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Abstract

The relationship between air traffic delays and competition has received much at-
tention recently. I estimate the price responses to longer flight delays in competitive
and non-competitive markets, using a policy change to instrument for potentially en-
dogenous flight delays in the price regressions. I find that prices fall substantially in
competitive markets but not so in non-competitive markets. Quantile regressions on
the price distribution imply that prices fall most for business travelers who have suffi-
cient flexibility to switch to more restricted tickets while the price decrease is smallest
for the least elastic travelers at the top of the price distribution.
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I Introduction

Airport congestion and flight delays have received increased attention during the past few
years. Mayer and Sinai [2003a, 2003b], Mazzeo [2003], and Rupp et al. [2003] study the
relationship between flight delays and the level of competition on a route, testing theories
about the effect of competition on service quality which go back at least to Spence [1975,
1976]. Concern about flight delays also comes from policymakers and airline executives.
Air traffic delays are the most common source of customer complaints by airline passengers
(see, for example, Department of Transportation, 2000). Statistics from the Department of
Transportation on the on-time performance of major U.S. carriers show that flight delays
have increased significantly since the data were first collected in 1987. The United States
Congress discussed proposals to impose minimum standards on the quality of airline service
in 1999. Increases in air traffic delays and their impact on consumers played an important
role in that debate. The sharp decrease in demand for air travel after the events of September
11, 2001, has alleviated congestion concerns for the short term but according to the most
recent projections by the Federal Aviation Administration (FAA) the demand for air travel
is expected to return to pre-September 2001 levels in 2005.

In evaluating policies regarding flight delays and airport congestion, an important con-
sideration is how passengers react to longer flight delays — for example, by reducing their
demand for flights with long delays and choosing to fly from less congested airports. Much
of the policymakers’ concern regards the harm to consumers rather than to the airlines.
However, if consumers get compensated for longer flight delays by paying lower prices for
their flights in equilibrium then the harm to consumers is potentially quite small.

I study the effect of increased flight delays on prices paid by air travelers using an exoge-
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(AIR-21) as an instrument for flight delays. The AIR-21 Act affected takeoff and landing
restrictions at La Guardia Airport in New York City over the March 2000 to January 2001
period. Restrictions were lifted on routes to non-hub and small hub airports, but not on
routes to larger hub airports. The new legislation allowed entry only into some markets, but
the additional flights increased congestion — and, as a result, delays — for all flights at La
Guardia. I study a subset of routes on which no new flights were allowed to be added but
which were nevertheless affected by the increase in airport congestion.

We would expect flight delays to be endogenous to the pricing decision of an airline for
several reasons. Demand shocks that are observable to the airline and to consumers but
unobservable to the researcher might lead us to find a positive correlation between flight
delays and prices because not only prices, but also the number of flights and, as a result,
flight delays may respond positively to an increase in demand. The existing literature on hub
networks suggests another reason why we might find a positive correlation between air traffic
delays and ticket prices: Mayer and Sinai [2003a] show that flight delays are significantly
longer at hub airports than at non-hub airports.! Borenstein [1989, 1991] and Evans and
Kessides [1993] demonstrate that airlines charge higher prices at their hubs and at more
highly concentrated airports, controlling for route-specific demand and cost side variables.
The legislative change at La Guardia Airport provides a predictable but exogenous variation
in flight delays, and can therefore be used as an instrument in the estimation of the price
response.

I find that prices fall in reaction to an increase in flight delays. My point estimates imply
a reduction in fares of $1.07 per additional minute of average flight delays. If T focus on the
reliability of arriving on time, I find a reduction in price of $0.64 for a one percentage point

increase in flights arriving at least fifteen minutes behind schedule. When I estimate the effect



separately for flights with competition from nearby airports which were not affected by the
policy change, I find a larger price response to delays on flights which face such competition.
The implied fare reduction on competitive routes is $2.92 per additional minute of delay.
Interestingly, I find no statistically significant reduction in fares on non-competitive routes.
The likely explanation for this finding is that at the same time as passengers’ willingness-
to-pay was reduced because of longer flight delays, airlines also experienced an increase
in marginal costs of serving passengers so that there was no net change in prices. The
policy conclusion is that there is a substantial loss in consumer surplus from longer flight
delays on routes without direct competition, but a much smaller or no loss in consumer
surplus if airlines face competition from less delayed airlines. This has especially interesting
implications in light of the fact that many airlines now face increasing competition from new
entrants who often choose to fly from less congested airports located in the periphery of
metropolitan areas. To my knowledge, such empirical evidence on the question of whether
the price response to changes in product quality is larger in competitive markets than in
monopoly markets has not been previously presented in the literature.

In order to investigate whether flight delays have a differential impact on the prices paid
by different types of passengers, such as "leisure” and ”business” travelers, I also estimate
quantile regressions on the price distribution, using a new instrumental variables technique
developed by Chernozhukov and Hansen [forthcoming]. I find that prices decreased for
all travelers. The evidence suggests that the largest decrease was experienced by business
travelers who were sufficiently flexible to switch to more restricted tickets. The next largest
decrease in prices was for leisure travelers, while prices for very inelastic business travelers
at the top of the price distribution decreased by the smallest amount even though this group

likely has the highest value of their time.



The remainder of the paper is organized as follows: The next section presents a simple
theoretical model of the price response to variations in product quality. Section III provides
more detail on the changes in the legislation for takeoff and landing restrictions at La Guardia
Airport. Section IV describes the data sources and measures of flight delay used in the

empirical estimation of section V, and section VI concludes.

II A Simple Model of the Relationship Between Flight

Delays and Airline Prices

In an early model of the airline industry, Douglas and Miller [1974] show how under price
regulation competition in service quality can dissipate rents. This section provides a simple
model of the relationship between price and quality when both are choice variables. 1 will
show under which conditions decreased product quality causes prices to fall, both in the
single-firm case and for the case of a duopoly. This form of the exposition is motivated
by the observation that in most of the markets in my sample only one or two airlines offer
direct service.? The extension of the duopoly case to an oligopoly with more than two firms
is straightforward.

Spence [1975] points out that a monopolist sets the level of product quality equal to
the valuation of the marginal customer while a social planner would choose product quality
based on the average valuation for quality of all consumers. Therefore, a monopolist may
over-provide or under-provide quality relative to the social optimum depending on whether
the valuation for quality of the marginal customer is greater or smaller than the valuation
of the average customer. Mayer and Sinai [2003a, 2003b]|, Mazzeo [2003], and Rupp et al.

[2003] study the relationship between service quality and competition in airline markets on



the example of flight delays. Their results are mixed: Mayer and Sinai find in their work
that delays are longer, i.e. service quality is lower, in more competitive markets. In different
specifications, Mazzeo and Rupp et al. find the opposite effect. To my knowledge, empirical
evidence integrating the effect on prices and investigating the question of whether the price
reaction to changes in product quality is larger in competitive markets than in monopoly
markets has not been presented previously in the literature.?

Airline demand is determined by the number of people who want to travel on a particular
route. This depends on the population at both endpoints and on factors such as the distance

4 Furthermore, the

of the route and whether or not one endpoint is a tourist destination.
demand on the route and the allocation of demand between carriers depend on the quality
of flight service. Among the dimensions of service quality which affect demand are flight
frequency, on-time arrivals, and in-flight service. In the empirical application, I focus on on-
time arrivals for several reasons. Variations in flight frequency are very small on the routes
that I study. Other dimensions of service quality, such as in-flight service, are not observable
to me. Therefore, I will assume that these are constant within airline and control for these
with airline fixed effects.

