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I. 
Introduction

 

1.    Customers of Amazon.com, the behemoth e-commerce retailer, were recently startled and quite upset when they learned that the online mega-store was charging different customers different prices for the same DVD movies.
[1]  Amazon, it appears, was engaging in a form of “dynamic pricing” – an innovative pricing mechanism made possible by recent advances in information technology.  By using the plethora of information gathered from customers – ranging from where they live to what they buy to how much they have spent on past purchases – dynamic pricing allows online companies to adjust the prices of identical goods to correspond to a customer’s willingness to pay.  Although Amazon later denied that it was dynamically pricing its DVDs, explaining instead that the price variations were part of a random “price test,” many customers were left unconvinced.
[2]  Amazon and other e-commerce retailers are not the only businesses applying new technologies to pricing systems.  Even one of America’s best known brick-and-mortar companies, Coca-Cola, was reported to have been recently testing vending machines that adjust the prices of soft drinks according to the surrounding temperature.
[3]  If industry analysts are correct, dynamic pricing is not just a passing phase, but will soon be a vital part of all commerce in the twenty-first century.
[4]

 

2.     Dynamic pricing is not a new concept.  As the economist Paul Krugman has pointed out, dynamic pricing is merely a new version of the age-old practice of price discrimination.
[5]  Yet, what is new about today’s form of price discrimination is that current technology has made dynamic pricing not only widely possible, but also commercially feasible.  Many industries in the past have attempted to segment their consumer markets in the hope of charging different prices.  But the transaction costs of gathering personal information and monitoring purchasing habits to measure a consumer’s willingness to pay, not to mention the costs of actually changing prices, had been prohibitive.  Now, with the new technology supporting e-commerce, companies are able to obtain all sorts of information provided by Internet users – and some information not explicitly provided – at a minimal cost.  Similarly, new technology allows e-commerce companies to change prices with only a minimal amount of time and effort.  Thus, it is no surprise that online retailers have been tempted to test the bounds of acceptable price discrimination as they experiment with dynamic pricing. 

 

3.    Price discrimination may not be all bad.  Indeed, economic theory suggests price discrimination may perhaps promote an efficient use of a society’s resources.  In many cases, however, efficiency must be balanced against the need to achieve equitable treatment of individual consumers.  In such cases, government regulation, either through existing laws or new ones, may be necessary to ensure that the logic of efficiency does not overwhelm the need for fairness. 

 

4.    The aim of this article is to explore the historical, economic, and legal aspects of online dynamic pricing.  Part I begins with a brief examination of how Internet price discrimination in many ways parallels the pricing practices instituted by the airline industry during the height of deregulation.  Part II discusses how the new technology of e-commerce has taken the age-old practice of price discrimination to new heights.  Part III investigates the economic theory that supports the logic of price discrimination.  The article ends with a succinct legal analysis of online price discrimination, examining previous attempts to combat price discrimination and suggesting an increased role for formal government institutions to monitor the new pricing practice.
II. 
The Lessons of History: Deregulation and the Airline Industry

 

5.    Price discrimination has a long and rich tradition.  Throughout the history of commerce, charging different prices for identical goods has been a common practice in those markets separated by geography or defined by distinguishable customer types.
[6]  Movie theaters, buses, trains, airlines, and even amusement parks and restaurants, engage in a form of price discrimination when they offer discounts for children, students, or senior citizens.  The airline industry is perhaps the best example of a business that has learned how to reap the benefits of price discrimination.

 

6.    Before the deregulation of the late 1970s and early 1980s, the airline industry was marked by a complex and intricate set of rules and regulations that limited competition.  The federal government, through the Civil Aviation Board, controlled prices by standardizing costs and setting profitability targets.
[7]  Although such regulation kept travel prices relatively stable, the immense amount of government control stifled competition and arguably inhibited industry growth and innovation.  With the Airline Deregulation Act of 1978,
[8] fierce competition between new and old carriers caused a dramatic decrease in prices and an increase in company bankruptcies, as failing firms were no longer bailed out by federal funds.
[9]

 

