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Priceline:  Who really wins?

Although paying $75 per night for a four-star hotel room in one of Atlanta’s ritziest neighborhoods seemed almost too good to be true, it was a reality. . .thanks to  Priceline!  Elated with securing a rate nearly 65% below the normal quoted rate, I felt for a moment like I had truly won.  Then I quickly returned to reality and began to think, “Had a successful Internet company, an internationally acclaimed hotel chain, and a huge hotel industry really let me win?”  I think not.  Some simple economic theories explain why.  
Priceline is merely a sophisticated form of price discrimination and market segmentation.  Price discrimination, in simple economic terms, is the practice of charging different prices to consumers for the same good or service.  This is precisely what Priceline permits; it allowed me to enjoy the same accommodations and ride the same hotel elevator with people who had paid rates far higher than I, and likewise some who had possibly paid less.  To perfectly execute price discrimination, a firm must first accurately segment the market.  The simple reality that all consumers are different, with varying levels of price sensitivity, brand loyalty, and overall preferences makes price discrimination a viable option for profit maximization and segmentation a necessary first step.  Effectively implemented, these practices allow sellers to extract all surplus from consumers and earn the highest possible profits by knowing the exact price each customer is willing to pay.  This customer segmentation information is the very information that Priceline gathers.  
The consumers’ use of Priceline sends an immediate signal to sellers about their price sensitivity, and the number of uncertainties and flexibilities they are willing to accept further defines their characteristics as a consumer.  With each click of the mouse and stroke on the keyboard, Priceline is gathering information to facilitate market segmentation and allow the firms for which it sells to move closer and closer to pure price discrimination by charging distinct prices to customers.  The “reverse auction” system, one in which the customer enters the price he or she is willing to pay and waits for the next page to reveal if a seller has accepted the price, implies that buyers like me may win if a seller concedes to the low price.  However, a winner implies a loser, and the reality is that the sellers have already identified the prices at which they are willing to sell and do not lose.  Priceline has ultimately created a shopping environment that hides prices from customers, creating opportunities for sellers to extract surplus by sometimes receiving prices greater than those at which they would have been willing to sell.  The sellers are obviously only participating in Priceline transactions because it offers them some net benefit.  The same is true for consumers.  
Uniting buyers and sellers in markets such that both parties benefit from market transactions is a fundamental requirement for competitive markets.  Priceline appears to do this.  However, because price discrimination practices of the sellers cannot be beneficial for consumers as a whole, even though I initially felt like the “big winner” I really defeated no one and was theoretically only lucky enough not to lose.
