case study - pricing in the package holiday market

This case study considers how prices are set in the package holiday market had how price discrimination is used as part of the pricing strategies used

Introduction

UK holiday-makers take some 36 million overseas holidays each year. Of these, almost half are "packaged holidays" - where the consumer buys a complete package of accommodation, flight and other extras - all bundled into one price. This is a highly competitive market with a small number of large tour operators (including Thomson Holidays, Airtours, First Choice, JMC) battling hard for market share.

Package holidays were devised partly as a way of achieving high sales volumes and reducing unit costs by allowing tour operators to purchase the different elements (flight, catering, accommodation etc) in bulk, passing some of the savings on to consumers.

Low margins require high asset utilisation

Estimates of tour operating margins vary, but fairly low average figures - of the order of 5% (or around £22 on the typical holiday price of around £450) are widely assumed in the mainstream segment of the market. It should however be noted that vertically-integrated holiday operators (where the tour operator also owns an airline and a travel agency) will normally also generate profit from consumers. Accordingly, the gross margins on the total operations of the integrated operators may be larger than those on their tour operation activities alone.

Tour operators need to operate at high levels of capacity utilisation (figures of the order of 95% or more in terms of holidays sold) in order to maintain profitability. Matching capacity and demand is therefore critical to profitability, especially since package holidays are perishable goods - a given package loses all its value unless it is sold before its departure date.

Perishable goods markets require highly flexible production and distribution systems so that supply and demand can be closely matched and ‘waste’ production minimised. But suppliers of package holidays are severely hampered in precisely aligning capacity and demand. They need to ‘produce’ (i.e. contract for the necessary flights, accommodation etc) virtually the whole of what they expect to sell a long time before it is ‘consumed’ (i.e. when the consumer departs for the holiday destination, or at the earliest, when the consumer pays the bulk of the price – usually around 8 weeks before departure).

Long-term management of capacity

Tour operators’ capacity plans, and the associated contracts with hoteliers and airlines, are typically fixed 12-18 months ahead of the holiday season. Some adjustments are possible after this date. However, within about 12 months of departure date, once the booking season has begun (i.e. from about the summer of 2002 for departures in summer 2003) the scope for changes is severely limited. This is due to the inflexibility of many commitments with suppliers and the problems associated with changing dates, flights, hotels etc of customers who have already booked.

Only by contracting for their expected needs well ahead of time, enabling suppliers to plan ahead, can tour operators obtain a sufficiently low price to attract an adequate volume of profitable sales. Tour operators therefore need to encourage early bookings. These improve cash-flow – a substantial deposit (usually around£100 per person, equivalent to around 25% of a typical short-haul holiday price) is paid by consumers on booking; the balance is payable two months in advance of departure (except, naturally, for ‘late’ bookings).

Tour operators also reduce the risk of unsold holidays, and the consequent need for discounting, later on. Adding capacity is easier than reducing it during a season, although in some instances, e.g. where a particular resort is proving especially popular, all suitable accommodation (and/or flights to the relevant airport) will already have been reserved, at least for the peak period. But it is generally difficult for tour operators to ‘unwind’ their contracts, especially those for air transport, without substantial penalties. The tour operator, accordingly, bears almost all of the risk of any contracted capacity remaining unsold.

The price mechanism

Faced with this limited ability to reduce output in the short-term (i.e. once the brochures are published and the selling season has started), tour operators can, for the most part, only try to match supply and demand via the price mechanism – in other words, by discounting once it becomes clear that sales of their holidays appear unlikely to match the supply that they have contracted.

The fixed costs of tour operation (mainly, the cost of the airline seat and most of the accommodation and catering costs) make up a high proportion of total costs, so that relatively high levels of discount can be applied if necessary to clear unsold stock. Reductions of up to 25% off the initial brochure price are available on some ‘late’ sales – although consumers will often in such cases be required to accept the operator’s choice of hotel, or even the resort, according to availability.

Discounting of holidays during this ‘lates’ part of the selling season is a similar phenomenon to that of ‘end of season stock clearance’ sales in other retail sectors (e.g. clothing). However the impact of discounting on ‘lates’ in a normal season should be seen in the context of the operator’s turnover for the season; it is effectively reduced by only about 5% (25% off 25% of holidays sold). Discounts (or equivalent incentives such as ‘free child’ places or ‘free insurance’) for early purchase are also offered, but they are much less significant both as to the amount of the reduction (5-10% appears typical) and its impact on costs and turnover. About three-quarters of all package holidays typically are sold at or close to the brochure price.

The fundamental rigidities in the market have important consequences for competition. They make suppliers closely dependent on each other from a strategic, as well as a short-term, viewpoint. In particular, any decision by a tour operator to try to increase market share by increasing capacity (i.e. offering more holidays for sale) will lead to a fall in prices unless competitors reduce their share by an equivalent amount by cutting capacity.

