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Summary

Airlines have long been strongly opposed to peak pricing by airports- this is seen as surprising given that airlines themselves are adept at using peak pricing. However, the presence of a slot system, which is used by most airports outside the US to ration peak demand to capacity, creates a critical asymmetry. Introduction of peak pricing adds to airline costs in the peak, but the airlines do not gain from the reduction in airport charges in the off peak- these gains are passed on to passengers. Thus airlines face a reduction in profit when an airport introduces peak pricing. While there are still some efficiency gains from peak pricing, most airports have muted incentives to introduce it. This, combined with the strong opposition from airlines, explains why airport peak pricing is very rare. 

Airline Opposition to Airport Peak Pricing
Airlines have long been strong opponents of peak pricing by airports. The airlines’ industry association, IATA, has an explicit policy on airport charges, and it continues to argue that peak pricing is unnecessary should not be implemented (see IATA, 2000). Individual airlines also are hostile to peak pricing by airports. This opposition seems to be very effective- very few airports have any peak- off peak pricing differentials. This is in sharp contrast with most infrastructure industries which face variable demand- for these, peak pricing is the norm. One should be sceptical of claims that “air transport is different’- but in this case, it seems to be so.

On the face of it, this strong opposition by airlines is quite surprising. After all, airlines themselves are particularly adept in implementing peak pricing. Of all industries, we should expect that airlines would be the first to appreciate the logic of peak pricing and the contribution it can make. There would seem to be an inconsistency between what airlines do and what they say about peak pricing. The arguments which are often put against peak pricing are not very strong. It is sometimes argued that airlines would not respond to price signals (though they are quite quick to respond to high slot prices at airports). It is also argued that peak pricing is unnecessary because the slot system is in place. This argument has more merit, though it is only partially correct.
In spite of this, there are very good, though unstated, reasons why it is in the interest of airlines to oppose peak pricing at airports. These have to do with the workings of the slot system. Where a slot system is in place, airlines would face a reduction in profit if airport peak pricing is introduced. This will be so even when the peak pricing does not raise any more revenue directly from the airlines. This conclusion does not hold where a slot system is not in place, as is so for all but a few airports in the US- however it applies for most airports outside the US.

Peak Problems at Airports

The peak situation differs from airport to airport. Some airports have ample capacity even at the peak, and thus there is no need for any peak rationing device. Other airports are busy all the time, like London Heathrow. Except in the US, slot limits effectively limit demand to capacity for the whole of the day. In between these there are amny airports which have a problem of excess demand at the peak, but adequate capacity off peak. The argument here applies to these airports, which typically restrict demand at the peak by means of a slot system.
For those airports which are busy all day, slots limit demand to capacity all day. Peak pricing would have no role in allocation. Peak and off peak differentials could be introduced, but they would have no impact on output or utilisation of the airport. If peak prices are revenue neutral, there would be no gain to the airport, and no loss to the airlines. For these airports, peak pricing is redundant. Of course, there could be some case for peak prices to influence the use of terminals- if so, they should be set on a per passenger basis.

Airports with a peak rationing problem for part of the day are very common, especially in Europe and in some parts of the Asia Pacific region. Demand is less than capacity during the off peak, but it exceeds capacity at the peak. Typically, the IATA slot system is used to ration demand to available capacity. A limited number of slots to use the runway are made available- to use the airport the airline must obtain a slot. These are allocated on a grandfathered basis, though airlines can pick up unused slots, trade slots or sometimes, purchase slots. The scarcity of slots at the peak results in them gaining a value, though off peak slots are not valuable because they are readily available. For these airports, the differences between the peak and off peak are important, and it is on them that we focus.
Introducing Peak Pricing- Gainers and Losers

Typically, these airports will have a uniform charging structure (in Figure 1 ian airport charges a price Pr), which does not differentiate between use at the peak or off peak. Suppose that an airport moves to introduce peak and off peak price differentials, and that it does so in a revenue neutral or constant price manner (suppose it raises its price to P*p in the peak, and lowers it to zero in the off peak). For example, a publicly owned airport may be required to just cover costs, or a privately owned airport might be regulated in such a way as revenues just cover costs, or average revenue could be set at a fixed level. Who gains and who loses from this move?
The increase in the peak price will have no effect on output at the peak, because it is already at the feasible maximum (in Figure 1, given by the intersection of the demand curve for slots,  Dp, with the capacity line). The fall in off peak charges will have some positive effect on throughput. If demand elasticity is very low, the effect will be very small, however if there are some categories of users, such as Low Cost Carriers or regional airlines which have elastic demands, the effect could be moderately significant. This said, the exact size of this effect is not important here.

