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In 1992, American Airlines (AA), the market share leader in the airline
industry, announced a new pricing strategy—Value Pricing. AA believed
Value Pricing would address customer complaints and help reverse operat-
ing losscs by stimulating demand, increasing market share, and reducing
costs. American narrowed the number of possible fares from 500,000 to
70,000 by classifying each into one of four classes (first class, coach, dis-

counted 7 and 21 day purchase) and began pricing based on flight length.
These changes resulted in lower list prices for both business and leisure
travelers.

According to AA, the purpose of Value Pricing was to create “simplicity,
equity, and value” in its prices. By simplifying the pricing structure, AA was
stabilizing price fluctuations as well as establishing a price floor. The new sys-

tem set firm prices based on restrictions and miles flown and eliminated any
corporate discount programs. Most importantly, American believed the new
fare structure created through Value Pricing would increase volume on their
plancs (raising load factors). AA believed Value Pricing would drive an
increase in overall demand through its cffort to stimulate travel and cconomic
activity. American also believed these prices would allow AA to increase its
market share.

Question: Is this pricing program likely to be successful?

Answer: AA failed to anticipate its competitors” reactions to this new pricing
plan. Had Robert Crandall, the CEO of AA at the time, understood the les-
sons of game theory, a devastating industry price war might have been
avoided. Instead, AA pushed forward with the plan, competitors responded
aggressively, and industry profits plummeted. The Value Pricing initiative
was abandoned within months of its launch. Instead, Crandall should have

tried a strategy that was less easily mimicked by his rivals.

Pricing

In response to competitive pressure from some of its best clients, a Chicago
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