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ABSTRACT ¢

The problems of determining optimal fares, fregquencies and
load factors for an airline service are discussed. sSome contributions
of other authors to these problems are examined, and their limitations
are pointed out. These conmtributions form a starting point for a
simple, yet general, analysis. Two processes, leading to differing
results, are presented. One is a form of economy of scale, and the
other is a standard congestion process. The former leads to optimal
prices being lower than such as would cover costs, and the latter
leads to load factors being less than 100%. Problems of determining
and applying price structures to maximize net benefits when these
processes are present are discussed.
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OPTIMAL AIRLINE FARES, SERVICE QUALITY AND CONGESTION

INTRCBUCTION

The problem of determining the most efficient airline
fares and capacity levels is one that has attracted some
attention of late, though as vet, no complete theoretical
treatment of it has been given. Several writers in the Airn
Transport area, notably De Vany (1975) and Douglas and Miller
(1974), have advanced the analysis considerably, especially
in the empirical direction, but have stopped short of providing
a general model. The problems that arise are quite gsimilar
to those in other areas which have received attention by
writers such as Turvey and Mohring in their discussion of
Optimal Bus Fares (1375). The results of the contributions
mentioned above are suggestive of important policy conclusions,
which have not been spelt out in so far as they are relevant.
to Air Transport Pricing.

We hope to provide a simple, but general analysis of
the key considerations, and to indicate how optimal fares and
capacity can be determined. While we do not .provide any
empirical estimates here, the paper has clear empirical
implications. The complications of measuring some of the
necessary parameters are indicated, and the way they affect
the interpretation of existing studies is pointed out. There
are difficulties in applying models such as these but they are
not such as to prevent quite satisfactory approximations being
made, given data availability. Furthermore, the relevance of
a type of congestion to the pricing problem is indicated; its
role has previously gone unrecognized.

In the following section the problems are described,
as are the methods adopted by some authors to take account of
them. The third section provides some simple models which
are used to derive optimality rules. In the last section
the implications of these results for empirical work and for
practical pricing/capacity choice problems are examined, as
are the implications of different price structures.

SERVICE QUALITY AND CONGESTION

Airline services must be provided in lumps of a given
size, determined by the capacity of the aircraft making the
flight. There is some, though not much, flexibility open to
the airline in making different flights with different capacity
aircraft, in order to tailor capacity supplied to demand.
Passenger demand, viewed over a pericd, could be regarded as
a continuous variable, in that it can exist for any time
within the period. Tt is possible to provide service when
each passenger desires it, but to do so would be prohibitively
expensive, given economies of scale in aircraft capacity.
Thus, over a period, a number of flights will be scheduled
such that they satisfy passenger demand as well as possible.
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The continucus nature of demand and the discrete nature
of supply gives rise to the schedule problem, which has received
considerable attention {(e.g. see Miller, (1872)).

As more flights are scheduled, the deviation of the
passengers' preferred from actual time of travel falls. Thus
benefits to passengers increase with greater frequency of
flights, quite apart from whether more people travel. This
process is explicitly recognized and analysed by Douglas and
Miller (1974) and De Vany {(1975). We shall adopt the termin-
ology of the former, who call this deviation between preferred
and actual travel times "frequency delay".

A second way in which frequency may affect benefits
to passengers is through what Douglas and Miller call "stoch-
astic delay". Given the random nature of demand, both as to
when a given number of passengers in a day will wish to travel,
and as to the number each day wishing to fly, there will be a
chance that travellers will not be able to fly on their pref-
erred flight, but will have to accept some less preferred
alternative. The difference between preferred and actual
travel times is "stochastic delay". More flights relative
to traffic will mean less chance of failing to obtain the
preferred one, and the greater the number of flights, the
smaller the interval between the actual filight and the pref-
erred one. Thus stochastic delay falls with friequency. For
this additional reason, greater frequencies will be valued
positively by passengers.

Both these forms of “delay" can be measured in terms
of minutes, though it must be recognized that often the "delay"
involves passengers catching a flight earlier than their pref-
erred travel time. One possible measure of the cost of delay
is to regard the "delay" as being wasted time, and evaluate
it using a valuation of time obtained from other sources.

This is what Douglas and Miller do, though they recognize

the deficiencies in the procedure. De Vany prefers to estimate
the value of frequency directly, via trade offs between fre-
quency and other variables, such as price, in empirically
determined demand functions. We now look more closely at

these procedures.

