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Richard Branson was once asked how he became a million-
aire, to which he quickly replied, “I had a billion dollars and 
I purchased an airline company.”  While Branson may have 

been joking, this subject is hardly a laughing matter, as the airline 
industry is notorious for losing money. According to the Interna-
tional Air Transport Association (IATA), the industry lost in excess 
of $10 billion in 2009 alone.  Furthermore, this is not an anomaly – 
in fact these losses were minimized due to the relatively low cost of 
fuel that prevailed during 2009.  While some airlines have demon-
strated consistent profitability, the majority lose hundreds of mil-
lions of dollars each year.

In order to understand why these mountainous losses occur so 
regularly, one must first understand the business realities of pas-
senger air travel. Since the majority of an airline’s costs are fixed, 
flying an airplane with two passengers will cost an airline almost 
the same as flying an airplane with two hundred passengers 
aboard. Furthermore, the product that airlines provide is highly 
perishable in nature – as soon as an airplane departs, any unfilled 
seats go to waste, resulting in a lost opportunity to capture rev-
enue.  These heavy fixed costs, combined with the time-sensitive 
nature of the product puts pressure on airlines to capture revenue 
wherever possible. As such, many airlines look to provide custom-
ers with services above and beyond simple transportation in an 
effort to create new revenue streams. 

The last three decades have seen the airline industry focus 
strongly on product differentiation in an attempt to stimulate 
increased demand for their various new revenue streams. Fare 
classes now separate tickets by seat, exchange flexibility, meals, 
and a variety of other different rules. Consumer prices are set by 

complex computer programs based on historical and current de-
mand. These changes have added significant complexity to the 
buying process and customers now have little hope when it comes 
to predicting future prices. While adding incremental revenue for 
airlines, fare classes have alienated many consumers, and can often 
act as a barrier for travelers who would otherwise fly. Addition-
ally, airlines restrict flexibility by selling tickets to unique users 
and prohibitively pricing returns and exchanges. Most industries 
do not have significant price volatility or restrictions on the use of 
their products, since consumers shift away from these goods. For 
perspective, consider how concert sale prices would be impacted if 
customers could not re-sell their tickets, and box-office prices var-
ied by as much as 100% a week. By shifting to a more traditional 
model, airlines could increase revenues and cover their significant 
fixed costs by selling more tickets, hopefully allowing them to es-
cape their seemingly unending bankruptcies. 

Current Model
Major players in the airline industry currently price using multi-

ple fare classes whose availability changes depending on consumer 
demand. As an example, Air Canada offers five different fare class-
es – “Tango”, “Tango Plus”, “Latitude”, “Executive Class Lowest”, 
and “Executive Class Flexible”.  The most noticeable, (and argu-
ably the only) differentiating factor between the five classes is that 
the two latter classes are business class, while the three former are 
economy.  The rest of the difference is derived from how easy it is 
to obtain returns and refunds for fares. 
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Tango Tango 
Plus

Latitude Executive 
Lowest

Executive 
Flexible

Above-Average Demand  -    -   $289.00  -   $859.00

Average Demand  -   $149.00 $289.00 $659.00 $859.00

Below Average Demand $99.00 $149.00 $289.00 $659.00 $859.00

Probable Seat Assignment 12B 12B 12B 2A 2A
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Air Canada uses different fare classes as a means of controlling 
the supply of their product. Based on historical analytics, Air Can-
ada expects their planes to fill up at a certain rate per day at given 
pricing levels. If the company sees that a flight is filling quicker 
than historical rates, they stop selling “Tango” fares, leaving only 
the more expensive “Latitude” seats available.  If the flight is fill-
ing slower than historical averages, Air Canada will either issue a 
seat sale, or increase the number of fares designated towards the 
“Tango” subclass. As frequent flyers know, this subclass is actually 
an arbitrary distinction built with the intention of leveraging addi-
tional revenue for the same product.  Although these practices can 
lead to full airplanes, and provide increased levels of revenue and 
more control over their product, most airlines still lose significant 
amounts of money. 

While adding incremental revenue for 
airlines, fare classes have alienated many 
consumers, and can often act as a barrier 
for travelers who would otherwise fly.

The current model leaves customers feeling exploited by their 
carriers. More flexible carriers such as WestJet charge less for cus-
tomers to switch flights after booking. There appears to be corre-
lation between perceived fare flexibility and airline profitability. 
While profitability is based on many separate factors, it is worth 
noting that the most profitable airlines have some of the most flex-
ible policies industry wide. 

Is Greater Ticket Flexibility The Answer?
The analysis conducted shows that customers currently ascribe 

value to fare flexibility and simplicity. By eliminating restrictions 
on transferring tickets and change fees, airlines could add a sec-
ondary-market to their tickets, creating a liquidity premium. As an 
example, a liquidity premium justifies higher valuations for hotly 
traded vintage cars than their similar, but less popular compa-
rables. Having a market in which your purchases or investments 
can be quickly and easily resold adds security and drives up value.  
Like any other asset, airline tickets also have a liquidity premium 
built into their price – the more flexible the return rules, the more 
expensive the ticket.  There are significant benefits to both consum-
ers and airlines from increasing the flexibility of airline tickets. 
By increasing consumer demand for flights through an after-sale 
exchange, airlines could potentially maximize capacity utilization 
and become profitable.