Airline costs can be separated into airport-, route-, flight-, and passenger-level costs.
I will focus on the passenger as the unit of analysis and therefore consider costs on the
airport-, route-, and flight-level as fixed costs, and passenger-level costs as marginal costs.
The presence of airport- and route-level fixed costs creates barriers to entry so that many
routes are only served by a small number of airlines. Berry’s [1992] finding that entry into a
route is more likely if the entrant is already present at one or both of the endpoint airports

provides evidence for the existence of such barriers to entry. Flight-level fixed costs influence

the firm’s decision of how many flights to offer and which aircraft to fly. This decision



determines the airline’s capacity on a route. I will assume for simplicity that marginal costs
are constant as long as the number of tickets sold on a route is below the total capacity.

Flight delays affect the demand for air travel as well as its costs. Higher expected delay
and reduced reliability of on-time arrivals will reduce travelers’ willingness-to-pay. On the
cost side, air traffic delays affect both the fixed costs of operating a flight and the marginal
costs of transporting a passenger. In my data, I observe no reduction in the number of flights
on a route when flight delays increase. It is likely that airlines did not reduce their flights
at La Guardia because of the option value associated with maintaining the rights to using
their allocated time-slots. Increases in marginal or passenger-level costs of delays are due to
increased time that passengers spend at the airport or in the plane and require service by
the airlines.

If there were no changes in marginal costs, we would be able to interpret the price
effect entirely as demand effect because seat capacity stayed constant throughout the time
period we observe. It is likely that marginal cost increases were non-zero but fairly small.
Unfortunately, we are not able to observe marginal costs directly. Given this, the price
reactions we observe are a lower bound to the reduction in willingness-to-pay.

Airlines can influence their flight delays through scheduling decisions, maintenance and
crew management, choice of aircraft, and gate management. However, these variables cannot
be adjusted in the short run. As a result, expected flight delays are predetermined in the
short run but decision variables to the airline in the long run. During the episode studied
here, flight delays increased as a result of an exogenous shock to airport congestion. Since the
entire airport was affected during all times of the day except the early morning hours, airlines
were unable to avoid longer delays by changing their schedules. We observe, for example,

that increases in flight delays during this period are not significantly different across markets



or airlines.

I model the expected change in prices in response to an exogenous shock to service quality
assuming that prices are flexible in the short run but that service quality is not. Assume
that the demand for air travel, D(p, s) is a function of price p and service quality s. Further
assume that firms maximize their profits by choosing their price and their quality level in
a two-staged game, choosing quality in the first stage and price in the second stage. 1 will
take the quality decision of the first stage as given and examine the effect of an exogenous
shock to flight delays on the pricing decision in the second stage.

Consider the case of a monopolist with a profit function of the form

I(p,s) = D(p,s) x (p—c) = F, (1)

where p, s and D(p, s) are price, service quality and demand, as above, ¢ are the marginal
costs, and F' are the fixed costs. The firm’s optimal price is determined by the first-order

condition of profit with respect to price:

where X, indicates the derivative of variable X with respect to 7.
Taking the total derivative of II, yields a condition that describes how the monopolist’s
equilibrium price responds to a change in the quality of the product:

@__D5+Dps*<p_c)
ds 2D, + D, * (p—c)

(3)

where again X; = % and X,;; = X The arguments of the demand functions are suppressed.
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Assume that demand increases with product quality , Dy > 0, and decreases with price,
D, < 0, and that price is greater than marginal costs, p — ¢ > 0. Then the equilibrium
price will increase with the level of product quality if D,; > 0 and D,, < 0, i.e. if the
derivative of demand with respect to price is increasing in quality and the demand function
is convex. If either D,, < 0 or D,, > 0, then the effect depends on the relative magnitudes
of the variables. The price will be increasing in quality if the either the second derivatives
or (p — ¢) are small relative to the first derivatives.

In the more general case of an oligopoly where a firm’s demand function depends both on
its own price and product quality and on the competitors’ prices and quality, the relationship
of a firm’s equilibrium price to its quality is given as the solution to an implicit function
that depends on first and second derivatives of the demand function with respect to prices

and quality levels:

dpi(2Dy, + Dyp.p, * (pi — ¢)) + dp_i(Dp_, + Dpp_, * (pi — €))

+ dsi(DSi + D is; ¥ (pi - C)) + ds*i(DSﬂ' + Dpisﬂ' * (pi - C)) =0 (4>

Here, p; and s; refer to the firm’s own price and quality, respectively, p_; and s_; are the
same variables for the competitors. If we assume that the market is served by a duopoly
and that the demand function is linear in all of its arguments, this expression simplifies to

the following:

—(2Dy, + D,_,) *dp; + Dy,_, * (dp; — dp_;)) = (Ds, + Ds_,) xds; — Ds_, * (ds; — ds_;) ()

For well-behaved demand functions, D,, <0, D, , >0, Dy, > 0, and D, , < 0. If the shock



to quality is symmetric such that relative quality levels, (ds; — ds_;), and relative prices,

(dp; — dp_;), do not change, then the overall effect on prices is

dpi _ _<D5i + Ds—i) (6)
dSi 2Dpz —+ D i ’

1 = 1,2. If the products of the two firms are imperfect substitutes, then we would expect

|DP1| > |DP—i

and |Ds,| > |Ds_,|, i.e. a firm’s demand reacts more strongly to changes in
its own price and quality than to changes in its competitor’s price and quality. Under these
conditions, a firm’s equilibrium price moves in the same direction as its quality so that prices
decrease in response to an aggregate negative shock to quality.

The partial deregulation of slot controls at La Guardia was a symmetric shock to flights
out of that airport. However, there was no shock to the quality at the competing airports
in New York City, John F. Kennedy and Newark Airports. For this case, equation 5 above
implies that on the routes on which airlines flying to La Guardia and John F. Kennedy and
Newark Airports compete, we should see a negative effect on prices at La Guardia and a
positive effect on prices at the other airports. On the routes out of La Guardia which are
predominantly served by one airline, the model predicts that prices should fall. For general
demand functions, the price effect can be smaller or larger on monopoly routes than on

duopoly routes depending on the cross-derivatives of the demand function, D, , and D, ..

III The La Guardia “Experiment”

La Guardia Airport in New York City is one of four airports in the United States which are
governed by the so-called High Density Rule. The High Density Rule was imposed in 1969

to limit the number of takeoffs and landings at highly congested airports. For La Guardia,
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the number of flights was limited to 65 per hour. Takeoff and landing slots were originally
allocated based on existing service. Subsequently, it was possible for airlines to trade or sell
the rights to using these time slots.

The High Density Rule not only manages the capacity at congested airports, but also has
the effect of restricting entry and thereby potentially keeping prices above the competitive
level. In the case of the New York City airports, policy-makers from communities in upstate
New York repeatedly voiced concerns that the slot controls limit their communities’ access
to New York City and hamper the economic activity of their communities. Responding in
part to these concerns, Congress decided in March 2000 to phase out the High Density Rule
by 2007 as part of the Aviation Investment and Reform Act for the 21st Century (AIR-21).
A special provision was made for La Guardia Airport: Here, new service to non-hub and
small hub airports in “under-served” communities was to be exempt from the High Density
Rule under certain conditions starting April 1, 2000.

After the passage of the AIR-21 bill, airlines filed for almost 600 applications for ex-
emption slots at La Guardia. Previously, the airport had handled 1064 flights daily. By
September 2000, about 300 flights a day had been added under the exemptions. As a result,
the number of flights surpassed the airport’s capacity even under good weather conditions.
In September 2000, La Guardia accounted for 25 percent of all flight delays within the United
States. Only 44.5 percent of the flights to or from La Guardia arrived within 15 minutes
of their scheduled arrival, down from 75.2 percent in the same month of the previous year.
In comparison, the numbers for the entire U.S. domestic system were 78.9 percent and 79.3
percent, respectively. In response to this dramatic increase in flight delays, the Federal Avi-
ation Administration imposed a moratorium on any new exemptions for flights during the

peak traffic hours at the end of September 2000. In November of the same year, the FAA
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announced that it would limit the number of takeoffs and landings at La Guardia to 75 an
hour starting January 31, 2001.° The exemption slots were allocated by a lottery which was
held on December 4, 2000. Table 1 provides an overview of the timing of these events.

