degree of contestability in the market still exist. 
The following gives a sum-up of some of the most important ones. 
   With regards to advertising and marketing the Internet has, as noticed, made it a lot 
easier to start up a new air service. This being said, it still takes quite a bit of effort, time 
and money to start up a new service, especially if an airline wants to have a lot of direct 
sales on the airlines’ web page, which there indeed is a tendency towards today – among 
traditional carriers as well as LCCs. So, in relation to this economies of scale still exist, and 
these can limit the degree of market contestability. For instance, a single daily roundtrip on 
a particular route will of course be more expensive to advertise per seat than if the airline 
offered five daily roundtrips. 
   Frequent Flyer Programs (FFPs) are still doing a good job tying customers to particular 
airlines or particular alliances, which limits the degree of market contestability. However, 
the heydays of the FFPs might be lacking towards the end – many corporations have started 
to keep employees’ frequent flyer points43, and people generally tend to fly more and more 
often. Both things mean that – from the customers’ point of view – economies of scale start 
to show up in relation to FFPs. When a private person or in particular a corporation flies a 
lot, frequent flyer points are earned and redeemed within a short period of time – and other 
things being equal this means that your bias towards a particular airline or alliance is 
reduced. 
   The usual strength of the FFPs lied in the fact that customers booked a particular airline 
or alliance “just once more”, because then they had enough points for a free trip. However, 
when private persons or corporations travel a lot combined, with different airlines and 
different alliances, then you will tend just to choose the cheapest option each and every 
time. Put another way, if a private person or a corporation has five different FFP accounts 
which are all steadily accumulating points, then you will just choose the cheapest carrier 
each time you want to fly – in due time, the free trips with the different airlines will come 
anyway. The introduction of points for credit card purchases, car rental, hotel stays etc. is 
probably just lessening the tying-effect of FFPs even more if all FFPs offer this. 
   Despite the above, FFPs are still being used by most airlines, although this is not the case 
for most European LCCs. One of the reasons is that FFPs are notoriously associated with 
traditional carriers, and on top of this they are generally not perceived to be compatible 
with low fares44. In stark contrast to this, looking on the other side of the Atlantic, even the 
father of low-fare flying, Southwest Airlines, operates with a – by the way, very popular – 
FFP, Rapid Rewards. So, there does not seem to be a universal view on the costs and 
benefits of FFPs. So far, FFPs in general do seem like they are here to stay though, and 
despite the fact that they have lost a lot of their tying-power in recent years, they still make 
up a barrier limiting market contestability. 
   Despite the previously described tendency towards commoditization in the air travel 
market, cultural barriers still seem to persist in many markets, particularly in Europe. 
                                                 
43 Among an increasing number of other both private and public enterprises, Swedish furniture giant IKEA as 
well as the Danish State (which directly or indirectly employs around half the working population in 
Denmark) do not allow that employees’ points are used for anything else than work-related travel. In the case 
of IKEA, they have forced airlines to allow them to pool employees’ points, which lessens the tying-effect of 
FFPs even more. 
44 Not really because of the free trips themselves, more because of the costs of administering an FFP. 
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These indeed limit the degree of market contestability as well. Other things being equal, it 
is still a lot harder for SAS to start a domestic service in Portugal than it is for TAP – also if 
you do not take hubs etc. into account. When Irish Aer Lingus tried to start up a hub in 
Manchester back in the late 90s, this did not turn out to be a success; apparently in great 
part due to cultural differences (Hvass, 2005a). Differences between different countries and 
regions do not necessarily only have to do with the customer-side of the equation, it can 
also be in relation to working culture, legal environment etc. which can make it a lot more 
difficult both operationally and administrative to operate air services in, for instance, 
another country – and this is probably already hard enough on the customer, or revenue, 
side because of cultural differences. 
   This being said, LCCs such as easyJet and Ryanair are more neutral in relation to 
nationality, which is probably why these airlines have had an easier task trying to expand 
beyond their home markets in the U.K. and Ireland. Despite the national touch of the name, 
German Air Berlin has, too, for many years had success with domestic air services in Spain, 
and in the summer of 2005 the airline started to give Austrian Airlines some serious 
competition out of Vienna. So, it seems like it can be done, however, significant cultural 
barriers will probably still prevail in Europe for many years to come. 