It is important to distinguish between rearrangement
of a time pattern of activities, and wasting time in some
unproductive activity (such as waiting at an airport lounge).
The two types of delay, aggregated by Douglas and Miller as

"schedule delay", involve elements of both these aspects.
The two are inter-related, in as much as an inconvenient
pattern of activities may lead to a wasting of time, as
other activities cannot be rearranged to fill an unoccupied
period. Douglas and Miller recognize that schedule delay
is often primarily not wastage of time per se , and note
that the interval between preferred and actual travel times
can be put to some use (1974, p.85). Hence they consider
that valuation of schedule delay at an impliecit en route
value of time for air travellers will provide an upper limit
to the valuation (Douglas and Miller, 1974, D.8B).
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OPTIMAL AIRLINE FARES

It is likely that this procedure will normally provide
an upper limit, but it need not. It is possible that the
costs of rearrangement of activities are very high, for some
passengers, and are higher than the amount determined by the
value of time. For example, if a flight leaves twenty minutes
too late for convenience, it may be imperative to catch the
earlier flight, which may leave five hours earlier. The
schedule delay is not the difference between preferred and
closest flight times, twenty minutes, but five hours. This
is probably not an important qualification when frequencies
are fairly low, since flights will be scheduled when most
passengers find them convenient. It could be important for
frequent flights. The time difference may be taken up as
wasted time, and in addition the travel time may be inconven-
ient. For example, it may be necessary to catch an 8 a.m.
flight, when an 8.30 a.m. flight is not available, and arrive
half an hour before an appointment. This time may be completely
wasted, and, in addition, 8 a.m. may be much more inconvenient
than &.30 a.m. as a starting time; activities prior tc the
flight may have to undergo costly rearrangement. For short
schedule delays, which represent time which cannot be put to
any good use, and some rearrangement of activities, estimation
of schedule delay costs from time valuations could yield a
lower, not an upper, bound. .

To make further propositions about the way schedule
delay cost varies, it is necessary to examine how its com-
ponents vary in response to the relevant variables. As fre-
quency increases schedule delay deecreasas, but it would do so
at a decreasing rate - this is suggested by Douglas and Miller's
results (Douglas and Miller, p.83). However, it is likely that
per unit delay costs increase with increases in frequency, and
decreases in length of average delays. The shorter the delay,
the less it is able to be taken up in alternative activities =
if it is quite short it may be simplest to regard it as wasted
time. For long "delays" it is unlikely that they will be taken
up as wasted time, though they could result in very incenvenient
rearrangements of activities. On balance it is difficult to
be certain, a priori, whether the value of an additicnal flight
inereases or decreases with greater numbers of flights, though
as the effect on delay becomes very small, the cost increase
would not compensate, and the value of an extra flight will

ultimately fall.

Parhaps it is more important to determine the way
schedule delay costs vary with the length of the flight.
The longer the flight, the more costly in time and money
it will be, and passengers will make a fiight as part of a
larger overall trip. The larger the trip, the greater the
flexibility in rearranging activities around the travel time.
for a brief, short distance trip, it may be important to
reach a destination by a specific time of day, whereas for
a long distance trip, even if specific appointments are made,
the passenger will usually pian the trip o be longer and
more flexible. This is partly because frequencies are usually
lower, because the travel time is longer and in absolute
terms, more variable, and because the nature of the trip is
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different. The success of charter operations indicates that
many travellers are insensitive to schedule delay, especially
when they are making a trip long in distance or duration. It
is probably safe to assume that "delay" costs fall with the
length of the journey. If this were not the case, the delay
costs for low frequency, long distance internaticnal flights
would be enormous, and would indicate substantially increased
frequencies were desirable.

Important though the estimation of the value of
frequency is, it is only part of the problem. The other
part namely that of determining the optimal level of frequency
and of passenger demand, is just as critical, yet it has
attracted less attention. It is usual to solve such problems
by setting up an optimising model, and using it to derive the
conditions for efficiency. +This task remains to be done.
Several writers, such as Douglas and Miller, have indicated
part solutions, but these can be misleading and inadequate.

In the Douglas and Miller model, prices are relevant
only as a revenue raising device. The optimisation preoblem
set out in this model is one of minimising schedule delay
costs by altering frequency, for a fixed number of passengers.
It is no surprise that their "optimality" requires that the
costs of extra frequency be traded off against the costs of
extra delays. Even if stochastic delays were zero, frequency
delays would require a load factor of less than 100% in the
optimum. Fares are simply levied so as to cover costs. The
role of price affecting demand is ignored, as is the role of
service quality. This is an important omission, since it
rules out the possibility of determining an optimum frequency,
and in the absence of stochastic delay., dropping prices so
as to set load factors at 108%. If air travel demand were
highly inelastic, this approach could be & good approximation.
The elasticity, however, of demand is almost always guite
high. The model cannot be taken as a guide to the solution
of real price/capacity problems. It takes the analysis some
steps along the path to a complete treatment, but stops well
short of it.