This attempt at deregulation of slot controls at La Guardia Airport provides an inter-
esting setting to study the effect of flight delays on airline prices because delays increased
due to a exogenous change in legislation. On routes which experienced entry, prices may
decrease both for competitive reasons and because service quality got worse. However, no
new flights were allowed to be scheduled on routes to large and medium-sized hub airports,
so that entry was restricted to small hubs and non-hubs. We can therefore estimate the
price response to increased flight delays on the routes to large and medium-sized hubs which
experienced a delay shock but no change in their entry regulations.

Another advantage of this setting is that the flight delays at La Guardia were highly
publicized at the time. Among others the New York Times, a national newspaper, reported
several news stories in prominent places about this event throughout the spring, summer,
and fall of 2000. The large scale of flight delays attracted much attention so that travelers
were likely to be quite aware of the fact that expected delays at La Guardia airport had

increased.

IV Data and Measurement Issues

IV.1 Data Sources

This paper draws on two main sources of data: The first is the Department of Transporta-
tion’s Origin and Destination Data Bank 1A (DB1A), a 10 percent sample of all airline

tickets sold in the United States. These data are collected quarterly and include the full
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itinerary of each passenger, the carrier operating the flight, the price paid for the ticket,
and a code indicating first-class or coach-class travel. However, there is no information on
the day or time of travel other than the quarter in which the flight was taken. Also, this
database does not include the day of purchase or any restrictions imposed on the ticket, such
as advance purchase or Saturday night stay-over requirements.

The second data source is the Department of Transportation’s Airline Service Quality
Performance (ASQP) database which contains daily information about scheduled and actual
departure and arrival times at the flight level. All air carriers that accounted for at least one
percent of domestic passenger revenues in the year prior are required to report their flights
at all airports that account for at least one percent of domestic passenger enplanements. I
construct various aggregate measures of delay from these data and match them to the price
data from DBIA.

Information on flight delays is available for routes to eighteen airports which did not fall
under the AIR-21 exemption rules because they were either large or medium-sized hubs or
were not "under-served”. The total number of passenger observations for routes between
these airports and La Guardia is over 1.1 million for the sample period, with observations
per airport ranging from 13,000 to 194,000. The smallest markets are the routes between
La Guardia and Memphis, TN, Dulles Airport in Washington, DC, and Raleigh-Durham,
NC. The largest markets are the routes to and from Chicago O’Hare, Boston, Atlanta, and
Washington National Airport, DC.

Following the existing literature on the airline industry, a market is defined as a pair of
origin and destination airports, or a route. The estimation is restricted to round-trip and
coach-class tickets, and non-stop flights. Ticket observations with one or more stops are

excluded because our data do not provide us with sufficient information to link a passenger’s
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itinerary with flight schedules to determine the delay experienced by connecting passengers.%

First-class tickets are not included in the base specification because one would expect the
relationship between price and quality for those travelers to be different from the one for

coach-class travelers. Robustness checks including first-class tickets are reported in section

V.1.

IV.2 Measuring Flight Delays

I construct delay measures based on the arrival delay of a flight, i.e. the difference between
scheduled and actual arrival time. Since passengers value their time, their willingness-to-pay
should depend negatively on the expected arrival delay of a flight.

As mentioned in the previous section, we need to aggregate delay statistics over all
flights in a quarter to match them with the available price data. All aggregated measures
are constructed at the level of route, airline, and time period. The first aggregated measure
I compute are the average minutes of delay during the quarter. For the standard version
of this variable, I count early arrivals as negative delays. The first column of table 2 shows
how the mean of this variable develops over time. For the year 1999, the average flight
delays range from 7.6 to 14.6 minutes. Delays are highest in the second and third quarters
of the year. The value for the first quarter of 2000, the last time period before the new
legislation went into effect, is very close to the value of the same quarter of the prior year.
After the slot controls on other routes were lifted, delays increased to an average of 16.9
minutes in the second and 23.0 minutes in the third quarter. After the passage of the FAA’s
moratorium on new flights, the average delay declined slightly in the fourth quarter of 2000
to 22.1 minutes. In appendix A.2 I present some results using an alternative definition of

this variable, averaging only over late arrivals and counting early arrivals as zero delays. All
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results presented in the paper are robust to using this alternative variable definition.

In addition to the average minutes of delay, I use as a second measure the fraction of
flights in a quarter which are more than fifteen minutes delayed. This is the measure that
the FAA uses in its widely published on-time statistics. This variable can be interpreted as
a measure of the reliability the flight time because it measures the probability of arriving
very late rather than the expected length of the delay. Its definition implicitly assumes
that passengers receive disutility from arriving more than fifteen minutes late but not from
arriving less than fifteen minutes late. As a robustness check, I have also estimated all results
presented here with the fraction of flights arriving more than thirty or forty-five minutes late.
Some of these results can be found in appendix A.2. All results are robust to using these
alternative definitions. Table 2 presents summary statistics on the flights delayed over fifteen
minutes. It shows that in 1999, when La Guardia was already among the most congested
airports in the United States, 22.1 to 28.5 percent of all flights were at least 15 minutes late.
Over the year 2000, these numbers increased up to 43.1 percent in the fourth quarter.

Airlines can control arrival delays to some extent by choosing the scheduled duration of
the flight. In order to account for this effect I perform further robustness checks, recomputing
arrival delays as the difference between the actual time spent by the traveler from scheduled
departure to actual arrival and a 'normal’ flight duration computed as the 15th percentile
of the actual flight duration for any airline on that route in the corresponding month of
1998. Again, appendix A.2 shows some results based on this delay measure. The results are

generally robust to using this definition for the delay variable.
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V Empirical estimation

I estimate a price equation for the routes between La Guardia and large and medium-sized
hubs in my sample for the years 1999 and 2000. The slot controls for some routes to
La Guardia were lifted in April 2000, so that the year 1999 and the first quarter of 2000
were still unaffected by the deregulation. The second through fourth quarter of 2000 are
the time periods which were affected by the policy change. We can distinguish between
an expansionary period in the 2nd and 3rd quarters of 2000 and a containment period in
the fourth quarter of 2000, after the moratorium imposed by the FAA. The delay effect
is identified by the time-series variation over these periods as well as the cross-sectional
variation across routes and airlines, controlling for route-airline-specific fixed effects and a
hedonic price index for each route in each time period. Since flight delays are potentially
endogenous to the pricing decision, I instrument for those using indicator variables for the
two post-deregulation periods, the expansionary period in the second and third quarter of
2000 and the containment period in the last quarter of 2000.

I checked the results for robustness using the years 1998 and 2000 in the estimation
instead of 1999 and 2000 to account for the possibility that airlines may have anticipated
some of the post-deregulation effects of increased flight delays during the discussions of
various legislative proposals in 1999. I found no substantial difference in the results. The
estimation does not include any observations from the year 2001 for several reasons. First,
the reduction of takeoff and landing slots according to the results of the ”slot lottery” went
into effect at the end of January, 2001. Observations from the first quarter fall therefore
under two different regulatory regimes which we cannot separate in the data. Second, our
price data have a large number of missing observations in the second quarter of 2001. Finally,

the events of September 11, 2001, caused a large decline in airline demand and an increase in
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costs related to security measures which affected prices and flight delays in the third quarter
of 2001 and thereafter for reasons other than the ones that we are interested in here.

