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This is the fourth article in our series decoding the fundamental technology transition
underway in the airline industry. Today's post investigates the burgeoning realm of
ancillaries, an ever-expanding area with enormous revenue potential that signifies a key
evolution within the airline industry's journey towards a brighter future for both
passengers and airlines.

Ancillaries are the additional services and products airlines offer beyond the base
airfare, such as premium seat selection, priority boarding, additional baggage, and even
hotel bookings and car rentals. Over the past decade, ancillaries have transformed from
mere add-ons to becoming a cornerstone of airlines' financial health. They represent an
invaluable revenue stream in an industry characterized by tight margins and intense
competition.

In light of more airlines selling their flights through their direct (airline.com) channels and
NDC's potential to present personalized offerings, the landscape of ancillaries stands at
the precipice of exponential growth, instigating a profound paradigm shift in customer
service and experience within the airline industry. To navigate this terrain, airlines are
increasingly inclined towards holistic decision-making, considering total passenger
revenue for each flight as a comprehensive metric.

A primary strategy for achieving this augmentation in total revenue - beyond merely
raising fares - is the pursuit of enhanced ancillary revenue. This approach provides an
exciting avenue for diversification and personalized service, further contributing to the
evolution of the industry.

GRASPING THE SIGNIFICANCE OF ANCILLARY REVENUES

In order to truly understand the transformational impact of ancillaries in the airline
industry, it is important to evaluate their quantitative significance.

Ancillary revenues are not just a supplemental income source for airlines but have
evolved into a critical driver of financial robustness.



Comprehensive research conducted by IdeaWorks and CarTrawler illustrates this
shift.

Over the span of less than a decade, global ancillary revenues dramatically rose
from $42.6 billion USD in 2013 to over $102 billion USD in 2022. Even more
impressive, 2022's figures almost matched 2019’s record of $109.5 billion USD,
despite the disruptions caused by the global pandemic.
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Following this chart, it becomes evident that the impressive growth trajectory has
elevated ancillaries to a crucial pillar supporting airlines' financial stability.

This dependency on a strong ancillary segment becomes clear when we delve
into the proportion of total airline revenue that is derived from ancillaries. In 2022,
a historic high was reached, with ancillary revenues accounting for a staggering
15% of total airline revenue.

Such a significant share underscores the strategic importance of ancillary
revenues and highlights the need for airlines to effectively manage this ever-
expanding category. This is evidenced by the likes of Qatar Airways, Lufthansa
Group, and Air France-KLM, which have achieved ancillary revenue contributions
of about 5.2%, 8.5%, and 8.7% respectively as calculated by CarTrawler. These
figures further underline the role of technological advancements and new
distribution models, like NDC, in unlocking the full potential of ancillary revenue
streams.



Trend Benchmark
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THE DRIVING FORCES BEHIND THE ONGOING ANCILLARY SURGE

The significant growth of the ancillary segment didn't happen in a vacuum. It was driven
by a convergence of airline industry trends and consumer behavior shifts.

The Rise of Low-Cost Carriers (LCCs) and Ultra-Low-Cost Carriers (ULCCs):

These airlines revolutionized the industry with their business models, offering incredibly
low base fares and generating profit through additional services. By placing the spotlight
on ancillary revenue, these carriers have made it a key lever for profitability and sparked
a wider industry trend. This has led to the unbundling of airline products among
premium carriers (although not to the same extent). Since then, the unbundling
revolution, which began onboard budget airlines, has slowly but steadily spread across
every aspect of the travel industry.

Easier Distribution of Ancillaries:

Airlines have been exploring a diverse mix of channels to sell ancillaries, including direct
channels and third-party Online Travel Agencies (OTAs). The emergence of NDC and
its subsequent evolution has supplemented the existing distribution system,
smoothening the sale of ancillaries across all channels. This trend is underpinned by
advancements in revenue management systems, which not only facilitate dynamic
pricing of ancillary products but also support continuous pricing outside a rigid set of
rules.



A Shift in Consumer Mindset:

The market trends we've seen in the airline industry have also had a knock-on effect on
consumer attitudes. Modern travelers seem more willing than ever to pay for (certain)
ancillary products. They've become accustomed to, and even expect, the ability to
customize their travel experience according to their preferences. These findings are
supported by McKinsey research, which found that customers no longer shop for flights
solely based on price and schedule. Attributes like Wi-Fi availability, in-flight
entertainment, seat details and maps, on-time performance, and even environmental
impact increasingly affect a customer’s decision to purchase a ticket (although it’s
unclear if travelers would be willing to pay for them).
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Taken together, these driving forces have set the stage for the ascendancy of the
ancillary movement, signaling an exciting shift in the way airlines approach revenue
generation.

Given the momentum of these trends, most analysts foresee a bright future for ancillary
revenues.

As illustrated in the chart below, expert predictions suggest that growth in this sector is
far from slowing down. Rather, we can anticipate a double-digit expansion over the next
few years, solidifying the critical role of ancillaries in airlines' revenue streams.

This continued growth underscores the importance for airlines to strategically invest in,
and optimize, their ancillary offerings.