Douglas and Miller's model is the most thoroughly
worked out apprecach, but there are several other contributions
which are addressed to the airline pricing problem. Mostly
they are developed within the framework of the U.S. regulatory
system, and are concerned with assessing its efficiency. -
Often efficiency is identified with what would have happened .
if there were competition unconstrained by regulation (e.g. :
see Keeler, 1972). This identification is made without {
reference to any optimising model. In.an industry such as
thisg, it does not follow that competition will, of its own [
accord, vield an optimum - this point is developed further
in Sections 3 and 4. While several writers have made the i
points to be discussed here, we shall refer mainly to the e
contribution of De Vany (1975) who takes the analysis furthest. i

. This trade off between quality (lower delay) and
Price can be seen very easily in a regulatory framework.
If a price is set, and there is no capacity constraint,
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capacity will expand until extra units add as much to costs
as they do to revenue - this will be true under monopoly or
competition., An increase in price leads to an increase in
capacity and hence quality - this process has been observed
in the airline industry, but it has been noted in others,
such as motor fuel retailing (Edwards, 1962). It seems
natural to consider the different levels of price, and see
where cost reductions are met by reductions in gquality,
and to choose an optimum price/frequency solution in this
way. Certainly this procedure seemsg to lead to an "optimum"
price. But it is not the best possible price.

The error of this procedure is that it introduces a
constraint to the solution - namely that revenues must cover
costs. This restricts the number of possible price/frequency
combinations, and excludes the optimum. It will be shown in
Section 3 that it is not generally desirable that prices
cover costs; optimality requires that firms make losses.

This is so because frequency considerations introduce a type
of economy of scale. This economy is dependent on industry
size, not the size of an individual firm's output, and thus
it cannot be internalised by the competitors. It is not
pogsible to have competition with firms covering costs, and
an optimal output level in the industry, for the same reascns
as apply in the classic case of the national monopoly which
is operated as a public utility to ensure optimality.

De Vany takes the analysis further, and tests whether,
for the U.S. air market, frequency levels are optimal. To
measure the value of frequency, he estimates a demand function
with price and frequency as independent variables. The
coefficients enable an estimate of the value, at the margin,
of frequency increases. This enables an estimate of the
henefits of an additional flight to be calculated, and to
be compared with costs. Here the role of price and frequency
in affecting demand are explicitly allowed for; a notable
advance on the quality/price models. However the medel is
incemplete, as the effect of an additional flight on either
delays (if load factors are less than 100%) or on numbers
that can be carrvied (if existing fldights are full) is not
allowed for. Thus the marginal benefits are underestimated,
and the optimal capacity would be larger. De Vany ceoncludes
that at existing (regulated) fares, routes which are competitive
{(more than two carriers) have the optimal frequencies. Given
the way he has measured the marginal benefit, this will be true
in a competitive situation, regardless of the price and load
factor. This is discussed in Section 3.

It is difficult to characterise the state of knowledge,
but some general propositions may be advanced. There is held
to be a trade off between frequency and cost, and that this
results in load factors being less than 100%. This is the
type of view being accepted into more general writings on
air transport economics (see Friedman, 1976, and Eads, 1975).
This view is a simplification of the process. There will be
a trade off, clearly observed, if there is regulation of price.
If there is no regulation, and the objective is to determine
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optimal fares, capacity and load factors, there will be a
trade off if there is a stochastic delay element, or more
generally if there is stochastic demand, over the day cor
between different days. In practice, this trade off will
almost always be present, because uncertainty will be present.
The second proposition is that competition will be feasible
and optimal without subsidy. This conclusion is challenged
in the next section.
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To obtain an adequate model, it is necessary to
drop some unacceptable assumptions, made either explicitly
or implicitly in other models. TIn the Douglas and Miller " 3
(1974) model, it is assumed that (a) the elasticity of
demand is zero, (b) service quality does not affect demand P
and (c) optimality can be achieved in a competitive environ-
ment, with prices covering costs. In the De Vany model,
assumptions (a) and (b) are dropped, though (¢} is maintained.
In addition, the estimate of the marginal value of a flight

(o3

number of
for passe

is only partial. . -
a 3
As a check on the plausibility of the results, we an 2
consider the optimality rules derived for an analogous
problem, by Mohring (1972) and Turvey and Mohring (1975). For conve
The bus scheduling problem involves units of fixed capacity
and greater guality with greater frequency. In addition, ) 0
extra passengers jmpose congestion costs upon cthers. Turvey Write thi
and Mohring conclude that optimal frequency requires that
costs not be covered, when the service is provided under G
constant returns to scale. Prices to not have much te do
with frequency directly, and load factors on buses are less It is ver
than 100% because of the congestion aspects of additional concave.
passengers per bus. It is this congestlon which yields
the optimality conditions for pricing - prices should be T
set according to the additional cengestion cost imposed by capacity
the passenger. It is to be noted that the solution to this arbitrari
problem, which is the result of setting up an explicit opti- each flig
mising model, is quite different to that proposed for airlines.
In fact, the model and results of Section 3 will be consistent X
with the Turvey and Mohring analysis.
: Write X/F
A MODEL OF OPTIMAL FREQUENCY, CONGESTION AND PRICE out as
It is easiest to appreciate the points made in the M
section above if a model which does not take account of stoch-
astic delay is developed first. It is a simple matter then 5
to make allowance for this form of congestion. +
For the purposes here, it is adequate to use a consumers’
surplus type maximand. Total benefits toc consumers B, may be
expressed as a function of the numbers of passengers, X, and R
of flights F. This latter term is introduced because frequency _ The condi
is assumed to affect benefits via reducing frequency delay. .
Thus, consumers' benefits can be expressed by (1). _ L (%
B =B (¥, ) (1) 3
5

