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[bookmark: _Toc112079699]INTRODUCTION
Managerial economics helps in understanding the application of concepts of business economics to make successful and effective managerial decisions. Therefore managerial economics help in the application of economic theories and principles that evaluate the allocation of scarce resources to get maximum output. In this report, economy class as a product will be selected. Following, the factors affecting demand and market equilibrium of economy class will be discussed to understand the impact of different factors on the demand for the product. Towards the end of the report, suggestions related to pricing policy and how substitution effect if affecting the elasticity of demand for economy air travel would include.


[bookmark: _Toc112079700]COMPANY AND PRODUCT
British airways is a global airline and UK's flag airline that has been flying customers since its inception 105 years ago. The company has been named Aircraft Transport and Travel Limited when it was started and later renamed British Airways on 31 March 1974. The airline is the second-largest airline based in the UK after Easy jet. In 2011, the company has been merged with International Airline Group (IAG), a holding company based in Madrid, Spain. In 2018, the revenue from operations surpasses the level of £13 Billion, making it one of the biggest and most profitable airlines in the world by fleet size and revenue generation capacity. The pandemic has been the most challenging period in the history of airline operations as it shifted the profits of the organisation to negative and resulted in huge losses (British Airways, 2022). 
The chosen product is Economy class seats that are provided on flights that are operated by the company, it is chosen for the analysis of managerial economics because of the average number of passengers that travels from British Airways every day.  British Airways operates one of the largest and most modern fleets that include aircraft based on the latest technologies, trainer staff and an increasing number of passengers every year. Thus analysing the impact of economics on the operations of British airlines will help in understanding the factors that are affecting the demand for flights from British airlines and how will it impact the pricing strategy of the business organisation (Efthymiou et al., 2018).  
[bookmark: _Toc112079701]DEMAND AND MARKET EQUILIBRIUM
As stated by Wilkinson (2022) demand in its fundamental sense can be understood as the quantities of a commodity that customers are able and willing to purchase at a given price point.  Demand is the function of the law of demand that states an inverse relationship between price and demand. It states that "Rise in price leads to falling in quantity demanded and fall in price leads to rising in demand of a commodity". The inverse relationship is because of the scarce resources that are available to customers that a customer is willing to use to get maximum satisfaction (Sahuraja, 2019). 
Market equilibrium simply means balance in the market. The market arrives at equilibrium when demand and supply intersect at a certain point of price and quantity which helps in setting market prices of the product. Equilibrium in the airline industry is affected by various heterogeneous variables that impact the profitability of airline companies. It will be attained when the market forces of demand and supply will equate to a certain price point (NADAR and Vijayan, 2020).
[image: The graph shows the demand and supply for gasoline where the two curves intersect at the point of equilibrium.]
Figure: Equilibrium in the market
Source: Opentextbc, 2022
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Various factors affect the demand for a commodity including consumer income, substitute and complementary goods and others. It is important to understand the impact that will be created by these factors on the demand for flights that are operated by British Airlines. 
Price of substitutes: Substitute is the product that can be used in place of each other. As a consumer, substitutes provide options that offer a similar experience and are also available at a similar price point. The substitute for the economy class will be travelling in business or first class and also travelling in economy class of other airlines. As per the reports of Which.Co, the prices in the airline industry are continuously decreasing despite rising fuel prices (Sanders, 2022). With the prices of substitutes decreasing the demand for products will be decreased as people will prefer to travel in business class and first class. Therefore the demand for economy class seats will be decreased (Samuelson et al., 2021).
Price of complements: The complementary goods are used together with the main product as this drives the demand of the product under consideration similar to its demand. The complementary goods for Economy class are refreshments/ meals, choices of cuisines, complimentary liquor and comfortability in travel. After the post-Covid market, airlines have started to decrease the prices of complementary meals with economy class travels to increase the fleet capacity of passengers in economy class. Therefore with the reduction in the prices of complementary goods, the demand for economy class travel will be increased as fewer prices would be paid to acquire both products together (NADAR and Vijayan, 2020). 
Consumer income: With the economy being the cheapest in air travel, a rise in consumer income would lower the demand for travel in economy class as more and more people will be able to travel in business and first-class seats. If the income of the consumer increases the economy seats will become inferior to the consumer as they want to update their spending with an increase in their purchasing power (Samuelson et al., 2021). 
Consumer taste and preference: Consumer taste and preference play an important role in setting demand for a product or service. The consumer is keen to adopt innovations in the products and therefore is inclined towards new products. The individual consumer has a set of preferences and values whose determination is outside the control of organisations.  As per the theory of consumer behaviour, the preferences are set as an outcome of the behavioural aspects of the consumer to gain maximum output in the settings module of resources and thus, impact the demand for products and services (IBM, 2020). In the aviation industry, the taste and preferences of people are changing as people want more services during their travel and also an inclination towards the use of sustainable materials is shaping the current behaviour of Airline demand. Thus British Airways need to include these preferences while making changes in its economy class travel itinerates. This will help in coming up with the changes in consumer taste and preference (Khudhair et al., 2019). 
Consumer expectation of prices: If consumer expects an increase in the prices of air travel this will lead to an increase in the demand for air travel at current prices as the customer will have to pay less for their air travel. And vice versa if the expected price is to rise in future. This will increase the demand for economy-class tickets for British Airways with the set price point (Wilkinson, 2022).
Demographics: It is related to the factors related to the population such as age, race, sex and other diversifications. Organisations need to look for demographic factors as this leads to changes in the demand for a product. People who are in their 20 and 30s want to travel in economy class as these charge less prices as compared to older people that want more convenience in their travel. This will increase the demand for economic class in countries where the population is younger. Also at the same time, people travelling officially will be more inclined towards business class and the expenses will be accounted for the organisation while people travelling personally, may prefer less costly travel options. Overall this would impact the demand for economy seats offered by British Airways and thus leads to the demand (Sahuraja, 2019).
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Figure: factors mobilizing growth of the airline industry
Source: IBM, 2020
[bookmark: _Toc112079703]PRICE ELASTICITY OF DEMAND FOR THE AIRLINE INDUSTRY
As stated by Samuelson et al (2021) elasticity of demand is defined as the changes in quantity demanded of a commodity as compared to the changes in its prices. It helps in calculating the degree of elasticity that a commodity has. If the rate of elasticity is more than one it means that a change in demand is more than a change in prices, if elasticity is the degree of change is equal and it will be called unitary elastic. Whereas less elastic demand for a product explains that demand is not affected much by the change in prices of a product or service (Sahuraja, 2019). 
The airline industry has dual elasticity of demand as there are variables that impact elasticity in both directions. It can differ into two categories pleasure travel will lead to a more elastic demand as people will travel when prices are lower, it depends on high or low demand with the changes in prices. Thus if prices reduce to a certain level more people will be inclined to travel which will lead to more spending on purchasing economy class tickets. This industry also has less elastic demand with the business travels as these are needed to be done irrespective of changes in prices due to obligations to the clients. Thus the demand remains unaffected or the change will be insignificant if the price increases or decreases. Thus, it does not reduce or increase the intensity of business travel (Acuna-Agost et al., 2021). 
As per the changing price elasticity of demand, the revenue of British Airways is also changing. The graph below displays the data of past 5 years of the revenue that has been earned by the organisation.
 
