Price: The ultimate Frontier

By Paul A. Herbig

The Final Frontier was how Kirk, Spock, and the rest of the Enterprise crew described Space at the beginning of every Star Trek hour.  For Marketers, the final frontier is Price.  Unlike Space, pricing is more an art than a science.  In the last few years, new scientific techniques have been applied to the art of pricing.  Yet these techniques have been found wanting.  The one unpredictable variable in all these is the human element.  Humans are not atoms nor beams of light that can readily be explained or predicted and hence not science.

A perfect example of the dilemma faced in pricing can be seen in the Airline industry.  The airline industry (along with hotels and tourism and restaurants) is a service and services can not be inventoried.  That is, a plane that leaves with empty seats on Tuesday cannot place those empty seats in inventory to be used on Friday when the same plan is overbooked and those seats are badly needed.  No, once that plane leaves, that empty seat is gone forever, never to be filled.  To an airline, an empty seat is the worst of all worlds.  That revenue that could have been derived from that seat will never be seen.  Therefore. the airlines’ aim to fill all their seats all the time.  According to economic theory, an airline should be willing to take a passenger at the last moment who would be willing to pay the variable cost of that seat or more and which would, at least, contribute some towards the profitability of the airline (since most of the airline costs are fixed—the planes themselves, fuel, pilots, air crew, ground crews, etc, all must be present whether one or a hundred passengers board the plane, variable costs tend to be miniscule—an extra meal, a few pounds of fuel, a small amount of extra attention from the crew—and practically any amount the airline would get for that unsold seat would more than cover its variable cost and be an economically good move.)

This is not as easy as it sounds.  Traditionally, prices on flights have increased the closer one gets to flight time.  A businessperson who must be on the flight to see a customer is willing to pay top dollar to get where he/she needs to be.  The airlines have long played a game similar to stare-down, holding back a few seats even minutes before takeoff in the hope a desperate businessperson will show and pay full price for that seat.  Of course, if the airline does not blink and no one shows, that seat could go empty and generate zero revenue for the airline, even though a stand-by might be willing to pay a few bucks for that flight.  Wait too long and the seat goes empty.  Take a low bid and you might end up full too fast and miss out on those last minute full fare paying passengers. (or even worse have to bribe someone to be bumped)   That is the dilemma airlines find themselves in.

To solve this, not-so- miniscule problem, airlines have created what are called Yield management systems.  This models past and projected future behavior of passengers to estimate at what prices when a seat will be sold.  The model then provides an optimum mix of seats sold to provide the maximum revenue for that flight.    This is no small feat.  Since you can ordinarily book six months or more in advance, this can become complicated fast. (Continental Airlines estimates at any one time it may have nearly 7 million different prices  in the market)  This also answers the age old question:  Why can the same good be sold at a dozen different prices?  (Each flight can have as many as 10 to 20 different prices on it) Why should a tourist or a visiting grandparent pay one-tenth the price of the businessperson sitting next to her? 

Airlines would have no problem selling seats if they priced all of them at bargain prices.  They also would not make any money or very little of it.  Like any good businessperson, they would always wonder, how much they left on the table; that is, how much money people would have paid in addition to that charged?  Of course, place the fares too high and few seats will be sold and the plane leaves with too many empty non-revenue bearing seats.  If you hold back a few seats until the end in the hopes a desperate businessperson will pay $1000 or $2000 for that seat, at what point do you release that seat and hope there is someone that will pay something, anything, for that soon-to-be empty and worthless seat.  

So here we are back to the beginning.  Attempting Yield management systems as a framework to make the art of pricing into a science.  It appeared to work well during 1999 and 2000 when the airlines made billions and demand was strong.  However, come 9/11 and the system broke down, the assumptions of business demand and willingness to pay whatever final fares were asked became null and void.  The human element struck again.  Just when humans seem predictable they go and change and ruin completely good models.  

That is why pricing is still an art, not a science.