   Problems with acquiring slots and gates still exist today, and they too limit the level of 
market contestability in the air. However, sometimes the problem does seem to be a bit 
exaggerated; if an airline is just modestly flexible it should not be a problem to get into 
most large-city airports in the U.S. and in Europe. Despite this, slots are still in short supply 
in a number of key airports, especially at certain times of the day, and gates are also limited 
in many places – in the U.S. this is particularly true for airports in the East and Upper-Mid-
West, for instance, JFK and Chicago O’Hare, and in Europe it goes for several London 
airports as well as airports like Paris CDG and Frankfurt. 
   LCCs often solve these problems by operating from secondary airports, and the 
significance of these has increased dramatically throughout many regions in both the U.S. 
and Europe in recent years. This could prove to increase the level of market contestability. 
At the same time, people seem willing to drive a long way if that is what it takes to get a 
cheap airfare, especially in the U.S. 
   Authorities in both the U.S. and Europe try to combat the slot problems by awarding new 
or available slots to newcomers, or in more rare cases redistribute slots. This is how Maersk 
Air managed to squeeze in at Frankfurt and how easyJet managed to get in at Paris CDG 
and Gatwick. These initiatives by the authorities do apparently increase the level of market 
contestability, however, this also requires flexibility – and it is obvious that the flexibility is 
limited when an airline has to start negotiations with the authorities every time it wants to 
start up a service to a slot-constrained airport. 
   Altogether, capacity problems at airports still make up a barrier to contestable markets in 
the air. However, since many long-term gate-leases in the U.S. expire in these years, it is 
not unlikely that gate capacity barriers could be reduced. 
   Hub-and-spoking, which was adopted by the big American carriers in the 1980s, and 
which has existed for even longer in Europe because of the many different flag carriers, is 
apparently not as popular today as it used to be. Reasons are many, and I will not go into 
detail, but the lack of slots at many key airports, an increasing demand for nonstop services, 
and the introduction of small aircraft like the A319 capable of flying relatively long hauls, 
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which has reduced the need for consolidating onto big aircraft, all contributes to the 
reduction of emphasis on hub-and-spoking. 
   As an example, SAS has significantly downscaled its hub-and-spoking operations in 
Copenhagen in recent years, allowing for more nonstop flights from Stockholm and Oslo – 
and more is on the way, according to CEO Jørgen Lindegaard45. SAS being the number one 
operator by far at Copenhagen Airport, this has reduced transfer traffic at CPH from around 
1/2 to 1/3 of the passengers in a few years. Total traffic has gone up, which means that the 
loss of transfer traffic has been more than offset by an increase in CPH-originating or 
terminating traffic – that is, mostly, nonstop traffic46. 
   This being said, the hub-and-spoke model is indeed still being used by many airlines. 
This does give hub airlines economies of scale, which can limit the degree of market 
contestability at the relevant hubs. Contrary to the general belief, the model is not limited to 
traditional carriers; to a certain extent LCCs like Ryanair and easyJet also make use of it in 
practice, even though they do not on-line and do not give discounts on through-tickets. On 
the other hand, American LCC Southwest Airlines both on-lines and offers through-ticket 
discounts47. 
   Carriers with large hub-traffic will experience economies of scale through the adding of 
transfer traffic to the point-to-point traffic, which, other things being equal, gives higher 
load-factors and/or possibilities of using larger aircraft with lower costs per seat48. The 
effect can be that a newcomer only going for the point-to-point traffic will have difficulties 
competing with the incumbent’s costs. However, if a large hub-airline like, say, Ryanair at 
London Stansted, does not on-line and does not offer through discounts, these advantages 
are theoretically gone, because the airline then cannot keep its customers after the hub-
stopover via discounts on through tickets. 
   If the future brings with it more airlines dropping the through-ticket discount, this will 
obviously increase the level of market contestability in relation to hubs – however, since 
there are sound economic arguments for keeping the through discount, it can indeed be 
doubtful whether this will happen. It is also seen how LCCs like Southwest in the U.S. and 
Sterling in Scandinavia both are offering through-ticket discounts, which other things being 
equal do tie customers to a particular airline after the hub-stopover. In SAS’ new one-way 
based fare structure, through-ticket discounts are also offered, and this obviously helps to 
tie customers to SAS after a stopover in, say, Copenhagen. So, it is not necessarily the hub 
structure in itself which limits the level of market contestability at a hub; the through-ticket 
discount is probably more significant in making a customer stick to a particular airline after 
a hub, and thereby this is probably what really decreases the degree of market contestability 
here. 