Due to pandemic related restrictions the revenue of the organisation has been reduced in 2020 and 2021 that has led to negative operations of the organisation. 
[bookmark: _Toc112079704]SUBSTITUTION EFFECTS
The substitution effect can be understood as the change in demand for a good concerning the change in prices of the good compared to its substitutes. This happens because of a resultant increase in the price of a substitute that makes the good under consideration cheaper and thus leads to an increase in the demand for the product. In this case, the cost per ticket of economic class is a necessity to travel in the modern world as time is important in making correct decisions. Thus, in modern business or leisure travel, airline travel has become a necessity but not a luxury (Peters, 2019). 
In the case of business travel, no substitution effect can be seen in normal circumstances as the cost will be adjusted in the business expenses account. This makes the demand for economy tickets more inelastic as compared to the changes in the prices of air travel. With the prices of economic class tickets offered by a competitor, the airline will decrease this will make the cost of ticket by British Airways costly and thus leads to lower demand. This can happens only in leisure travel. In substitution effect, it may be possible that individual customers looking for pleasure travel may look for other cheaper options if the prices of substitute goods reduce (Zhang et al., 2021). 
In a report by IBM (2020) the hassle of onboarding air travel has reduced the substantial advantage of travelling by air as compared to other substitutes. In the world of today's heightened security and lengthy boarding process have stolen much time from passengers and occupied much of the time of passengers to board an aeroplane. This has made many travellers look for less sophisticated options with fewer difficulties.  The subsidised travel options backed by government support have negated the need for travelling by flight in lower distance journeys combined with ease of booking and boarding has lowered the demand for air travel. The substitution effect plays a significant role as the people will pay less money along with fewer sophisticated boarding options has lowered the demand for air travel and air tickets. Substitution would be a problem for airlines but also commoditization is a bigger problem as airlines failed to differentiate their product and services as per the need and demands of customers (IBM, 2020). 
Therefore airlines need to import several product marketing techniques that will help increase diversity in the options that would be provided to the customers. All the efforts are needed to be diversified so that customers find a reason to increase engagement with the brand. Along with that journey integration with other services providers will help airlines to maintain a level of coordination that will help in easing the difficulties in air travel and boarding.  Moving forward with both journey integration and aggressive segmentation of products will help in tapping the interest of a diverse customer base (Peters, 2019, IBM, 2020; Samuelson et al., 2021). 
[bookmark: _Toc112079705]PRICING POLICY FOR BRITISH AIRWAYS 
As stated by Zhang (2021) pricing strategy is one of the four pillars of marketing mix strategy that helps in setting effective marketing strategies that help in taking effective business decisions. Based on the above analysis it is recommended for British Airways to use a combination of different pricing strategies. This includes a penetration pricing strategy along with a continuous pricing strategy to charge the customers based on the type of services they choose. Also, dynamic pricing should be used to determine the prices as per prevailing market conditions, customer booking hobbits, booking information, compensation rates and other relevant information (Wehner et al., 2018).
[image: dynamic offers maturity matrix]
Figure: Price determination in the airline industry
Source: AltexSoft, 2021
British Airways has major three sources to earn its revenues that includes passenger revenues, cargo revenues, and other revenues. In 2020 and 2021 that group has seen a major reduction in revenue for every source as the operations were stagnant and was affected by covid-19 restrictions. The below graph shows the data of past 5 years that includes these three different sources of earning contributing to total revenue generation ability of the company. 

