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M. Chairman and Menbers of the Conmittee:

| appreciate the opportunity to come before this Committee to
address the Internet's role in the marketing of airline services.
The Conmittee has w sely chosen to hold hearings on this issue,
which is of great inportance to airline travelers and the airline
and travel agency industries.

Because of the Internet's inportance in airline distribution, ny
office and the Ofice of the General Counsel have begun studying
whet her the airlines' use of the Internet raises conpetition and
consuner deception issues that may require regulatory action

Since we have not conpleted our studies, | do not know what we
wi Il conclude. The Inspector General's Ofice is conducting its
own study of airline distribution issues and Orbitz, and will be

providing the Cormittee with its concl usions.

In nmy testimony | wish to do three things--provide a genera
description of the airlines' use of the Internet and the

devel opnent of airline distribution since deregul ation, outline
the I egal and policy principles applicable to the airlines' use
of the Internet, and describe the studies we are undertaking to
exam ne the questions presented by the airlines' plans for using
the Internet.

The Internet offers nany benefits for its users, as anyone who
has surfed the web knows well. The Internet provides all kinds
of information on travel services and destinations. Consumners
who are confortable using the Internet can easily research trave
destinations, conveniently find out what travel services are
avail abl e, and plan trips. Mny consuners |ike to use the
Internet for travel planning and booking--it is quick and
convenient--and the Internet is capturing a growi ng share of
travel booki ngs.

The Internet gives travel destinations, especially smaller ones,
an efficient and econom cal way to market thenselves. For
exanpl e, Megan Ward, the spokesworman for the Texas Trave

I ndustry Associ ation, stated that small rural Texas comunities
can obtain websites relatively cheaply and can attract famlies
and other leisure travelers with informati on not avail abl e

t hrough other channels: "Definitely the winners are the smaller
communities across the country, especially in Texas, who may not
have had the funds necessary for marketing. This gives thema
massi ve anount of exposure." Simlarly, a tourismofficial for
the Mal di ve Islands, a nation of 300,000 people, has stated,



"Marketing is quite expensive and we are working on a very smal
budget. Because of the Internet we are able to do a |ot of
marketing with | ess expense.”

Travel suppliers--airlines, hotels, and crui se conpanies, for
exanpl e- - have recogni zed how the Internet provides a neans of
conveniently and econom cally providing informati on and booki ng
services to consuners. The Internet enables travel suppliers to
reach new custoners who otherwi se would be unlikely to use that
supplier--or even travel at all

The Internet also provides airlines and other travel suppliers a

| ess expensive nmethod for obtaining bookings. According to a 1999
study cited by a recent General Accounting Ofice (GAO report,
for exanpl e, each booking made through traditional travel agencies
cost America West $23, a booking made through an electronic trave
agency cost $20, a booking made through the airline' s reservations
agents cost $13, and a booking made through the airline's website
cost $6.

Because airlines save noney when consunmers make booki ngs through
an airline website, individual airlines are encouragi ng custoners
to use their websites for bookings. Southwest and AirTran, two
airlines with a lowfare operating strategy, now obtain at |east
a quarter of their total bookings fromthe airline's website.
Ryanair, a European lowfare airline, is obtaining a third of its
bookings fromits own website. The efforts of these airlines to
encourage travelers to book through the airline website are
consistent with their overall strategy of keeping their costs
low, a strategy which requires themto reduce their distribution
costs along with their other costs.

Airlines have been offering limted types of discount fares
through their individual websites that are not obtainable through
ot her distribution channels, including the airline's own
reservations agents. The airlines generally use these Internet
fares to sell "distressed inventory"--seats that otherw se would
likely go unsold--to travelers willing to travel on short notice
in exchange for a low fare. The GAO has found that this practice
is common in the travel industry--Amrak, rental car conpanies,
hotels, and cruise lines also offer sonme |low prices through their
websites that cannot be obtained fromany other source. The
airlines' use of the Internet to sell "distressed i nventory" by
of fering special |low fares is conparable to practices followed in
earlier years, when airlines used a small nunber of trave
agenci es as consolidators to sell seats that would otherw se not
be sold. O fering special fares over the Internet may make them
avail able to nore consuners.

The Internet's advantages for consuners who are willing to
research and buy travel online have caused a rapidly grow ng
nunber of consunmers to use the Internet to book travel. In 1999
just over four percent of all airline bookings were done online.
In 2003 online airline bookings are expected to account for

el even percent of all airline bookings.

Not every consumer will be willing to buy travel on the Internet,



for a large nunber of travelers prefer to use travel agents. Many
travel ers value the personal relationship they have with their
travel agent, and a key part of that relationship is the trave
agent's ability to solve problens if something goes w ong.

Some studi es have shown, noreover, that consuners are nore
likely to find the | owest avail able fare when they use a trave
agency than when they use other sources of travel information.
Aside fromthat, many consuners place nore trust in the advice
given them by a travel agent than in the information given them
by airlines.