To determine the effect of flight delays on ticket prices, I estimate log price as a function
of flight delays controlling for route- and airline-specific demand and cost components by
including fixed effects for each airline-route pair.”. I use two alternative definitions of delay,
the log of mean delay and the fraction of flights delayed over fifteen minutes, in all of the
following regressions. In order to control for changes in costs and demand patterns over
time, I also include a price index for the airline and the route as a control variable in the

estimation. The estimated price equation is as follows:

K

In(pu) = Bo + Prdelay;, + Boln(p-indezji) + Y v + €i (7)
k=1

where p;; is an individual ticket price on route j and airline [ in time period ¢, delay;;
is a measure of delay , p_index;; is the price index, and rj; are airline-route fixed effects
with rj, = 1 if passenger i travels with airline [ on route j and zero otherwise. €; is an
unobservable error term. Note that all observable regressors are aggregated at the level of
carrier, route, and time period so that only the unobservable can explain variations in prices
within a route-carrier-time group.

The price index is a predicted value from a hedonic price regression for the forty largest
U.S. airports, excluding the New York City airports which are studied here. This regression
includes as explanatory variables the distance of the route and its square, the geometric mean
of the populations at both endpoint airports, indicator variables for tourist destinations,
slot-controlled airports, and hub airports, the Herfindahl index for the route, and time fixed

effects. This price index is included in equation 7 to control for changes in demand and cost
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conditions that are common to all of the largest U.S. airports. For example, fuel prices are
rising substantially over the time period studied here. Details on the construction of the
price index can be found in appendix A.1.

Each period, we observe a large number of different ticket prices in each of the markets
in the estimation. The number of observed prices ranges from 140 to 1276 for a market in a
given time period. Table 3 reports mean fares and their standard deviation for all markets.
The table also shows the 20th, 50th, and 80th percentile of the price distributions. The
price distributions are left-skewed with the median fare less than the mean fare. Although
we know that prices vary systematically with product attributes such as ticket restrictions,
time of booking, and time of travel, we cannot observe any of these. Berry et al. [1997]
address this problem by assuming a bimodal distribution for the error term in a random
coefficients model of airline demand. That approach reflects the hypothesis that travelers
fall into two main groups, so-called business and leisure travelers. While the empirical price
distribution in some of the markets studied here is indeed bimodal, not all of the markets
share this feature.

I will proceed by first estimating the effect of flight delays on mean fares using least
squares estimation techniques. These estimations are reported in section V.1. Section V.2
will explore the effects on different types of travelers with quantile regression techniques.
Under a simple sorting assumption, the quantile regression approach allows us to estimate

different effects for passengers who buy high-priced tickets compared to low price travelers.

V.1 Least squares estimation results

This section describes the least squares regressions based on equation 7. We start with table

4 which shows the first-stage regression results of the instrumental variables estimation. The
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table reports the coefficients for the instruments, a dummy for the expansionary period,
postl, and a dummy for the containment period, post2. The results are reported for the
two preferred measures of delay, the log of mean delay and the fraction of flights over fifteen
minutes delayed. Table 4 shows for both dependent variables that the instruments have a
large positive effect on delays. The R-squared is quite high with 0.71 and 0.81, respectively.

Table 5 contains the main results of this section. Panel A reports the results for log mean
delay; panel B contains the results for flights delayed over fifteen minutes. Column 1 starts
with an ordinary least squares (OLS) regression, reporting the coefficients for flight delay
and for the hedonic price index. Carrier-route level fixed effects are included in the regression
but not reported in table 5. The base specification only includes coach class tickets. Panel A
shows that the OLS point estimate for the effect of delay on prices is negative but is estimated
with a large standard error. Note that throughout this section the reported standard errors
are clustered at the airline-route-time period level. Column 2 proceeds to the instrumental
variables (IV) estimation. The first specification includes only the delay measure and the
hedonic price index as regressors; it excludes the fixed effects. Here, we find a large negative
and statistically significant effect of flight delays on airline prices. The estimated elasticity
is —0.1027. The elasticity of prices with respect to the hedonic price index is 0.867 and we
cannot statistically reject that it is equal to 1, implying that the estimated hedonic price
index is a good predictor of actual prices.

Column 3 has the results for our preferred specification including again carrier-route fixed
effects to control for unobserved differences across carrier-route pairs and instrumenting for
flight delays with our policy dummies. We find a negative and statistically significant effect
of flight delays on airline prices. The point estimate for the elasticity is —0.0704. At the

sample averages, this implies that an additional minute of delay reduces the price by $1.07.
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During the time in which the policy of relaxed slot controls was in effect at La Guardia,
average flight delays increased by 7.3 minutes compared to the same period of the prior year,
implying a total price reaction attributable to longer flight delays of approximately $7.70 or 4
percent of the average ticket price in 1999 on the routes in the sample. This is a considerable
effect in the airline industry which tends to have very small margins on its revenue.

The comparison with the OLS estimate in column 1 shows that the coefficient from the
IV estimation is much larger in magnitude. This implies that the OLS results are biased
towards zero.

Finally, the last column of table 4 shows the results from an estimation that includes not
only coach but also first-class tickets. Including these tickets has very small effect on the
results. The estimated coefficient on log mean delay is now —0.0714 and again it is precisely
estimated. Only a little over 2 percent of the passengers in this sample travel first class, and
on some routes there are no first-class travelers at all. Column 4 shows that the estimation
results are robust to including these passengers.

Panel B of table 5 presents a very similar picture. The delay variable has a negative
effect on fares in all specifications. In the OLS estimation, the coefficient is estimated more
precisely than before but compared to the IV results it still seems to be biased towards
zero. As before the effect is estimated to be larger when carrier-route fixed effects are
excluded, and including first-class passengers has little effect on the results. The preferred
specification of column 3 gives a coefficient estimate of —0.3209 on the fraction of flights
delayed over fifteen minutes. At the sample means, this implies that an increase in delayed
flights by one percentage point reduces prices by $0.64. For the period in which the policy
was in effect, these delays increased by over ten percentage points, implying an average price

decrease due to delays of $6.46 or 3.3 percent of the average ticket price in 1999.
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The overall picture we get from these results is that longer flight delays reduce the
willingness-to-pay of airline passengers and in this case they reduce the price that airlines
charge even in a period in which the costs that airlines face may be rising. The estimated
effects are substantial and robust to using a variety of different specifications. In the remain-
der of this section, we will explore how the price effect is related to the degree of competition
on the route before we get to the quantile regression results in the next section.

To investigate the effect of competition on the size of the price reaction, I classify routes
as "competitive” or "non-competitive” based on whether a dominant airline has a passenger
share of greater than 50 percent in the New York City market at the beginning of 1999,
where the New York City market is defined as all passengers traveling from another city to
La Guardia, John F. Kennedy or Newark Airports. Panel A of table 6 lists these market
shares for the airlines flying to La Guardia for all time periods in our sample. The markets
classified as competitive are routes to Boston, Chicago, Raleigh/Durham, and Washington,
DC. The table shows that flight shares for the airlines flying to La Guardia are very stable
over time. Panel B lists the Herfindahl index for all routes to La Guardia based on city-level
flight shares. Market concentration varies only slightly more than the La Guardia flight
shares. Therefore, I will treat the competitiveness of a route as predetermined for the period
studied here. I use the classification into ”competitive” and ”non-competitive” routes to
construct a dummy variable that I will interact with the effect of flight delays to investigate
whether the price reactions are systematically different across these routes. Panel B of table
6 shows that when classified by the Herfindahl index rather than by flight shares, Miami
might be classified as a competitive route rather than a non-competitive route. I test the
sensitivity of my classification both by moving Miami into the competitive group. The results

reported below are robust to this modification.
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Table 7 presents the results of regressions in which the flight delay variables are interacted
with variables for the competitiveness of the route. Panel A shows the results for mean delay,
panel B shows them for the fraction of flights delayed more than fifteen minutes as the delay
variable. All regressions use the base specification as in column 3 of table 5 and add an
interaction term for flight delays.® In column 1, the interaction is with a dummy variable
that is equal to one for the routes which are classified as competitive. The results show
that the direct effect of flight delays is not distinguishable from zero. The interaction term
with the dummy for competitive routes has a large negative coefficient and is statistically
highly significant. The point estimate is —0.1791. At the sample averages, this implies a
price reaction on these routes of $ —2.92 for each additional minute of delay, almost three
times as large as the average price reduction implied for all routes. This means that the net
price effect of the increase in flight delays is zero on non-competitive routes while we find a
large negative effect on competitive routes.

