
































































































vn. Peak and Off-peak Pricing as an Alternative to the HDR

Some critics of the HDR have suggested that the use of peak and off-peak landing fees may be a preferred

alternative to the HDR. 70 In a previous analysis of the use of peak and off-peak aircraft operations fee

structures,7
1 the staff of the FTC concluded that properly structured takeoff and landing fees can be an important

step toward more efficient pricing of operating rights. 72

The marginal cost of an aircraft operation consists of: (l) the resource costs imposed on the airport; (2)

the delay costs imposed on aircraft operations and passengers, including the delay costs imposed on other flights;

and (3) the noise costs imposed on residents living near the airport. During peak periods, the first two, and

possibly all three, of these marginal costs increase. Increased congestion during peak periods increases delay costs

imposed on passengers and airlines using the airport during these times. 73 The resource costs imposed on the

airport also increase (e.g., additional costs are imposed on the air traffic control system).

70 See, for example, S. Morrison and C. Winston, "The Dynamics of Airline Pricing and Competition," 80
American Economic Review 389 (May 1990). They write, "Because slots limit the effect of competition on fares
and the number of competitors, they should be eliminated and replaced by congestion-based takeoff and landing
fees. Congestion pricing would reduce travel delays efficiently ... and could enhance competition." (p. 392).

... 71 See Comments of the Bureaus of Economics, Competition, and Consumer Protection of the Federal Trade
Commission, Massport Program for Airport Capacity Efficiency (February 29, 1988).

72 Both peak-load pricing and the HDR have the desirable attribute of being market-based methods of
allocating airport capacity. When resources are allocated by non-market methods, such as through administrative
action, the benefit of the good or service is awarded as an economic rent. Economic theory predicts that private
parties will make expenditures in pursuit of such gain until the gain is dissipated. See. e.g., Posner, "The Social
Costs of Monopoly and Regulation," 83 Journal of Political Economy 807 (1975), for a discussion of the
proposition that pursuit of economic rents converts those rents into social costs. Thus, in order to obtain goods
or services awarded by non-market methods, firms expend real resources-such as for attorneys, lobbyists, and
consultants-until the expected gains are dissipated. These expenditures represent a social cost that is largely
avoided by market-based allocation methods.

73 Examples of these costs include the extra fuel used by aircraft waiting to take off and land and the
additional time wasted by delayed passengers. For a more detailed discussion of this point, see the FTC Comments
on the Massport Program, supra note 71, Appendix A, and Alfred E. Kahn, The Economics of Regulation:
Principles and Institutions, Cambridge: MIT Press (1988), pp. 87-116.
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Economically efficient prices would cover all of these costs. Because the marginal costs of a landing will

increase during peak periods, the economically efficient price of a landing also will increase during peak periods.

Thus, using a peak/off-peak pricing structure would be consistent with economically efficient pricing.

Although economically efficient pricing will have a peak/off-peak structure, whether or not a regulatory

body or airport administrator would (or could) choose the appropriate levels of peak and off-peak prices both to

avoid congestion and to utilize capacity optimally is not clear. Some critics promote the use of price rather than

quantity, that is, slot regulation, as the appropriate regulatory instrument. The underlying reason for this preference

is not always clear, and the relative merits of a quantity-based versus price-based system are not clear ex ante.

While market prices are superior economizers of information compared to administratively set output levels,

administratively set prices do not necessarily possess the same advantage. 74

The amount of information required to implement peak and off-peak pricing may be formidable. An

airport's capacity is fixed, but the demand for air travel from a particular airport can fluctuate substantially. Not

only does demand fluctuate between peak and off-peak periods during each day, but peak and off-peak demand

can fluctuate from day to day and month to month. The demand for air travel (both at peak and off-peak times)

will fluctuate with changes in the business cycle, seasonally, and as a result of purely random events such as

terrorist threats and the weather. If administratively determined peak and off-peak prices cannot respond quickly

to cyclical and random changes in peak and off-peak demand, then the welfare of air travelers may be reduced.

If prices are set too low, travelers may be faced with congestion and congestion related delays; if prices are set

too high, airport capacity may be under-utilized as the number of operations falls below levels necessary to control

congestion.