In addition, some statements about the form of B( ) may he
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made. It is likely to be increasing at a decreasing rate in
¥ and F, and that extra frequencies increase marginal hene-
Fits at a given X; i.e.

92B

3B

3% =z 0, IRT < 0 (2a)
3B, o, 2B . g (2b)
ar — > 9X“ T :

3%B

TYS5E 0] (2c)

For simplicity, assume that costs, €, depend on the
number of flights only. It is easy to generalise *c allow
for passenger related costs. Thus

C=C(xy) : (3)
3 z
and 572 0, %fg = 0 )

Tor convenience, assume that costs per flight are constant.

Optimality will require that B{(X, I) -C (¥) be maximized.
Write this maximand as 6 (¥, F) i.e.

G{X, F) = B(¥X, ) - C(¥) {53

It is very likely that. in practice, this function will be
concave.

It is important to include a constraint on airecraft
capacity - otherwise the numbers carried per flight could be
arbitrarily large. Suppose that the seating capacity for
each flight is given by m: Then the constraint will be

X/F £ m. (6)

Write X/T as M(¥,F}. The maximization problem can be written
out as

Maximize G(X, 1) (7>
subject to M{X, F} < m (8)
Xz 0O (9
Fz20 (102

The conditions for solving this can be written out as follows:

e aM
(ﬁ - Y 'B—'X—)EO (11>
(26 3y g (12>

oF 3F° 7
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A%y nx=o (13)
E.yr-o (1)
Xz 0 (153

E> 0 (16)

m - M(X, F)20 (17)
v (m - M (X, F)) =0 (18)
vy z 0 (193

Where Y is the multiplier associated with the seating capacity
constraint. It is to be interpreted as the value of increasing
capacity by one unit, aggregated over all the [lights.

Suppose that X»> 0, F>0. Then from (13) and (14) it
will be the case that the terms in brackets will have to be
equal to zero. If (17) is not satisfied by eguality, then vy
will be zero, and it will be necessary to set 36 and 3G equal

to zero, i.e. X ar
3G _ 9B _
% - 3% ° 0 (20)
ac _ 3B al _

and ﬁ = g‘f.‘ - -a'? = 0 (21)

Condition (28) implies that the marginal benefit for
passengers be set equal to zero, and (21) implies that the
marginal cost of a flight be set equal to the benefits from
greater frequency alone that it provides. Suppose that
passengers are charged a fare p. They can be regarded as
maximising consumers' surplus,

B (¥, F} - p X (22

The condition for (22) to be a maximum is

Q2

22 -D =0 (23)
If (23) is teo be satisfied with (20), prices must be set at
zero. This would be a case where aircraft are too large,

and the required frequency cannot be achieved with full aircraft
even at zero prices. This case can be dismissed for practical
purposes.

It iz almost certain that there will be a positive
shadow price, v, for seating capacity at the optimum. TFor
(13) and (14) to be satisfied, it will be necessary to set

3B
5%

- y/E =0 (24)
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C _ .
and 3F © 5T + ym/F = O (25}

Q>
o
a2l o

Condition (2%) states that passengers be charged the
shadow price of capacity (for F flights) divided by the number
of flights, ¥ - i.e. the shadow price of a unit of capacity
for one flight.

Condition (25) states that the marginal cost of a
flight be set equal to the marginal benefit from increased
frequency plus {on substituting from (24)) the marginal
benefit from flights for passengers 3B, times the number of

X

passengers on the flight, m. Recalling (23), it will also be

true that
aB _ acC .
5F "™ P 3T (28

This means that the revenue from the fiight, m p, .
will be less than the cost of the flight, 1if 3B is positive.
af
This is equivalent to the case of additions to capacity when
there are economies of scale (see Williamson (1966)).

In sum, it should be noted that when the benefits
of frequency are explicitly considered, optimal load factors
are 100%, except when aircraft are too large to be filled
even at zero prices - a highly unlikely eventuality. The
effect of considering frequency is to result in optimal prices
not covering costs, when production costs exhibit constant
returns to scale.