All other results in table 7 support this conclusion. Column 2 includes an interaction
term with one minus the flight share of the airline. The results are very similar as before.
The direct effect of flight delays is now estimated slightly larger than before but we cannot
reject that the effect is equal to zero. The effect of the interaction term is now —0.1571.
Lastly, column 3 shows results including an interaction term with one minus the Herfindahl
index of the route. The direct effect is still indistinguishable from zero while the interaction
effect is somewhat smaller than before but still negative and statistically significant at the
5 percent level in a one-sided test. Panel B shows the results for these regressions using the
alternative definition of the flight delay variable and supports the same conclusions that we
got from panel A. The implied price response here is $ —1.31 in competitive markets for a

one percentage point increase in the flights delayed over fifteen minutes.
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To further investigate the source of the price response in competitive markets, I estimate
specifications in which I include a firm’s own flight delays at La Guardia and its competitors’
delays at the other airports. These regressions test the hypothesis that a firm’s price is
increasing in its own quality but controlling for its own quality price is also decreasing in
the competitors’ quality. Table 8 contains these results. Again, results are reported for the
two different delay measures in panel A and panel B, respectively. We first look at the effect
on fares at La Guardia airport and then turn to the price effects at the other New York
City airports. All estimations reported here are ordinary least squares regressions because
we have no variables to instrument for delay at the airports which were not affected by the
policy change. The previously reported results from table 5 imply that we should expect the
OLS coefficients to be biased towards zero.

Column 1 of table 8 shows the results for fares at La Guardia, restricting the estimation
to competitive routes. When controlling for competitors’ delay, the elasticity with respect
to the airlines” own mean delay is estimated to be —0.0564. The competitors’ delay has a
significantly positive effect on prices. The elasticity is estimated to be 0.0456. It is only
slightly smaller in magnitude than the effect of own delays, indicating that these products
are close substitutes.

Next, we turn to the effect on fares at the other New York City airports. First, column
2 shows the effect of airlines’ own delays at John F. Kennedy and Newark Airports only
for comparison with the results reported for La Guardia in table 5. The effect is negative
and statistically significant but it is indeed smaller than the coefficient estimated in the
instrumental variables regressions for La Guardia. Once we control for the competitors’
delays in column 3, the effect of airlines’” own delays on fares doubles to —0.0663. For

competitors’ delays, we estimate a coefficient of 0.0572. Again, this point estimate is only
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slightly smaller in magnitude than the one for firms’ own delays.

Comparing columns 1 and 3 in panel A, we see that the estimated effects of own delays
and of the competitors’ delays on fares at La Guardia and fares at the other two airports are
very similar. Statistically, we cannot reject that the estimated coefficients are equal. Panel
B, which again uses the alternative delay measure, confirms this result. Here, we also find a
negative effect of a firm’s own delays and a positive effect of the competitors’ delays. This
supports the hypothesis that a firm’s prices are increasing in its own quality and decreasing
in the competitors’ quality. In these regressions, we find smaller point estimates for the
effects at John F. Kennedy and Newark Airports than at La Guardia but again we cannot
statistically reject that the effects are equal.

Finally, in table 9 I report results for the effect of increased delays on the revenues from
the La Guardia routes in my sample. Column 1 shows results of an OLS regression of
log revenue on the dummy variables for the time periods after the policy change, post1 and
post2, controlling for carrier-route fixed effects. The effect is negative and statistically highly
significant. The implied effect of the policy change is a loss of $20742 in revenue per quarter
for the 21 carrier-route pairs in the sample or $69141 for the time during which the policy
was in effect. This calculation does not include other routes and airlines at La Guardia
which are excluded from the estimation here because the change in regulation allowed new
entry on those routes. Columns 2 and 3 of table 9 show that both delay measures have a

large negative effect on revenues.

V.2 Quantile regression results

We now turn to the quantile regression results. The purpose of these regressions is to explore

how the price reductions in response to longer delays vary along the price distribution.
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Airline prices vary systematically with restrictions imposed on the ticket, such as advance
booking and Saturday night stay-over requirements. Unfortunately, we cannot observe these
restrictions in the publicly available data. Instead, I rely on the fact that tickets with more
restrictions are sold at lower prices that tickets with fewer restrictions. This ranking itself
is not affected by the increases in flight delays at La Guardia. Instead, the relative prices of
restricted tickets compared to unrestricted tickets may have changed. If this is indeed the
case, then we should find different effects of delays at the bottom compared to the top of
the price distribution.

Assume that there are different types of consumers who buy airline tickets, such as
different types of business travelers who buy tickets with few or no restrictions and leisure
travelers who buy tickets with more restrictions. Assume further that these consumer types
can be ranked by the restrictiveness of their tickets and that this ranking is not affected by
the length of flight delays. Then, we can infer differences in the price responses of these
types from differences in the delay coefficients along the price distribution.

Following Koenker and Bassett [1978], the quantile regression analog to the classical least

squares regression function, the conditional quantile function, can be written as

yi:I;ﬁe—i_uiﬂu 1= ]-7"'7n (8)

where y is the dependent variable, x are the regressors and (3, is the regression coefficient
for the #’th quantile. The identifying assumption is that the 6’th quantile of y; conditional
on z; is equal to [y,

Qo(yilxi) = x5 (9)

Koenker and Bassett describe algorithms for the computation of the conditional quantile
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functions.

In my estimations, I use an instrumental variables (IV) estimator for quantile regression
functions proposed by Chernozhukov and Hansen [2001, 2002]. Their method is based on
an assumption of similarity which means that the error term is equal in distribution for all
values of the endogenous variable. This assumption is a weaker version of a rank invariance
assumption. In our context, this assumption requires that the expected ranking of passengers
by the prices that they pay does not change with variations in flight delays. Passengers
at different points of the price distribution can react differently to flight delays, but the
assumption rules out that a business traveler who pays a higher price in expectation than
a tourist traveler when flight delays are low, pays a lower price in expectation than the
tourist traveler when flight delays are high. The model also requires that conditional on the
endogenous variable X, the error term is independent of the instruments.

Chernozhukov and Hansen derive an estimation equation of the form

Pr(Y <q(X,0)|Z) =0 (10)

for the 6’th quantile, where X is the endogenous variable, Z is the instrument, and ¢(.)
is an unknown function. They demonstrate that the function ¢(.) can be solved for by
inverse quantile regression methods and develop an estimator based on that. The estimates
presented here are from IV quantile regressions using that estimator. The standard errors
are computed using methods developed by Powell [1984] and Buchinsky [1995].

I specify a conditional quantile function which is analogous to equation 7. The log of
ticket price is assumed to be a function of the predicted price index, carrier-route fixed

effects, and log mean flight delays, instrumented for with a dummy for the post-policy
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change period. Results for the alternative delay variable are not reported but are quite
similar to the results for log mean delay. I estimate the instrumental quantile regressions
for the 20th to 80th percentile of the price distribution. The estimation is restricted to the
routes which were identified as competitive routes in the previous section. These are the
routes for which the least squares regressions found a significantly negative price effect. The
number of passengers stays fairly constant on these routes over time so that the results are
unlikely to be contaminated by large changes in the types of travelers on the route. Only
coach-class tickets are included in the estimation.