As a result, we do not believe that the Internet will cause
travel agencies to disappear. A Sabre official has predicted,
for exanple, that travel agencies will account for 65 percent of
all airline bookings in 2005 (45 percent by traditional trave
agenci es and 20 percent by travel agency websites). Many trave
agenci es have taken advantage of the Internet by creating their
own websites. They seek to support and enhance their traditiona
services and to reach new custoners. Most airline tickets are
still sold by traditional travel agencies.

The Internet, noreover, has made possible the growmh of online
travel agencies, particularly Travelocity and Expedia. Last year
online travel agencies captured just over half of all airline
booki ngs made through the Internet. Between 1998 and 2001 the
annual growth rate in the online agencies' bookings is expected
to be al nbst 100 percent. The Internet also enables Priceline to
of fer consuners a new nethod of buying airline tickets, a reverse
auction giving consuners the opportunity to try nam ng their own
price for tickets.

Online travel agencies operate in a different environnent from
traditional travel agencies and so nust use new net hods of
attracting custoners, such as creating links with web portals

i ke Yahoo! Online agencies have al so begun to buy bl ocks of
airline seats and hotel roons at negotiated prices substantially
bel ow the supplier's published rates, which they then resell to
their customers. The online agencies also recognize the need to
hire agents to help online customers with problenms and specia
gquestions. Many observers see the "click and nortar" nodel as
the travel agency of the future.

We expect that many consuners will continue to value the services
provi ded by travel agencies, whether brick and nortar agencies or
online agencies (or click and nortar agencies) and that the trave
agency industry will continue to remain an inportant distribution
channel for travel services due to these consumer preferences.

The airlines' experinentation with the Internet reflects their
search for new distribution methods since the airline industry's
der egul ati on. Si nce deregul ation, the airlines have chosen to
use a wide variety of methods for distributing their services.
Sout hwest, for exanple, has established a strategy of relying on
| ow-fare service that includes downpl aying the inportance of
travel agencies in distributing its services. Southwest thereby
avoi ds the cost of computer reservations system booking fees and
travel agency commi ssions. Many of the newer lowfare airlines



rely nore on travel agency sales but still try to sell a |arger
share of their tickets directly to travelers than do the nore
establ i shed network airlines, which depend on travel agencies for
as nmuch as eighty percent of their total sales. Airlines
generally want to sell their services through as many channels as
possible in order to reach as many travel ers as possible.

I ndividual airlines also treat different firms within each
channel differently when doing so seens likely to increase the
airline's sales. Airlines, for exanple, use consolidators to
sell seats at |low fares not made directly available fromtrave
agencies and airline reservations agents. Airlines also comonly
give favored travel agencies access to discount fares and

mar keti ng benefits not nade avail able to ot her agencies and
enabl e favored agencies to waive sone restrictions on discount
fares and to book custonmers on oversold flights. Those trave
agencies having a preferred supplier relationship with an airline
or other travel supplier commonly obtain override conm ssions,

i ncentive conmmi ssions that encourage the agency to book a | arger
share of its custoners with the preferred airline.

Li ke airlines, travel agencies have responded to market demands
by devel opi ng different operating strategies--sonme primarily
handl e corporate travel while others primarily handle |eisure

travel. Sonme hold thensel ves out as generalists while others
speci alize, for exanple, on travel to a particular destination or
particul ar types of travel, such as adventure travel. Trave

agencies generally are addressing the shifting nature of the
airline distribution system by focusing on the sale of trave
services that are nore renmunerative, |ike cruises, and by
providing their custonmers with advice and insight that travelers
cannot obtain from other sources.

Airline distribution costs, which include comm ssions, credit
card fees, conputer reservations system fees, and the costs of
the airline's own reservations and sal es personnel, have made up
al nost twenty percent of the airlines' total costs. Throughout
the 1980's and 1990's, the airlines worked on cutting all of
their other controllable costs. They recently began tackling
their distribution costs.

The airlines' efforts to cut their distribution costs have harned
many travel agencies. The major airlines have cut their trave
agency conmi ssion rates and i nposed caps on the anount of

conmmi ssi on payabl e on individual tickets. Airlines have al so
sought ways to sell tickets directly to consuners or through
channels less costly than the travel agency channel. These
actions have significantly reduced travel agency revenues. As a
result, nost travel agencies have begun requiring their custoners
to pay fees for at |east sone agency services.

Last year the GAO investigated whet her consuners have been

af fected by changes in the airlines' nethods of selling tickets,
anong ot her issues. The GAO concluded that the airlines' use of
the Internet gave consumers new ways to purchase tickets while
still allow ng consuners to use travel agents if they w shed. The
evi dence avail able to the GAO, however, did not enable that



agency to calculate the overall advantages and di sadvantages to
consuners of recent changes in airline distribution

As with many devel opnments that prom se to benefit many consuners,
however, the use of the Internet in airline distribution mght in
some ways present potential threats to consunmers and conpetition
Online firms selling travel nay engage in practices that could
create a risk of consuner deception. The airlines could use the
Internet in ways that may reduce the availability of inpartia
and conprehensive travel information to consuners. And the
devel opnent by five major airlines of a joint website--Orbitz
(originally called T2)--for the sale of travel services raises
questions on whether their operation of Orbitz may involve sone
potentially anticonpetitive behavi or

Let me now outline the I egal and policy principles applicable to
the Internet's use in airline distribution. First, online firmns
are subject to the same consuner protection provisions as other

travel firms. And, like firms in any other unregul ated industry,
airlines and travel agencies are subject to the antitrust |aws
enforced by the Justice Departnent. In general, the antitrust

laws prohibit (i) conduct by a single firmwhich involves
nonopol i zati on or attenpted nonopolization and (ii) collective
action involving two or nore firns that unreasonably restrains
trade.