Tn a competitive situation, with constant costs,
airlines will continue to schedule flights as long as they
cover costs. One possibility is that the elasticity of
demand 1s low, and that as extra flights are scheduled,
they can only be covered by higher prices. This approximates
the case studied by Douglas and Miller (1974). It is not a
solution consistent with competition, however. If one airline
provides many flights to reduce delays, but charges a high
price and operates a low load factor, it can be successfully
undercut by an operator with a high lcad factor. The benefits
of the high fregquency can be reaped by travellers on the
original airline and on the new competitor. Hence this would
be an unstable position.

Tt is much more likely that elasticity of demand
exceeds unity, and lower prices yield higher revenues. If
this is so, it will always be optimal and profitable to
have full aircraft, since if aircraft are not full, extra
revenue can be obtained at no extra cost. Airlines will add
flights as long as marginal revenues exceed marginal costs.
Extra revenue can be obtalined from lowering price, or increas-
ing guality, and stimulating demand indirectly. Competitive
pressures will force prices down to such a level as can cover
the marginal cost of a flight. At this price, airlines add
flights such that the revenue from the additicnal travellers
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induced by the service improvement equal the costs of a
flight. Writing revenue R, as a function of traffic and
price, and traffic as a function of price and quality

R =p.x =p. £fip,F) : (273

Then

o - p,‘% 1 (28)
=x & 25 o (29)
= x%% ED (3G)

{(where gD represents the price elasticity of demand)

The térm %% indicates the equivalent in price terms

of the change in frequency. Another way of locking at it is

as the value of the increased frequency at the margin. If

the average equals the marginal value, ¥ 3p is equal to the
3t

total benefits from an additional flight reaped by all the
original passengers. However, the term in (30) is a measure
of the revenue from the extra travellers. In competition,
this will be set equal tc the marginal cost of the flight.
This amount is less than the marginal benefits from the

Flight ., 3p 3p _ 2B
(X3F* &% gr=3r * 0P

It will be the case that the marginal cost of a
flight is set equal to £y ® 3p regardless of what price
of

is actually set. Tor example, it is possible that p is set
high, by regulation, and the load factor is low. It will still
be the case that this is the measure of extra revenue from a
flight. This result will generalize to the situation where
stochastic delay is present. The amount % 3p is the measure
aF
that De Vany uses as the marginal benefit from a flight. He
finds that this is equal to the cost of an additional flight
{De Vany, 1975, p.342, 343), and claims that this indicates
efficiency. In fact, since his elasticity estimate is very
close to unity, as indicated above, this will always occcur in
a competitive situaticn, regardless of whether price and load
factors are optimal. To this extent, our model of competitive
behavicur fits de Vany's empirical results.

Allowance for stochastic delay makes some difference
to the maximization problem. The cost in financial terms of
stochastic delay, D, can be written as depending upon the
numbers of passengers and flights; it will be increasing in
passengers and decreasing in flights.*®

% An alternative would be to include this delay directly in
the Benefit function.
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D =D (X, F) (31)

The objective will now be to maximize G(X, T) less
D(X, F} - call this 6'(X, F). The same constraints will be
present.

Taking X, I as being positive, the maximization will
yield conditions of the form

Gt M _

Ay S (32)
ag?t M _

57~ Y37 - O (33)

If the multiplier vy is zero, (32) will imply

9B aD .

o 3% 0 (3y)

For probable forms of D( ), delays will become very
high with full airecraft. Thus in the optimum,y = 0, and the
marginal benefit of a passenger should be set equal to the
marginal delay cost of a passenger. Suppose that a typiecal
passenger faces average delay costs and cannot affect frequency.
Passengers will behave as if they were maximizing (with D(X,F)%X
as a constant).

B (X, F) - ¥X.D(¥X, T)/¥X - p.X (35)
and to do so, they will set

B D _
_a_i._P._g_O (38)

Marginal benefits from a fiight, less expected delay costs,
are set equal to price. To achieve satisfaction of (34) it
will be necessary to set a price p®*, such that

St = ,3_2_2
P = 53 7 (373

That is, passengers should be charged the marginal delay cost,
less that cost they face themselves. This is a standard result
of congestion theory.

Satisfaction of (33), with ¥ = 0, entails that

0B 3D aC

3F ~ 3F

5T 5T =0 (383

This would mean that the marginal cost of a flight 1
should be set equal to the benefits of reduced frequency -
delay, plus the reduction in stochastic delay cost. 3

It is mest likely that, at the optimum, costs would
not be covered. Suppese that the stochastic delay function
is of the form

il.
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X
D+ D(f) (39)

Then it can be shown that with prices as set in (37)

3D 3l

#* (40)

aF - 3F P

TS

This is a result from congestion theory (ses Mohring, 1976, .

pp.23,24). Thus, as long as 3B , 4 3D _ % will fall
' °F * 3F 7
short of 3C. Thus, at the optimum, prices will not cover
oF

costs, because of the effects of flight fregquency on frequency
delay.