Figure 1 presents a graph of the estimated coefficients on log mean delay. Table 10 reports
the coefficients and standard errors for the 2nd through 8th deciles. The results show that
the size of the effect ranges from —0.0633 to —0.5826. Interestingly, the size of the effect is
not monotonic along the price distribution. Instead, the effect increases in size from —0.1254
to —0.5826 between the 20th and 60th percentile and then starts to decrease to -0.0633 at
the 80th percentile. This means that in the lower range of the price distribution, up to
the 60th percentile, ticket prices of passengers who paid higher prices declined relatively
more than prices for travelers with less expensive tickets. However, at the top of the price
distribution we see a smaller decline in prices relative to the middle of the distribution, i.e.
for the passengers who bought the most expensive tickets prices declined relatively less.

These results indicate a change in the mix of tickets bought by passengers on the route.
The fact that the price effect of flight delays is relatively small at the highest quantiles sug-
gests that prices for unrestricted tickets did not decline very much. These are the passengers
which tend to be most inelastic in their travel demand and for whom we would expect the
highest mark-ups. The largest price effect is found around the 60th percentile of the price

distribution. This effect can be explained by the bimodal nature of the price distributions in
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most markets. The distributions have one mode at a lower price, presumably the standard
restricted coach fare, and another mode at a higher price, presumably the standard unre-
stricted coach fare. We observe that after the policy change, the mode at the higher fares
decreases relative to the modes at the lower fares. This means that the mix of tickets which
airlines sell changes such that relatively more low-price tickets are sold. As a result, we find
very large price effects for the quantiles which shift from the higher mode to the lower mode
of the distribution.

This shift may well be driven by an endogenous reaction of the airlines flying to La
Guardia, e.g. by an increase in special promotions in reaction to the decrease in service
quality through longer delays. This means that while we find a fairly small price reduction
for the most inelastic travelers at the very top of the distribution, passengers who used to
buy high-priced tickets but are more elastic in their demand are able to shift to substantially
lower-priced tickets. Finally, for the travelers at the bottom of the price distribution who
bought restricted tickets before and after the policy change, we find a price reduction but
since they remain with the same type of ticket the price reduction is smaller than in the
middle of the price distribution.

An interesting implication of this pattern is that while business travelers with unrestricted
tickets may have the highest value of their time, they are also the travelers with the most
inelastic demand. Therefore, increased flight delays which should hurt these travelers most
do not translate into large reductions in fares. In contrast, high-price travelers who are more
flexible in their demand are compensated most for longer flight delays through decreases in
their fares. Low-price travelers who tend to be leisure travelers and have a lower value of
their time also experience a significant price reduction. Interestingly, this price decrease is

larger in magnitude than for the highest-price travelers.
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V.3 Discussion of the results

I find that prices for air travel fall in response to a deterioration in service quality in the
form of longer flight delays. The estimated price elasticity of —~0.0704 with respect to flight
delays is likely to be a lower bound on the effect on demand for air travel for two reasons.
First, we would expect at least a small increase in marginal costs of operation during this
period. This increase works against the price decrease from reduced demand. This is also
the likely reason for why the net price effect that we find on non-competitive routes is
small and cannot statistically be distinguished from zero. Second, traffic from passengers
connecting between flights at La Guardia grew slightly from 1999 to 2000. On average, 1.2
percent more connecting passengers traveled in the second through fourth quarter of 2000
on the routes studied here than in the same quarters of the year before. These additional
connecting passengers probably increased the opportunity costs for seats on these routes
which is another reason why the estimates presented here are likely to underestimate the full
demand response. However, neither the marginal cost increase nor the effect of additional
connecting passengers are likely to be large. We can therefore regard the estimates presented
here as a useful lower bound to the true demand response.

The results of my estimation are also quite consistent with previous findings in the
literature by Morrison and Winston [1989]. They estimate the effect of flight delays on
airline demand in a simple logit model and find that an increase of one percentage point
in the share of flights delayed more than 15 minutes reduces passengers’ willingness-to-pay
by $0.61, measured in 1983 dollars. This is equivalent to $1.05 in 2000 when inflated by
the Consumer Price Index. My findings imply a price reaction of $0.64 in 2000 dollars. In
another study, the United States Department of Transportation recommends a “[value] for

aviation passenger travel time” of $0.50 per minute in 1995 or $0.55 per minute in 2000
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dollars, based on a survey conducted by the Air Transport Association of America [Federal
Aviation Administration, 1997]. Considering that my study focuses on a market which is
likely to have a higher share of business travelers than the national average, these findings
are quite in line with the price reaction of $ —1.07 per minute which I find here. Suzuki
[2000] finds that market shares are positively influenced by on-time performance which is
consistent with the interpretation that demand reacts negatively to flight delays.

Berry et al. [1997] estimate airline demand in a discrete choice framework with a random
coefficients model. In that model, consumers can differ in their valuations for product
characteristics which avoids the unreasonable implications for substitution patterns of the
traditional logit model. Berry et al. also use the Department of Transportation’s DB1A
ticket data for their estimation, as do Morrison and Winston. The problem that these data
pose for discrete choice estimation is that the consumer’s choice set is unobservable. The
database reports tickets on a quarterly basis. Within the quarter, there is no information on
the date of purchase or date of flight. In addition to that, ticket restrictions are unobservable.
Especially for travelers who pay high ticket prices, we would expect that many of the observed
low-price tickets are not in their choice set at the time of purchase. As the estimates of the
preference parameters are likely to be influenced by the assumptions on the choice set, I
restrict my analysis here to a direct estimation of the price effects.

The unobservability of ticket restrictions creates a further difficulty for discrete choice
demand estimation because consumers’ preferences for price and for product attributes may
be correlated. Berry et al. address this problem by allowing for correlation in consumer
tastes. Specifically, they assume a bimodal distribution of consumer tastes and show that
a tri-modal distribution can also be identified by the data. This approach has the advan-

tage that it can identify taste parameters but it requires an assumption on the functional
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form of the correlation between consumer tastes. In that regard, it is more restrictive than
the quantile regression approach followed here. Berry et al. find evidence that ”business
travelers” are willing to pay more for characteristics associated with hub size and for flight
frequency than ”tourist travelers”. In addition, they find that business travelers at hubs are
much more likely to fly with the hub airline than with another carrier even at a considerable
price premium. This suggests that these travelers have high costs of switching to another
airline. These results are consistent with my finding of relatively small price decreases for
high-priced tickets in response to longer flight delays. My findings also suggest that there are
more than two types of consumers in airline markets as seen by the different price reactions
along the price distribution.

We can use the estimates generated here to approximate the welfare effects of the policy
change at La Guardia airport. The average delay on all routes at La Guardia increase from
12.49 minutes in the 2nd to 4th quarters of 1999 to 18.93 minutes in the same period of 2000.
Using the price elasticity estimated for all routes, this translates into a price response of $
—6.52 per traveler. The DB1A database, which samples 10 percent of all passengers, reports
over 1.1 million travelers at La Guardia in the 2nd to 4th quarters of 2000. This translates
into a welfare loss from these travelers of over $74 million. If we use the much larger price
elasticities estimated for the competitive routes, the implied reduction in willingness-to-pay
from longer delays is $ ~16.58 per passenger or a welfare loss of $163 million for all passengers
in the 2nd to 4th quarters of 2000.

However, the additional flights allocated to the routes to non-hub and small hub airports
allowed new entry on these routes. The expectation that prices would fall under increased
competition on these routes was indeed the motivation for passing the legislation to lift

slot controls. To assess the effect of the legislation on the routes on which entry was now
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allowed, I perform regressions of the log fare on these routes on the predicted value of the
price index and an indicator for the time periods after the legislation was passed, controlling
for route fixed effects. The estimated coefficient for the post-legislation time periods is —
0.1052. At the mean fare on these routes of $156.27, this translates into a total price effect of
$ —14.51 per traveler. This price effect can be decomposed into a reduced willingness-to-pay
because of higher delays and into the competitive effect. Using the estimates obtained for
the routes which did not experience entry, $5.67 of the price reduction can be attributed to
longer flight delays. The remaining $8.84 can be interpreted as the price reduction due to
increased competition. With a little over 480,000 travelers recorded in the DB1A database
on these routes in the 2nd to 4th quarters of 2000, the estimated welfare gain from increased
competition on these routes is about $42.5 million.