Outlook
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Technological progress, particularly in the realm of deep learning and artificial
intelligence (Al), is primed to give ancillary revenues a further boost. Al enables airlines
to optimize revenue by predicting customer behavior and personalizing ancillary
offerings. As these technologies continue to evolve, they will play an increasingly pivotal
role in driving airline profitability through ancillary sales.

THE DOUBLE BENEFIT OF ANCILLARIES

Ancillaries, far beyond being mere add-ons to the ticket price, have become an integral

part of the travel experience and airline economics. They have reshaped the interaction
between airlines and their customers over the years, providing (mostly) tangible benefits
to both parties.

Benefits for Airlines:

The ancillary revenue model presents a robust retail system for airlines. With fares
fluctuating due to supply and demand, the ancillary components add a layer of financial
stability, somewhat insulating airlines from the ups and downs of the global business
environment. In 2023, it's increasingly common to see airlines, particularly in key
markets like North America and Europe, adopting this "a la carte" retail approach in
some form. It's become a strategic tool, helping to build resilience and boost profitability
amidst market uncertainties.



Benefits for Travelers:

The advent of ancillaries has also enhanced the passenger experience, offering a more
personalized and flexible travel journey. By unbundling services and providing add-ons
like preferred seating, upgraded Wi-Fi, or lounge access, airlines can cater to a diverse
range of customer preferences. Not only does this mean a more tailored journey for
passengers, but it also allows them to take control of their expenses, paying for only
what they value. As a result, more and more travelers see unbundled fares as a viable
way to save money according to Morning Consult. In fact, this a la carte approach has
helped to democratize air travel.

The latter can be seen when taking a look at numbers by CarTrawler again.

e 1In 2013, the global average one-way fare was $306.20 USD (adjusted to
2022 dollars for inflation).

e Fast forward to 2022, the one-way fare projected by IATA is a significantly
reduced $140.69 USD.

This translates to an astonishing 54% inflation-adjusted reduction over the past
ten years.

Yet, this trend invites a caveat. As we sail into 2023, airfare prices are projected to
inflate by approximately 35-50% compared to the pre-pandemic era, spurred by a
confluence of factors such as inflation and macroeconomic shifts. It's also worth noting
that the data from 2022 as a reference point may offer a somewhat distorted
perspective, given that numerous markets were inaccessible to more profitable long-
haul travel for the majority of the year, potentially suppressing the average fare.
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DECODING ANCILLARIES: REVENUE DRIVERS AND MISSTEPS

In the dynamic world of airline ancillaries, it's crucial to appreciate the nuances shaping
this sector. While ancillaries are a rising trend, a closer look at their makeup reveals a
skewed dependency on certain types.

e Seat selection fees and baggage fees emerged as the frontrunners in the
ancillary revenue race, accounting for over half of the total ancillary revenue,
according to McKinsey.

e Baggage fees alone (including checked baggage, heavy and extra-large bags,
and additional carry-on bags) comprised more than one-third of all ancillary
revenue.

Breakdown
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Interestingly, these findings align with a Skyscanner survey indicating that seat selection
and extra baggage are among the top three ancillary products travelers are willing to
pay for this year.
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From these figures, two critical insights emerge:

Low-Cost Carriers and Ancillaries:

The significance of ancillaries is mission-critical for low-cost carriers. Some budget
airlines may allocate seats randomly to passengers who don't pay to pre-select their
spots. For families or large groups wanting to sit together, this can generate substantial
revenue. The same applies to extra baggage. For example, airlines like easyJet,
Ryanair, and Wizz Air only permit one under-seat bag for free as exposed by Simple
Flying, turning additional baggage into a lucrative extra. As a result, it's no wonder that
all of the top ten airlines in the world with the highest dependency on ancillary revenue
are low-cost carriers.
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Underutilized Ancillary Services:

Despite the dominance of baggage and seat selection, few other services have
successfully entered the ancillary top tier. Why is this the case? History suggests that
simply attaching a separate price tag to each product or service doesn't guarantee
customers' willingness to pay, as Skift rightfully concludes. Driving ancillary revenue
depends on creating the right opportunities and messages that resonate with customers
in the right moments of their booking journeys. In fact, several experiments with unique
(but excessive) ancillary services have not proven fruitful:

e In 2012, Spirit Airlines attempted to charge customers for basic services beyond
carry-on bags and checked bags, like printing boarding passes. This strategy
triggered a customer backlash and negative publicity, forcing Spirit to reconsider
its approach.

e 1In 2010, Ryanair's plan to introduce pay-to-use toilets on its planes was met with
a similar reception, and the airline had to abandon the plan.

While these findings offer some thought-provoking insights, it's clear that the
development of ancillary revenue streams has predominantly focused on seat selection
and baggage fees.

Beyond these areas, the progress in generating substantial revenue through other
ancillary services appears somewhat limited, suggesting that there is a wealth of
untapped potential waiting to be harnessed.

In the final chapter of this series, we'll shed light on some innovative travel-tech startups
that are pushing the boundaries of conventional ancillary services. These pioneering
firms are revolutionizing the way ancillaries are conceptualized and sold, underlining
that there are still vast and unexplored territories in this segment brimming with
potential.