The HDR was adopted in order to allocate existing capacity. If that capacity is known and reflected in the

hourly slot quotas, the prices at which slots trade will fluctuate as demand fluctuates: higher prices during high-

74 See F. A. Hayek, "The Use of Knowledge in Society," 35 American Economic Review 519 (1945), and M.
L. Weitzman, "Prices and Quantities," 41 Review of Economic Studies 477 (1974).
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demand peak periods, and lower prices during low-demand off-peak periods. Thus, given the level of capacity,

market forces will lead naturally to peak and off-peak prices. To implement slot-based regulation, the only

information that regulators or airport administrators need is an estimate of the capacity of the airport. Since airport

capacity does not generally change from day to day or hour to hour, the degree of regulatory oversight necessary

to implement slot-based regulation is modest.

Thus, while using peak/off-peak pricing of takeoff and landing fees would likely enhance efficiency

compared to rationing airport capacity by the queue, it appears likely that such a pricing structure is not superior

to slot-based regulation. The information required to set peak-load prices at levels that adequately discourage

congestion may be considerable given the degree of cyclical and random fluctuations in the demand for air travel.

vm. Suggested Areas for Study

To the extent the FAA might be concerned about the effects, if any, of slot market regulation on other

dimensions of competition in the airline industry, the FAA might consider expanding its slot usage data base to

include such information as the size and destination of the airplane using a particular slot, the prices at which

carriers sell slots to one another, and rates at which slots are leased. Such data would allow a more refined analysis

of how slot usage might affect or evidence competition among airlines. 75 If collecting this additional data is

burdensome, the FAA might consider collecting the data for a limited study period or for a limited, representative

sample of the slots. In addition, the FAA might want to consider, as part of its study of the HDR, a reexamination

of the operating capacity at each of the HDTAs. Such a study would help to ensure that slot quotas still accurately

reflect capacity and do not inappropriately constrain airport operations.

The staff of the Bureau of Economics supports the FAA's efforts to encourage the use of market-based

systems to allocate scarce airport resources, including the use of price-based and quantity-based allocation schemes.

75 The FAA may also wish to examine whether different airlines' financial circumstances affected their slot
usage rates.
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We suggest that the FAA consider under what conditions use of quantity-based regulation systems, such as the

HDR, may be more efficient than price-based regulation systems.

IX. Conclusions

The high density rule was created in reaction to congestion and delays at the high density traffic airports.

Although the rule has been criticized as imposing artificial constraints on operations at the four HOTAs, it is the

limited capacity of these airports, not the HOR, that ultimately constrains their operations. The HOR is basically

a mechanism for allocating the limited capacity of the HOTAs to competing carriers. By creating a market for

slots, the HDR helps ensure that slots are allocated to the flights that are valued most highly by consumers.76

We concluded from our empirical examination of slot usage at the four HOTAs both before and after the

1992 amendments to the HDR were adopted that slot usage was not consistent with the exercise of market power

by incumbent carriers. The 1992 amendments were designed specifically to promote entry by new carriers and

foster the growth of smaller incumbent carriers at the HDTAs. Given the important economic function of the HDR

as a mechanism for efficiently allocating limited capacity, the FAA may wish to consider rescinding one part of

those amendments, the two-year restriction on the sale of slots obtained through a lottery. Further, the FAA may

wish to study the feasibility of extending the HDR to include additional airports regularly prone to congestion and

delays attributed to excess demand at peak time periods. Alternatively, the FAA may wish to consider allowing

airports that are not slot-regulated to implement peak-load pricing of landing and takeoff fees as a means of

allocating scarce capacity more efficiently than by simple rationing by the queue. As we have emphasized in our

76 Markets are being used to allocate scarce resources efficiently in a number of regulatory settings. The 1990
Clean Air Act, for example, allows pollution emission credits to be purchased and sold. By allowing a market for
pollution credits to exist, Congress created incentives that will help insure that air quality standards are met
through the cheapest and most efficient means. As described in the New York Times (October 23, 1990, p. A18),
"The idea in the legislation is that if one company can remove a ton of sulfur dioxide at its plant more cheaply
than another company can do it at another plant, then the ton should be removed in the cheapest place, and the
utility doing the extra work should be able to sell the credit to other utilities, thus reducing emissions at the lowest
possible overall cost." More recently, the Federal Communications Commission has used an auction to allocate
spectrum to firms providing "personal communications services."
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comments, the HDR is not the problem-rather, the problems are the limited capacity, high demand, and resulting

congestion and congestion-related delays at the HDTAs. The HDR is an attempt to solve these problems in an

economically efficient manner.
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