In fact, the delay cost function will not be as
simple as that shown in (39}. The level and cost of stochastic
delay depend upon the reilationship of demand to capacity, X

F

(which determines the probability of not obtaining the preferred )
flight) and on the amount of capacity offered, F (which deter-
mines the delay if the preferred flight is not obtained). A
preferable form of function would be

_ X 1 :
D = D('?*, -P') (1)

Douglas and Miller (1974) use this form. Because of the
additional term in F, it will now be true that 3sC 3D _X. &

37 T 3F FF
(ignoring frequency delay)} and costs will not be covered at
the optimum.

If there is competition, firms will add flights until
the marginal revenue from that flight, X o (—ED x 3P :
. TPy (=

aF
equals the marginal cost of its provision. Competition will
force prices down, and no choice of price or frequency could
increase profits. It will be the case that eguation (37) wili
be satisfied: given the level of capacity offered, airlines
will price it efficiently, but the wrong level of capacity is
offered. Equation (38) will not be satisfied, indicating that
. improvements are possible with more capacity. Comparing this
to the Douglas and Miller solution, it can be seen that they
follow (38) for a given X, and charge prices higher than would
satisfy (37). The price and frequency levels chosen would not
be censistent with completely competitive behaviocur.

The competitive solution yields too low a capacity
as compared with the optimum. If more capacity is supplied,
it will have to be at a lower price, and the R.H.5. of (37)
will fall. Thus the optimum will have a lower load factor
than the competitive solution, because the full benefits of
extra capacity are taken into account, and the lower price
will neot be encugh to cover costs.

While frequency delay, on its own, does not provide
any reason why load factors should be less than 100%, it will
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be a force for lower lecad factors when it cperates with
stochastic delay. Suppeose that (38) is satified, and the
cost of frequency delay increases, i.e. at F*, 3B increases.
9F
At the new equilibrium, with a higher [, %E will have fallen.
I3

This implies a lower load factor, and lower prices.

0f the models presented here, the more inclusive one
is to be preferred. It combines the stochastiec and frequency
delay aspects and indicates that two, rather different processes
are at work. One is a type of external economy, with additional
flights creating benefits which cannot be reaped in full by
competitive firms. Trequency delay represents this process
only, and stochastic delay combines this with a congesticn
process, whereby congestion depends on the relaticnship of
demand to capacity. It is this latter process that provides
the rationale for lcad facters less than 100%. It is the other
process that results in prices not covering costs at the optimum.
In addition, this model highlights the need for the passenger °
to be paying the marginal delay costs resulting from his decis-
ion to travel. While this is a common condition in most con-
gestion models, it has been overlocked in airline pricing prob-
lems.

The points made in the models above can be illusirated
by means of a simple diagram. It is not necessary to show the
case where stochastic delays are zero,

i
dq d2
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‘\‘\\\“\\\\
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Two capacity levels are allowed for, F, and F2, and
corresponding to these are twe marginal delay cost curves,
d, and d, and two demand {(marginal benefit) curves, D; and D».
Average delay cost curves are not shown. The optimum with
capacity of F; is with price p; - this price includes the
average deiay cost component. Marginal benefits for passengers
are set equal toc marginal delay costs.

When capacity is expanded to F,, marginal delay costs
fall, because the ratio of X to F falls for any X. Also ser-
vice frequency increasing means that, on average and at the
margin, benefits from travelling increase., There will be a
new optimum at pp. This price includes the cost of delay that
the passenger must suffer.

Whether the extra flights are worthwhile depends on
whether their extra cost is greater than additional benefits.
These can be shown as the difference in the areas between D,
and d; and D, and d,.. This difference in areas can be broken
up into the difference between D; and D,, to the left of X,
(the benefits of greater frequency- to the original passengers),
plus the difference between d; and d; to the left of X; (the
benefits of a greater probability of obtaining the preferred
flight) plus the triangular area between D; and d, to the
right of X; (the benefits to the extra passengers). Airlines
will be able to recoup some, though not all of these benefits,
in higher revenue,.

It is possible that the demand curves, D, might cross
the capacity line higher than the marginal delay cost curves,
d, do. This is unlikely when we are dealing with an extended
single periocd, not followed by different periods. Then,
stochastic delay will tend to infinity as the load factor
tends to 100%. However, typically, a busy pericd will be
followed fairly soon after by a slack period, and marginal
delay costs will not have time to mount to infinity, even
if load factors reach 100%. If may be optimal for scme busy
periods to have very high load factors, if there are slack
periods following.

SOME MODIFICATIONS AND PROBLEMS OF APPLICATION

) To apply 4 model such as that of Section 3 it is
obvicusly necessary to obtain estimates of the frequency
and schedule delay functions. Once this is done, it is a
straightforward matter to calculate optimal prices, load
factors and delay levels. The greater the value of extra
frequency3 the lower the load factor will be, and the
greater divergence between revenues and costs. The lower
the stochastic delay cost, the greater the load factor
called for.