How this change in airport price structure impacts on the airlines depends on how air fares are set. This in turn depends on whether flights are capacity constrained or not. They are constrained at the peak, and they are not at the off peak.

In the off peak, fares are set by costs and competition. Competition forces airlines to keep fares at close to cost. This means that, in the main, changes in cost items are reflected in changes in fares. Thus when fuel costs rise, airlines pass on the extra costs to their passengers. However, they are not able to do this completely, because the demand for air travel is not completely inelastic. To an extent, when fares rise, demand falls, and the airline is not able to pass on the entire cost increase- to a degree it loses out through a profit reduction. Airlines are able to pass on most, but not all of a cost increase in the long run. When the airlines face a cost reduction, competition forces them to pass the reduction on to their passengers- again, a little less than the full cost reduction will be passed on, and the airlines will gain a small proportion of the reduction. Thus, when off peak airport charges fall, it is the passengers who gain most of the benefit.
At the peak, however, air fares are set by a quite different mechanism. Air fares are not determined by costs and competition. Rather, they are set so as to ration demand to available capacity. Slots are scarce, and the slot premium comes about because the net revenue from a flight exceeds the airport charge (the initial slot premium is Ps). When the airport increases its charges at the peak, this will not affect the balance between demand and capacity, and thus it will not affect the air fare. Thus airline costs rise, but airline revenues remain the same- the airline will bear the full burden of the charges increase. The profitability of flights at the peak will fall, and the values of slots will fall by the extent of the charges increase (the slot premium falls to P’s). 

This shows that there is a critical asymmetry between the impact on the airline of changes peak and off peak charges. The introduction of peak pricing is unambiguously costly for airlines (though passengers gain). When the peak pricing is introduced, the peak price lowers profits for the airline, and the off peak gain is enjoyed by the passengers. Granted this, it makes very good sense for airlines to oppose the introduction of peak pricing at airports with a peak problem. 

Peak Pricing and Efficiency

It is normally efficient for a facility with fixed capacity which experiences peak-off peak variability in demand to introduce peak pricing. This is still true for airports. The introduction of the slot system changes matters, but not completely. The slot system will ration demand at the peak- thus it takes part of the role that peak prices might play. A move to peak pricing does not alter the use of the airport at the peak, but it will change the use at the off peak. The lower charges will induce more users to use the airport in the off peak, a time when the airport has available capacity. As long as the off peak charge is not below the marginal cost of handling flights, there will be a gain from more efficient utilisation of the airport as a result of introducing peak pricing. The size of the efficiency gain depends on the demand elasticity at the off peak. The gain from introducing peak pricing to a slot constrained airport may not be very large, but the gains are worth having nonetheless.
The decision to introduce peak pricing is ultimately one for the airports, though they will take airline preferences into account. Do airports have any incentive to introduce peak pricing? A publicly owned airport which is simply required to achieve cost recovery will have no particular incentive to implement peak pricing. A private airport which is subject to cost plus regulation likewise will have little incentive. If it introduces peak pricing and increases its profit, that profit will be taken away by the regulator at the next regulatory review. 

An airport could be subject to incentive regulation- for example, it might be subject to a price cap which is not set with reference to the airport’s costs. Further, the structure of the price cap (whether a revenue yield, or tariff basket) will be important in conditioning the incentives faced by the airport. A well designed price cap can give the airport an incentive to introduce peak pricing, since it can add to its profit if it handles more flights. Not many airports are regulated in this way. The BAA London airports are subjected to a price caps, and they can gain, at least temporarily, from peak pricing. Interestingly, these are amongst the few airports with peak pricing (though the fact that both Heathrow and Gatwick are more or less full makes the peak pricing of little consequence).
Why Airport Peak Pricing is so Rare

The longstanding opposition of airlines to peak pricing at airports makes good sense from their perspective. If peak pricing were introduced at airports with a peak demand problem, outside the US where slots systems are rare, the airlines would lose out. They would pay the higher price at the peak, but not gain perceptibly from the reduction in off peak prices. 

Notwithstanding this, the introduction of peak pricing will improve the efficiency with which the airport is used. The gain in efficiency will probably not be a large one, since the slot system performs the main demand rationing task at the peak. However many airports do not have much incentive to introduce peak pricing. Only those facing incentive regulation of a fairly pure kind will have much of an incentive to introduce it. 

With strong, and well founded, airline opposition to it, and limited interest on the part of airports to introduce it, it is not surprising that airport peak pricing is so rare.
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