These welfare calculations do not include the additional costs to airlines generated by the
increased delays. These costs create an additional welfare loss. On the passenger side, there
is additional willingness-to-pay for higher flight frequency [Richard, 1998]. However, most
of the flights were added by airlines who entered a route which they did not serve before.
The frequency of service by carriers with existing service on a route did not increase on
average during the post-legislation period. In fact, average flight frequency declined because
new entrants offered on average fewer flights than incumbents. So, there is no added welfare
gain from increased flight frequency. In sum, the welfare loss incurred by this legislation is
between $74-163 million, not counting additional costs to airlines, while the welfare benefit
from increased competition is approximately $42.5 million. The net welfare loss is therefore
at least $31.5 million for the time period during which the legislation was in effect, and over

$120 million if we use the larger estimates.
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VI Conclusion

A legislative change at La Guardia Airport in New York City provides an interesting oppor-
tunity to study the effect of an exogenous shock to product quality on prices in the airline
industry. I find that prices fall as quality deteriorates, but that the price reaction depends
on the degree of competition. Routes which only have direct service by one carrier see al-
most no change in price while prices fall substantially on competitive routes. In the airline
industry, in which a many small to mid-sized markets only have one carrier which provides
direct service, this means that changes in service quality affect the price paid by consumers
in those markets very differently than in larger and more competitive markets.

I find that in the entire sample prices fall by $1.07 for each additional minute of delay.
On competitive routes, the implied price response is $2.92 per minute. The theoretical pre-
dictions for whether the price reaction to an exogenous change in service quality should be
greater for competitive markets than for monopoly markets are ambiguous. To my knowl-
edge, this paper is the first to present empirical evidence on this question.

Simple welfare calculations imply a net welfare loss of at least $31.5 million from the
policy change. According to my estimates, Congress imposed a large welfare loss from
longer flight delays on all passengers traveling through La Guardia Airport while the new
policy was in effect, in an effort to benefit consumers traveling from New York City to a set
of small airports. The policy was eventually revoked by the Federal Aviation Administration
which cited safety concerns. My findings suggest that the FAA’s action also improved social
welfare greatly by reducing delay times.

In the aftermath of September 11, 2001, the airline industry has suffered from numerous
disruptions to operations and a sharp decrease in demand. It is expected, however, that

demand for air travel will return to pre-September 2001 levels by 2005. As a consequence,
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the issue of flight delays and airport congestion is likely to re-emerge as an important policy
question. The effect of air traffic delays on prices in competitive and non-competitive markets

should play an important role in the policy considerations.

A Appendix

A.1 Construction of the Hedonic Price Index

This section details the construction of the price index which is used as a control variable in
the regressions of sections V.1 and V.2. The index is based on a hedonic price regression for
the 40 largest U.S. airports as measured by domestic passenger enplanements, excluding La
Guardia, John F. Kennedy and Newark Airports. I estimate the log of the average coach-
class fare on route j with carrier [ in time period t as a function of the geometric mean of
the populations of the endpoint cities of the route, indicator variables for at least one of the
endpoints of the route being a hub airport, a tourist destination, or a slot-controlled airport,
respectively, the Herfindahl index of the route based on the share of passengers, fixed effects
for each carrier and each time period. I also include the distance of the route and its square
and interactions of the distance and the squared distance with the time fixed effects. Table
A.1 shows the results of this estimation.

This specification is chosen to control for route-level observables which influence the
price. The estimation result is used to predict the mean price for the routes to La Guardia,
John F. Kennedy and Newark Airports. This prediction is included as a control variable in
equation 7. I checked the estimation results for robustness using different functional forms
and including the log of fuel prices instead of time fixed effects. None of these variations had

a significant effect on the results in sections V.1 and V.2.
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A.2 Results using alternative delay measures

This appendix explores the robustness of the main result in table 5 to changing the definition
of the delay variable. Table A.2 shows the results for the base regression of table 5 column
3 using four alternative measures of flight delays. We start in column 1 with the log of
mean delays, where the mean is computed averaging over positive delays only counting early
arrivals as a delay of zero minutes rather than as a negative delay. This definition would
be appropriate if passengers derived disutility from late arrivals but no utility from early
arrivals. The estimation results show that using this definition of the delay variable we find
a negative and statistically significant effect on prices. The estimated coefficient is slightly
larger than the one found in table 5 for mean delays but, statistically, we cannot reject that
the two coefficients are equal. The implied price effects are very close to the ones reported
in section V.1.

Column 2 shows results for mean delays adjusted for schedule changes. This variable
does not simply take the arrival delays reported by the airlines. Instead, it computes delays
as the difference between the actual flight time and a reasonably achievable flight time. The
latter is defined as the 15th percentile of the flight time distribution on the route in 1998.
We see that again the effect of flight delays is estimated to be negative and close to the
previous estimates. Here, the point estimate is smaller than before but we cannot reject that
the coefficients of this estimation and of the preferred specification in panel A of table 5,
column 3, are equal. The results in section V.1 appear to be quite robust to changing the
definition of the delay variable.

Finally, in columns 3 and 4 we explore the effects of alternative definitions of our other
delay variable, the fraction of flights delayed. As explained above, using this variable im-

plicitly assumes that only delays over a certain length affect passengers’ willingness-to-pay.
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Here, we vary the length of that delay from fifteen minutes to thirty or forty-five minutes.

We expect that longer delays should have a larger effect on prices and the results that we

find suggest that this is indeed the case. The point estimates are negative and significantly

different from zero for both the flights delayed over 30 minutes and over 45 minutes. The

coefficient estimates are larger in magnitude for longer delays.
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Notes

"Mazzeo [2003] finds, in contrast, that flights out of and especially into hubs experience
shorter delays but also finds that larger market shares are correlated with longer flight
delays.

2A market is defined as an origin and destination pair, as is standard in the literature on
the airline industry.

SRupp et al. include price as well as the level of competition as explanatory variables
in their service quality regressions but do not account for the endogeneity of price in those
regressions.

1See, for example, Borenstein [1989] and Evans and Kessides [1993].

®This increased the limit by 10 flights per hour as compared to the rule before March
2000.

®Bratu and Barnhart [2001] show with data for connecting passengers of one major airline
that the delay experienced by those passengers is much higher than the available flight-level
statistics for direct flights would suggest.

"The routes are defined here as airport pairs rather than directional routes, e.g. the
effect for the Boston-La Guardia market is restricted to be the same as the effect for the
La Guardia-Boston market. We cannot reject the equality of the price distributions for
round-trip tickets originating at either endpoint in this sample using Kolmogorov-Smirnov
tests. Using the airport-pair definition allows us to reduce the number of fixed effects in the
estimation and to increase efficiency.

8The direct effect of the competition variables is absorbed by the route fixed effects.
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Table 1: Overview of Events.

February 9, 1999

March 17, 2000

September 22, 2000

November 11, 2000

December 4, 2000

The Clinton administration announces plans to phase out the High
Density Rule.

Congress passes a bill to keep High Density Rule in effect until 2007,
but lift the restrictions on planes with less than 71 seats traveling
between small hub or non-hub airports and La Guardia starting April 1,

2000.
The FAA issues a moratorium on additional flights during the hours of 8

- 10 a.m. and 5:30 - 8:30 p.m. Any new flights already scheduled for
these hours need to be rescheduled to another time of the day.