Consumer Effects
Airline customers stand to benefit significantly from increased 

ticket liquidity. First, the information displayed by an effective ex-
change would allow consumers to make more informed decisions 
about their potential trips. Instead of having to trust airlines’ un-
predictable computer models, customers could view past bidding 
history before buying tickets. Although over-the-counter prices 
would be slightly higher, these would be offset by the opportunity 
to sell tickets in the exchange. It would also reduce their hesitance 
to purchase expensive airline flights. There is currently consider-
able consumer reluctance to buy flights due to their high prices 
and airlines’ cost-prohibitive refund policies. By making the mar-
ket more accessible, easier and safer, an exchange could increase 
the willingness of consumers to use air travel.

Airline Effects
Although counterintuitive, there are also ways in which airlines 

could benefit from increased ticket liquidity.  By installing an af-
ter-market solution, airlines could eliminate the risk of not selling 
out flights. If airlines sold at slightly lower price levels, financial 
speculators and arbitrage seekers would purchase all of the tickets 
available. Since major airlines currently operate at approximately 
80% occupancy, there is the potential for significant upside to guar-
anteeing sales, even at a slightly lower price. It is even possible that 
the additional liquidity provided by after-market solutions could 
raise prices while still maximizing utilization. Besides the poten-
tial increased revenues from the changes, airlines could also better 
predict their sales, reducing their operational risk. Airlines would 
additionally benefit from increased consumer demand for their 
products.  As previously outlined, consumers will be less hesitant 
to purchase tickets for potential trips, increasing total demand. 

Furthermore, an effective exchange with market-based valua-
tions could improve airline decision making by reducing assump-
tions on revenue allocations. For example, on a flight between 
Toronto and Fort Lauderdale, with a connection in Atlanta, Delta 
Airlines would no longer have to guess what portion of the ticket 
revenue will be allocated to the Toronto – Atlanta portion, and 
what part to the Atlanta – Fort Lauderdale portion.  Instead, the 
market would determine the fair value for each flight, allowing the 
airline to make better managerial decisions as to what routes are 
profitable, and what routes should be eliminated.

It would be naive to assume that airlines will benefit from all 
the effects of the increased liquidity. In the current market, signifi-
cant information asymmetries exist in the corporation’s favour. By 
withholding information from passengers, airlines can charge ar-
tificially high prices and misrepresent demand, maximizing their 
profits while gouging consumers. The industry’s dynamic pricing 

 Switching Costs
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Type of Switch WestJet Air Canada (Tango)

Change Flight $50 + Difference $160 ($75/direction) + Difference

Cancel Flight Fare banked, less $50 upon change Fare Banked, less $150 upon change

Transferable $50 Change Fee Non-Transferable

“One Fee, Per Call, Per Person”
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model is effective at generating maximum revenue from each in-
cremental consumer. Any change towards a more flexible pricing 
system could have benefits for first movers, but would probably 
reduce industry-wide margins if all airlines participated.  

Potential Implementations
Exchanges regulated by the IATA could develop where airline 

tickets can be both purchased and sold.  Like the futures markets 
for oil or gold, an exchange for airline tickets can offer many ad-
vantages to both airlines and consumers.  Besides allowing for the 
transfer of risk from one party to the other, and providing custom-
ers with an increased level of flexibility, the market will ultimately 
be able to establish an equilibrium price for any given flight.  

A variety of possible methods exist in setting up such a market.  
The first, and most pragmatic method would be to develop an open 
exchange for buying and selling tickets.  Like an option chain for 
an equity, each flight on each airline would be listed.  One would 
be able to view both the bid and the ask price for each flight.  Al-
though at the onset liquidity would be low, over time liquidity on 
such an exchange would increase, bringing a complete overhaul to 
the travel industry as it is known today.  

Any change towards a more flexible pric-
ing system could have benefits for first 
movers, but would probably reduce in-
dustry-wide margins if all airlines par-
ticipated.

There is also a way to provide benefits to consumers if airlines 
decide not to change their revenue models. In a derivative mar-
ket, the product would be a derivative instrument based on either 
individual flights or flight index price. While this type of market 
does not allow individuals to directly sell their unusable tickets, it 

would allow airlines to hedge their revenue, while giving individ-
uals exposure to their desired flights at lower costs. By purchasing 
a derivative, or a synthetic airline ticket, whose value is based off 
actual flight prices, travellers could effectively book travel without 
having to commit to the non-exchangeable, non-refundable airline 
ticket. 

Next Steps
“We are a resilient industry.  We will survive the crisis one way or 

another.  But we must ask some serious questions.  In what shape will the 
industry emerge?  Will the shakeout be orderly?  And the most important 
question of all: What can we do to make the industry healthier and stron-
ger?” - Giovanni Bisignani, Director General & CEO of the IATA

Although consumers would significantly benefit from the in-
creased liquidity and flexibility that would be offered by the al-
ternatives described, it would be extremely difficult to convince 
airlines that the new models would maximize their incomes. Car-
riers currently benefit from information asymmetries and product 
differentiation, both of which they would hate to relinquish. Com-
bined with the potential security risks associated with unmoni-
tored ticket sales, it seems unlikely that any current market par-
ticipants would institute the recommended changes. In order for 
customers to see changes to airline pricing, they will have to force 
the changes upon airlines. 
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