This suggests the desirability of measures designed
to PeQUce stochastic delay. This is recognised by Douglas
and Miller (1974, pp.92,93), who explore the possibilities
briefly. Several types of fares are suggested, including
quotas of cheaper seats (part charters), standby fares, or
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CPTIMAL ATRLINE FARES

seats which are bocked ahead Dbut where passengers are
allocated to flights by the airline., The effect of these
devices is to reduce stochastic delay, and given passengers
a choice of service gualities and fares. To the extent
that passengers are able to obtain service which conforms
to their preferences, welfare is improved. Tf their trade-
off between quality and price forms a continuum, then an
infinity of prices and quality levels is desirable. While
this is impractical, it is clear that as great a range of
cheice as is possible should be offered. Tt is possible

to go further and suggest which options are best.

Two broad classes of price structure can be identified.
One is where there are specifiec allocations of seats to
specific classes, with the class associated with high delays
having low fares - this is the part charter structure. The
other is where empty seats, if available, are filled by
lower fare passengers - this would include the standby fares,
and also the case where the airline alliocates the flight to
the passenger. Both serve to increase choice, and to lower -
the costs of stochastic delay, by inducing those with the
lower delay costs to bear more of the delay.

0f the two price structures, the part-charter
structure is less efficient. This is because of the way
delay costs are borne by passengers. For an individual,
delay is encountered only if he fails to obtain a seat on
a preferred flight. If the two classes of fare are separated
only by deiay and fare differences, it will be always sensible
for the individual to try first for the lower fare, and if
this is unavailable, try for the higher fare. If there is
this substitution between fares possible, it will degenerate
into a system of a lower price for the first block of seats
sold, There will be some reduction in delay and delay cost,
some reduction in revenue, and optimal load factors will
inecrease slightly. Tor those willing to pay a higher price
tc avoid delay, there will be more capacity available, as
those not willing to pay will wait £ill the next flight.

Airlines recognise the substitution possibilities,
and often restrict the availability of the lower fare to
a specific group. Often the fare 1s open only to those who
book some time ahead, or the fare is tied to an inclusive
tour. It may be that this segmentation increases the likii-
hood that the low delay cost users bear the greater delays,
but there is no certainty that this will happen. It may be
that early booking or inclusive tours are desirable in them-
selves, but they do not have any specific effect on the delay
process. As adevice for encouraging the low delay cost
passengers to bear the delays, a system of dividing a flight
into high and low load factor categories is likely to prove
fairly dineffective.

To be effective in achieving this separation, the
price structure must be directly related to the delay process.
A standby fare, or early becking fare where passengers are
allocated to flights would directly associate delays with

15.
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the price offered. It would be possible to switch from

one fare to another only if a substantial change in expected
delay were accepted. Those passengers who encounter small
delay costs would be induced to bear virtually all delays.
Delays would not be reduced tc zero for the higher fare
passengers, though they would be reduced substantially.

With the stochastic delay ccst being reduced for
each load faetor and frequency, the optimal load factor
will increase and the optimal frequency will tend to decrease.
The level of the optimal lecad factor depands on the level of
stochastic delay costs. Normally these would not fall to
zero, though they could fall considerably if the preporticn
opting for the lower fare is large enough to minimize delays
for the high fare passengers, yet is small enough to include
only those passengers with small per unit delay costs. It
will still be true that in the optimum, the marginal delay
cost imposed by a passenger equals the price he pays; the
marginal delay cost imposed by a standby passenger is less
than that imposed by the high fare passenger.

Other variations of the price structure could be
devised which would increase net benefits. An obvious one
in a situation of uncertainty is to make a distincticn
between regular and irregular passengers or between those
whose demand correlates with high delays and those whose
demand dces not (a fare structure with standby fares already
does this to an extent). However, the main benefits will be
reaped by a system that distinguishes between delay cost
categories. The high load factors and low fares of charter
operators provide an example of the benefits from distinguish-
ing delay ccst categories. Similar load factors and average
fares can be achieve on scheduled flights with the appropriate
price structure. The exact price structure chosen will be
important however. Some seemingly attractive structures,
such as part charters, may yield only a fraction of the
benefits that better designed structures will provide.

In order tc set prices and frequencies, it is necessary
to know the valuaticn that travellers put on frequeney, and
on stochastic delay. One approach is to value the two forms
of "delay" from the value of time - as is done by Douglas and
Miller. As has been pointed out, this need not yield an
accurate estimate, since "delay" need not be time wasted.

It is preferable to estimate the value of frequency more
directly, as is done by De Vany (1975). The valuation
obtained Irom comparing coefficients of price and frequency
in a demand function will be essentially a marginal valuation.
It is obtained from estimating the change in frequency which
will have the same impact on demand as a change in price.