Wil e conduct by a single firmseldomraises antitrust questions,
col l ective action by conmpetitors often presents serious antitrust
i ssues. Nonetheless, the antitrust |aws allow conpetitors to
create a joint venture when doing so provides efficiency benefits
wi t hout unreasonably or unnecessarily restricting conpetition
between the participants. For exanple, the airlines have |ong
operated prograns providing for the accreditation of travel
agency firms and a joint clearinghouse for the settlenent of the
travel agencies' paynent for airline services booked by their
customers.

This Department has the authority under 49 U S.C. 41712, comonly
referred to as section 411 of the Federal Aviation Act, to
prohibit airline practices as unfair nethods of conpetition if
they violate antitrust principles, even if they do not violate
the letter of the antitrust laws, and to prohibit unfair and
deceptive practices.

The Departnent, as you know, is commtted to ensuring that the
airline industry remai ns conpetitive. In exercising our
authority under section 411, we will bear in mnd Congress
decision to deregul ate the airline industry. Congress did so
because it determ ned that each airline should be free to
determ ne what routes it will serve and what fares it wll
charge. As part of deregulation, airlines becane free to
determ ne how best to distribute their services. The Departnent
no | onger has the authority to regulate the airlines' relations
with travel agencies unless necessary to prevent unfair nethods
of conpetition and unfair and deceptive practices.

As | stated, however, airlines would violate the antitrust | aws



and comit unfair nethods of conpetition in violation of our
statute if they acted collectively in ways that illegally reduce
conpetition. The Departnent is investigating questions that have
been raised by both travel agencies and smaller airlines about
Orbitz' potential adoption of restrictions on the airlines
participation in Obitz that could underm ne the conpetitive
position of smaller airlines and other distribution channels. W
are al so investigating whether Orbitz' operation nay al so create
opportunities for its owners to collude on pricing and service.
We appreciate the concerns expressed by many travel agencies and
consuners over changes in airline distribution practices that may
deny consuners the ability to obtain inpartial and conplete
advice on airline services and fares fromtravel agencies. Trave
agents provide the public with valuable information and
strengthen the ability of airlines to conpete on the basis of
service and fares.

The Departnent is exam ning these issues in order to carry out
our responsibility to see whether airlines are engaged in
practices that nay violate section 411. W have therefore
requested Orbitz to answer a series of questions on its

organi zati onal and operating plans and to provide docunents

relevant to our inquiry. |If Obitz' organization and operationa
pl ans seemto involve practices that would violate section 411's
prohi bi ti on agai nst unfair nmethods of conpetition, we will take

action redressing those problens. As a separate natter we are
reviewi ng the enforcenent conplaint filed by the Association of
Retail Travel Agents against the mgjor airlines that created
Obitz. W will be considering whether that conplaint warrants
the institution of an enforcenment proceeding.

The Justice Departnent is conducting its own investigation into
Orbitz, and, as Ken Mead has told you, the Inspector General's
Office is examining Obitz and the airlines' use of the Internet.

In addition to our study of Orbitz, we are informally studying
recent developnents in airline distribution. The primary purpose
of this study is to educate ourselves on distribution matters, so
we nmay exercise our regulatory authority intelligently when
guestions under section 411 do arise on airline nmarketing.

We are also asking all interested persons in our pending

rul emaki ng on conputer reservations systems (CRSs) to subnit
comments on whether our existing CRS rules should be extended to
cover in sone respects the use of the Internet for airline

di stri bution.

Finally, AIR-21 calls for the creation of a National Comm ssion
to Ensure Consumer Information and Choice in the Airline

I ndustry, which will study recent developnments in airline

di stribution and make recommendati ons on whet her changes are
needed. The Secretary has asked the Congressional |eadership for
their proposed nomi nations to the Conmm ssion and has asked the
maj or airline and travel agency trade associations for
suggesti ons on who he shoul d nom nate.



We will remain m ndful of what the Transportation Research Board
said last year in its report: "ln general, however, changes in
the distribution system should be viewed as opportunities to
enhance the system s overall benefits to consuners, and should
not be di ssuaded unless the neutrality and conpl et eness of the
distribution systemis fundanentally threatened. DOT should
remain alert to the possibility of such erosion.™

Thank you M. Chairman. This conpletes ny prepared statenent, and

I would be pleased to respond to your questions and those of the
Committee.