Form the graph it is understood that the amount of traffic revenues for operations was increasing until 2020 when the pandemic hit the operations of tourism industry. To enhance its current capacity and to increase the operations to a pre-covid level it is important that British Airways should adapt a new and rigorous pricing policy. 
Therefore, through penetration pricing, British Airways can change different pricing for different ranges of products like business class, first-class, and economy class. This will help in differentiating target markets that are willing to a certain amount of price for acquiring services. With dynamic pricing, the organisation would be able to charge additional prices on extra luggage, seat selection, meals, internet access and other services that are provided either on board or as a part of air travel like low prices on early booking, and seat reservations at higher prices. This helps in increasing the revenue under expected marginal seat revenue or EMSR pricing strategy in which the revenue per seat can be increased optimally. Therefore the strategy of continuous pricing or otherwise called today's dynamic pricing help in a better understanding of WTP, customer booking patterns and an increased conversion rate of people into potential customers (Altexsoft, 2021; Zhan, 2021). 

[bookmark: _Toc112079706]CONCLUSION
Through this report, the concepts of managerial economics in the airline industry have been understood that shapes the learning around the factors that affect demand for economy class tickets in British Airways. In this report, the demand and, market equilibrium of British Airways has been explained along with the factors that affect the demand for Economy class tickets. Additionally, information related to the elasticity of demand and substitution effect affects the elasticity of demand in both directions. Last as a recommendation about the pricing strategy that British Airways might use to increase the revenue per seat has been advised that helps in setting prices as per the current market conditions. 
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world wide revenue of British Airways for past 5 years amount in million GBP	
2017	2018	2019	2020	2021	12226	13020	13290	3947	3699	


Classification of revenues for British Airways

Passenger revenue	2021	2020	2019	2018	2017	2315	2894	11899	11564	11000	Cargo revenue	2021	2020	2019	2018	2017	1097	890	711	769	738	Other revenue	2021	2020	2019	2018	2017	281	217	680	680	533	



13

image3.png
Dynamic Offers Maturity Model Matrix

Dynamic
content

Dynamic
determination
of pre-defined

bundles

Static
bundles

(e.g. fares
families or
branded fares)

Static
flights and
ancillaries

PRODUCT determination

Dynamic price
determination

Pre-defined
price points with
dynamic price
adjustments

Pre-defined
price points
with dynamic
availability

PRICE determination

I Dynamic Offercreation | Transitional [l Typicalairline's
under IATA AIR vision Models offers creation




image1.jpeg
5220 Excess supply

or surplus

$1.80

$1.40
$120
$1.00

5060

300 400 500 600 700 800 900

Quantity of Gasoline (millions of gallons)




image2.png
Population - worldwide growth results in more
travelers and greater air travel demand

Liberalization - under pressure, some
governments allow cross-border mergers

Disruption — unexpected events that made past
survival challenging will persist

Globalization - trade between countries drives

up air travel demand

Democratization - greater wealth distribution
brings travel to the masses

Intervention - protectionist policies in some
countries prevent airline failures

Expansion - spotting opportunities, providers
and intermediaries get involved in air travel

ute for Business Value analysis.

Airline
industry
context

Competition - survivors are healthier and will
continue to fight to increase market share

Expectation — customers bring high
expectations from other travel sectors

Preservation - airlines are hoarding capital to
prepare for future volatility

Substitution - travelers are eager to adopt
alternative modes of travel

Commoditization - customers fail to see
differentiated value in air products

Innovation - airlines are applying new
technologies to common industry challenges

Variation - airlines adjust capacity in times of
weak demand to maintain profitability