                                                 
45 www.atwonline.com, September 12th, 2005 
46 Source: Among others, www.cph.dk  
47 A through ticket discount means, that the price of a ticket from A to C via B is smaller than the price of a 
ticket from A to B plus a ticket from B to C. The price reduction reflects a lower willingness to pay when 
going through a hub, especially if non-stop services are available. It is not uncommon that the A-to-C-price is 
lower than, say, the A-to-B-price. 
48 Bear in mind, though, that transfer traffic is not necessarily ”free” either, since this requires coordination of 
flights which often means that aircraft have to wait for each other on the ground loosing valuable time in the 
air. 
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   Unfair or illegal competition practices have been seen numerous times in the airline 
industry, and even though legislation has turned tougher in recent years in the U.S. as well 
as in Europe, suspicious competition practices in the airline industry remain. History has 
indeed shown how these practices can decrease the level of market contestability in the air. 
   In the deregulated U.S. airline industry in the 1980s, incumbent carriers used all the tricks 
in the book to combat the new competition – GDS-manipulation, predatory pricing, 
monopolization of airport facilities etc. The U.S. authorities let the airline industry mind its 
own business throughout the 80s, and hardly ever interfered, not even in the most obvious 
cases of price dumping, cartels, trust-building etc. (for instance, Dempsey & Goetz, 1994). 
It was not until the early 1990s and the Clinton-administration, that this Laissez-Fare policy 
terminated. Among other things, authorities now started to pay more attention to the 
problems of slot shortage as well as the problems of illegal price dumping, which was a 
popular practice among the big incumbent airlines; in particular, American Airlines was 
accused of price dumping on numerous occasions.  
   Learning from the U.S. experience, European authorities deregulated the airline industry 
more modestly, which means that some regulation still exists in order to fight competition 
practices that are harmful to competition in the long run. A recent example was seen in the 
spring of 2005, when EU ordered that Austrian Airlines removed one of the airlines’ daily 
roundtrips from Vienna to Copenhagen in order to make way for Maersk Air, who wanted 
to enter this market – this was done entirely for the sake of competition, there was (and is) 
no lack of slots in either Copenhagen or Vienna49. 
   Nonetheless, problems with unfair competition practices, predatory pricing in particular50, 
still persist. But while it is more hands-on to legislate against GDS-manipulation, 
monopolization, mergers, code-shares etc. it is an entirely different case with price 
dumping. Illegal price dumping – selling at a price below cost with the purpose of driving 
out competitors – is extremely difficult to define in aviation. It is very difficult to decide 
when a certain price is “below cost”, because the marginal cost of a sold seat on a plane 
already scheduled is so small, that for all practical purposes it would never go below the 
sales price. In addition to this, it is also difficult to define when a reaction from an 
incumbent is illegal and when it is just a natural reaction to a newcomer entering the 
market. For instance, if Sterling starts up a service between Copenhagen and Oslo with 
return tickets starting at DKK 998, roughly 135 Euros (as they did a long time ago), is it 
then price dumping if a high-cost SAS starts doing the same? Or is it just a natural reaction 
to the new competition? Because in the short run, no doubt the marginal cost of filling up a 
seat to Oslo is below DKK 998. 
   Predatory pricing or predatory behavior practices used by incumbent carriers no doubt 
knocked out many, especially new, airlines in the U.S. in the 1980s, and it probably scared 
away even more from ever daring to start up. Throughout the 1990s there were still many 
cases where new start-ups complained about incumbent carriers’ reducing of their prices to 
                                                 
49 It goes with the story, that it was SAS and Austrian Airlines who, through an agreement on co-operation 
allowed by the EU, in turn agreed to make way if a competitor wanted to enter the market – again, not 
because of lack of slots but purely for the sake of being able to give SAS and Austrian, both Star Alliance 
members, some competition on the route. 