When the value of frequency is being estimated,
cognizance will have to be given to the fact that it forms
part of two processes. A change in frequency lowers delays
dlrectly, and through the reducticn of load factors. The
impact on demand will depend on the load facteor at which the
frequency change takes place, Thus a study which measured
the effect of frequency would have to identify separately
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OPTIMAL. ATRLINE FARES

the direct effect and indirect effect, by inciuding the load
factor and frequency as arguments. For a service with given
icad factor and frequency, the impact of a change in frequency
can be estimated (since demand changes, strictly it would be
necessary to compare the old and new equilibrial. The direct
and indirect effects do not correspond to effects on frequency
and stochastic delay, as the latter is affected directly and
indirectly by frequency changes. The marginal valuation

thus obtained is not a measure of the full value of the
benefits of an additional flight, but with knowledge of the
price elasticity of demand this can be calculated using (30).

Another problem is that of devising a test for esti-
mating the marginal value of service frequency accurately.
The marginal valuation will differ across flights, and thus
testing will have to use a form which recognizes this possi-
bility. The marginal value &f a change in frequency 3B is

: aF
obtained from considering the value of a change in traffic,
and the responsiveness of traffic to frequency. Thus

aB _ 3B X _ 8 X (42)

5F % 33X sr P OF

Note that this does not equal the full benefit from a fre-
quency change. Alternatively, we may write the elasticity

of demand with respect to frequency £ as
3

- 28 2 (13)

fp _ ¥ F _ 1 3B 3F
- 5

9B I
5F X " p 3 X

@

The discussion in Section 2 was inconclusive about
how 3B would vary. It was suggested that the impact on
oF
schedule delay would decline with increases in frequency but
that the unit cost of this delay increases. It is possible

‘that the benefits of additional flights remains fairly constant

over a range of frequencies, or they could fall. If the former
were true routes with different densities and frequencies
might be considered in the same equation. The important
constraint then on testing is that 3B or pg§ should remain

oF aF
constant over the sample.

This would mean that when p is large 3X would be small.
af
Put another way, if 3B is regarded as constant, the elasticity
oF
of demand with respect to frequency will rise with (E/P X), the
reciprocal of the revenue per fiight. As the revenue per )
flight rises, the elasticity should fall. This is contrary
to the expectations of some, for example, Ellison and Stafford
(1974, p.131), but it is not really inconsistent with their
statistical results. It is irconsistent with fitting a model
with a constant elasticity to data with differing flight E
revenues. FEven if it were believed that 8B fell significantly :
oF |
with increases in frequency, it is unlikely that the fall would -

17,
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offset the changes in revenue per flight which it would
typically be associated with so as to result in a constant
elasticity.

A1l of this stands to reason. An additional flight
on a low density, long distance route may be just as valuable,
in absolute terms, as an additional flight on a high density
short distance route. But its effect on demand,in relative
terms, might be a lot less. It 1s difficult to believe that
a doubling of frequency on a long distance route will lead
to 50% increase in patronage, but it is quite possible that
a 10% increase in frequency may lead tc a 5% increase in
patronage on a short distance route.

In setting up a model to measure the marginal valu-
ation of frequency changes, it is important that its form
does not impose unrealistic constraints on the parameters.
Where demand, x, is a linear funetion of frequency, I, the
term 3¥ will be constant, and this is improbable. In a

oF
model where elasticity with respect to frequency is con-
strained to be constant, there is an improbable restrictien
cn the way 3B must vary. An adequate model would be speci-
af
fied in a way that 3B and 3X are allowed to vary with changes
in F. 3F BT

CONCLUSIONS

The conclusions here are at variance with those of
several of the recent papers on airline pricing. Since the
optimal fare is likely to be below cost, it would not be
adequate to allow frequencies and fares to be set by compet-
ition alene. Neor is it sufficient to have a competitive
industry subject to regulatory controls, since it would not
be feasible tc induce competitors to supply the optimal
capacity at the right price by means of controls such as
those on price and capacity. The industry could be operated
as a public utility like a national monopoly. This is not
necessary, however, because the ecconomy of scale is industry
dependent, and not dependent con individual firms outputs,
it is quite possible to have a stable outcome with a number
of competitors, as leng as there is a subsidy to reduce the
price to the optimum level.

There may be reascns why prices should be greater
than marginal cost, e.g. the industry may be subject, like
others, to optimal commodity taxes, as proposed by Diamond
and Mirrlees (18971) and others. This does not mean that it
would then be optimal to just cover costs; such a result could
occur only by chance. There remains a strong liklihood that
the industry will have to be run at a finanecial loss,

Normally, load factors should be less than 100% -
this results from the stochastic nature of demand, not
because of the frequency problem. The technique of keeping
demand constant while working out optimal fregquencies has
been shown to be highly misleading. When the effects of
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OPTIMAL ATRLINE FARES

service quality and price on demand have been allowed for,
the results change and become comparable to those for
analogous problems, such as the bus frecuency and pricing
problem.
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