The FAA announces that it will limit the number of flights at La Guardia
to 75 per hour - an increase of 10 flights per hour compared to the
regulations before March, 2000. A lottery will be held to allocate
exemption slots among the carriers which have already applied for

exemptions from the Hiah Densitv Rule.
FAA holds its lottery. The new slot rules are to be in effect starting

January 31, 2001.




Table 2: Mean values of delay measures

Year Quarter Mean delay Fraction of
(in minutes) flights
delayed more

than 15

1999 1 9.2 22.4%
2 14.6 28.5%

3 14.1 26.8%

4 7.6 22.1%

2000 1 8.9 23.1%
2 16.9 29.4%

3 23.0 39.2%

4 22.1 43.1%

Source: ASQP database.
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Table 4: First-stage regression of delay at LGA on instruments.

Fraction over

Dependent Ln (Mean 15 min

variable delay) delayed
1) (2)

Postl 0.4699 0.0880

(0.0010) (0.0001)

Post2 0.7431 0.1718
(0.0013) (0.0001)

R squared 0.7145 0.8084
Observations 1097000 1097000

Additional regressors that are not reported here are
a hedonic price index and carrier-route fixed effects.
Standard errors in parentheses.



Table 5: Results for fares at La Guardia

Panel A:
Dependent variable Ln (fare) Ln (fare) Ln (fare) Ln (fare)
(OLS) (v) (v) (1v)
1) (2 ©) (4)
Ln (Mean delay at LGA) -0.0102 -0.1027 -0.0704 -0.0714
(0.0113) (0.0562) (0.0227) (0.0225)
Ln (Price index) 0.4115 0.8670 0.4565 0.4595
(0.1219) (0.0906) (0.1122) (0.1116)
Carrier-route effects yes no yes yes
First-class included no no no yes
R squared 0.1714 0.1188 0.1693 0.1737
Observations 1097000 1097000 1097000 1123863
Panel B:
Dependent variable Ln (fare) Ln (fare) Ln (fare) Ln (fare)
(OLS) (1v) (1v) (V)
1) ) ©) (4)
Fraction over 15 minutes -0.1991 -0.4384 -0.3209 -0.3268
delayed (0.0858) (0.2210) (0.1023) (0.1010)
Ln (Price index) 0.4481 0.8096 0.4751 0.4769
(0.0788) (0.0519) (0.0814) (0.0804)
Carrier-route effects yes no yes yes
First-class included no no no yes
R squared 0.1718 0.126 0.1717 0.1759
Observations 1097000 1097000 1097000 1097000

Standard errors, clustered at the carrier-route-time period level, in parentheses.



Table 6
Panel A: Share of flights on the route for airlines serving LGA (defined within MSA).

Origin/

destination  Carrier 1999 2000 Competitive
1stqr. 2ndqr. 3rd qr. 4th gr. 1stqr. 2nd qgr. 3rd qr. 4th qr.
Atlanta Delta 0.66 0.70 0.67 0.67 0.66 066 0.66 0.64 no
Boston Delta 026 0.28 028 030 032 038 033 0.33 yes
Chicago
American 034 037 037 036 037 038 038 0.39 yes
United 036 037 037 038 037 039 038 0.38 yes

Cleveland Continental 083 093 093 090 100 100 100 1.00 no
Charlotte US Airways 083 083 082 082 079 080 081 0.83 no

Cincinnati Delta 077 078 078 079 078 100 1.00 1.00 no
Denver United 0.63 063 061 061 061 063 0.67 0.69 no
Dallas

American 075 075 072 068 0.72 072 0.72 0.73 no

Delta 011 0.12 012 0211 0211 011 011 o012 no
Detroit Northwest 073 073 074 071 080 081 0.81 0.79 no
Houston

American 0.13 0.12 012 0.12 0.13 0.13 0.14 0.13 no

Continental 082 083 084 083 082 082 086 0.88 no
Memphis Northwest 1.00 087 087 087 100 100 100 1.00 no

Miami

American 056 055 059 061 063 061 065 0.63 no
United 0.06 0.06 0.03 0.04 004 003 0.04 0.04 no
Minneapolis/
St.Paul Northwest 0.77 079 0.5 080 080 080 081 0.81 no
Pittsburgh  US Airways  0.76 1.00 0.74 0.73 074 073 1.00 1.00 no
Raleigh/
Durham US Airways 0.17 019 022 026 026 022 022 0.25 yes
St. Louis TWA 085 085 0.82 083 086 087 082 0.83 no
Washington, DC
Delta 028 026 026 030 033 045 040 0.40 yes
United 0.16 021 021 015 022 029 025 0.25 yes

US Airways N/A 020 019 031 034 012 022 0.22 yes




Panel B: Herfindahl index for the routes to LGA (defined for share of flights within MSA).

Origin/ destination 1999 2000 Competitive
Istqgr. 2ndqr. 3rdqr. 4thqr. 1stqr. 2nd gr. 3rd gr. 4thqr.
Atlanta 0.4941 0.5379 0.5 0.5008 0.4875 0.4889 0.4926 0.4795 no
Boston 0.209 0.2174 0.2139 0.1956 0.2024 0.2485 0.2212 0.2212 yes
Chicago 0.2806 0.3047 0.3071 0.3086 0.3124 0.325 0.3211 0.3206 yes
Cleveland 0.6976 0.8766 0.871 0.8131 1 1 1 1 no
Charlotte 0.7123 0.7131 0.7096 0.6992 0.6735 0.6838 0.6905 0.7131 no
Cincinnati 0.6442 0.6597 0.6619 0.6657 0.6576 1 1 1 no
Denver 0.4595 0.4582 0.4324 0.4324 0.4336 0.452 0.497 0.5144 no
Dallas 0.589 0.5926 0.563 0.5197 0.5556 0.5568 0.5586 0.5655 no
Detroit 0.5738 0.5746 0.5931 0.5357 0.68 0.688 0.6866 0.6523 no
Houston 0.693 0.7128 0.7174 0.7136 0.6895 0.6913 0.7654 0.7813 no
Memphis 1 0.7732 0.7773 0.7732 1 1 1 1 no
Miami 0.366 0.3636 0.3982 0.4226 0.4517 0.4305 0.4638 0.4471 no
Minneapolis/ St.Paul 0.6499 0.666 0.6269 0.6857 0.6781 0.6819 0.6938 0.6921 no
Pittsburgh 0.638 1 0.6114 0.6085 0.6138 0.6068 1 1 no
Raleigh/ Durham 0.3019 0.4132 0.3944 0.3426 0.3794 0.3966 0.4038 0.41 yes
St. Louis 0.7439 0.7496 0.7099 0.7199 0.7535 0.7689 0.7099 0.7192 no

Washington, DC 0.1929 0.2058 0.2054 0.2385 0.287 0.3187 0.2895 0.2891 yes
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Table 10: Quantile regression results,
competitive routes only.

Percentile Coefficients on
Ln(Mean Delay)

20 -0.1254
(0.0039)
30 -0.2527
(0.0042)
40 -0.3512
(0.0048)
50 -0.4374
(0.0043)
60 -0.5826
(0.0081)
70 -0.3332
(0.0118)
80 -0.0633
(0.0065)

Additional regressors that are not reported
here are carrier-route fixed effects and a
price index. Standard errors in parentheses.



Table A.1: Construction of the route-level price index.

Dependent variable Ln (Mean fare)
Ln (Mean Population) -0.1331
(0.0090)
Hub 0.3336
(0.0082)
Tourist destination -0.2209
(0.0079)
Slot controls 0.0114
(0.0105)
Distance (1000 miles) 0.6201
(0.0671)

Distance (1000 miles) 2 -0.0998

(0.0236)
Route HHI 0.1622

(0.0163)
R squared 0.3258
Observations 14116

Results from an ordinary least squares regression.

Additional regressors that are not reported time fixed effects interacted
with distance and distance squared and carrier fixed effects.

Robust standard errors in parentheses.
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