50 Or, more generally, predatory behaviour – a predatory act could, for instance, also be for an incumbent to 
double up frequent flyer points on the relevant route, increase TACOs etc. For these tactics, see Goetz, 2002. 
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levels clearly not compatible with their cost levels – in the U.S. as well as in Europe. As an 
example, in 2004 SAS’ low-fare child Snowflake was accused of severe price dumping on 
routes between Scandinavia and the Mediterranean, allegedly to put pressure on Maersk Air 
and Sterling51. 
   Summing up, problems with unfair competition practices and especially predatory pricing 
have not gone away, despite that legislation is making an effort, and this obviously lowers 
the contestability of the air travel market. It is difficult for a low-fare newcomer to keep the 
low prices to himself, and it is extremely difficult to judge whether or not a reaction from 
an incumbent is predatory. However, studies in the U.S. indicate that incumbent carriers 
avoid predatory pricing if the new competitor is strong and has a lot of capital ready in case 
of a possible price war. So, apparently incumbent carriers do not dump their prices if it is 
Southwest Airlines or another big airline that has entered the incumbent’s market, because 
they know that if they do, it will be a never-ending price war (Goetz, 2002). If more capital 
strong LCCs arise in the U.S. and Europe, and these have a high degree of mobility in the 
sense that they are able to enter markets in different regions and countries, this would 
indeed raise the level of market contestability52. easyJet and Ryanair are already very good 
examples of this. 
 
Contestable markets in the air? Sum-up and conclusion 
   The airline industry is theoretically one of the best suited areas in the world when it 
comes to creating a perfectly contestable market – the unique feature that the most 
important assets of the industry can be moved around at 800 km/hr makes for extremely 
good theoretical possibilities of a contestable market. The airline industry in its “purest” 
form – airplanes and flying – is placed in the very top when it comes to mobility of the 
product. In the book Corporate Finance53 Brealey et al (2005) groups aircraft with high-
mobility assets like gold, oil and financial securities, again emphasizing the huge 
possibilities of extremely intense competition in the airline industry, since the other 
industries are notoriously known for being subject to more or less perfect competition. 
  However, as I have tried to describe in this paper, the airline industry consists of a range 
of other – literally – down-to-earth things than moving planes around, and these have off-
set the otherwise ideal circumstances for a contestable market. Saying this, there are 
indications that some of these barriers limiting the market contestability have gone 
considerably smaller – but there is also a number of barriers still there. In this paper I have 
tried to highlight some important elements in relation to this. The following figure 1 sums 
up these. 
 

                                                 
51 Whether or not it was entirely caused by SAS and Snowflake is up for the reader to judge, but Danish 
KroneFly and its Icelandair-operated 757-weekend-flights from Copenhagen and Billund to Malaga and Nice 
did give up that summer because of the intense price competition. 
52 Such carriers could bear resemblance to the hit-n-run-carriers previously talked about. 
53 Brealey, Myers & Allen: Corporate Finance, 8th ed., 2005, McGraw-Hill, p. 292. Notice the huge 
difference between talking about aircraft and airlines in relation to this. 
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   The transition to one-way based fare structures, the booming use of the Internet and the 
increasing commoditization are three important elements on the way towards a contestable 
market in the air – and these three elements have already done a lot. For instance, just a few 
years ago it was a generally accepted fact that a route almost never could support more than 
two carriers – every airline had to have a mass big enough to operate with a return-based 
fare structure, keep loyal distribution and sales channels through TACOs and traditional 
marketing etc. But today, one-way based fare structures, the Internet and the increasing 
commoditization in many markets have made it a whole lot easier for a new entrant to enter 
a market and tap it for profits. For instance, airlines wishing to enter a particular route do 
no longer have to wait for the market to grow big enough to justify a return-based fare 
structure or expensive lobbying campaigns targeted at travel agencies. 
   The lower barriers of entry have no doubt made the competition in the air tougher, but 
elements limiting competition and contestability still persist, for instance slot shortages and 
unfair competition practices. Time will tell whether or not and to which degree these 
barriers will continue to exist, and whether new barriers might start to show. But at the 
beginning of the 21st century, the theory of contestable markets indeed seems to have 
experienced quite a break-through. 
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