7.    Reacting to a deregulated market, airlines instituted their own forms of pricing innovations, some of which foreshadowed the dynamic pricing models of online retailers.  In the immediate wake of deregulation, airlines quickly realized that uncontrollable price competition was leading to deep discounts that could spell the demise of many carriers.  To control such price discounting, airlines first began experimenting with targeted restrictions such as the advance-purchase, Saturday-night stay, and non-refundability requirements that have now become an established part of the airline industry’s ticketing practices.
[10]  Aimed mainly at business travelers, these requirements forced the less price-sensitive, and considerably more profitable, business segment of the airline market to forego some of the price discounts.  Non-business travelers, who are usually more flexible and more price-sensitive, were able to obtain discounted fares as long as they were willing to tolerate the new set of requirements.  These experiments in distinguishing the demand for air travel proved to be a huge success, as business travelers were, in fact, forced to forgo many of the restricted discounts.

 

8.    With the initial success of segmenting business travelers, the airlines soon developed more sophisticated pricing systems.  By compiling enormous amounts of reservation and sales data and analyzing consumer travel patterns, airlines developed complex statistical and economic models that allowed them to calculate the optimal amount of discounted fares for each flight. The airlines employed some of the early supercomputers to monitor and manage these multifaceted reservation models.  A new age of “revenue management” was born, and technology was the midwife.
[11]

 

9.    The airline industry’s response to the intense competition brought forth by deregulation seems to be reappearing in a new incarnation: the current pricing innovations of e-commerce.  Although the initial evolution of e-commerce has occurred in the context of limited regulation, e-commerce and the post-regulation airline industry have much in common.  Not only can airline reservations be viewed as among the first “electronically distributed” goods that share the same flexibility now found in much of e-commerce,
[12] but more importantly, many e-commerce companies face the same risks of destabilizing competition that haunted the early years of airline deregulation.  Even with the recent meltdown of many e-commerce companies, the competition for digital space remains fierce.  Furthermore, the numerous pricing innovations emerging from e-commerce – from auctions to buyer-driven contracts to dynamic pricing – all suggest that new economy companies are learning from the past, as they institute their own segmentation strategies to control and manage pricing.
[13]

 

III. 
The New Technology

 

10.
What separates today’s e-commerce pricing strategies from past attempts to manage revenue is the increasing role played by new technology.  Though technology has always fueled the sophistication of pricing models, the present technological revolution has expedited the pricing process, while enhancing the future possibilities of revenue management.  There is no doubt that e-commerce has been growing at an astronomical rate.  Recent industry estimates suggest that online sales will reach approximately $100 billion by 2003, a 12-fold increase from 1998.
[14]  As e-commerce continues to grow, technology is certain to play an increasing role in marketing and pricing practices.

 

11. Online dynamic pricing is possible today mainly because of recent advances in technology.  The Internet, and the e-commerce it has spawned, not only provide e-retailers with the ability to transform list prices quickly and easily, the new technology also allows online companies to gather and analyze customer information at an unparalleled pace.  First, online-based companies are not subject to the “menu costs” of price changes associated with designing new advertising, creating new catalogues and retagging current merchandise.
[15]  Now, with a few clicks of a mouse, all this and more can be done merely by updating a Web page.  Second, new technology also permits online companies to customize their marketing and pricing to fit particular market segments.  In cyberspace, the relationship between retailers and consumers is not a one-way street.  Instead, there is an implicit amount of interactivity in nearly every purchasing transaction.  For example, nearly all online purchases of material goods require a conventional mailing address – an address that can tell a business a great deal about the background of a particular customer.  Mail-order catalogue companies have long relied on the subtle meanings behind postal addresses to adjust prices based on the presumed affluence of consumers residing in particular postal zones.
[16] 

 

12. E-commerce companies, however, have the potential to take price discrimination to a new level, well beyond customized mail-order catalogues.  The speed with which information can now be gathered, processed, and analyzed has led to a paradigm shift in marketing.  As any online shopper can attest, e-commerce companies have already begun to use customer data to make personalized recommendations for future purchases.
[17]  Making recommendations is just the beginning.  Whereas past forms of price discrimination have used limited personal information – relying principally on general demographics – online companies now have the technological capability to fine-tune their data collection and marketing strategies.  By using data from the actual behavior of individuals, e-commerce companies have the potential to micro-manage their marketing and pricing strategies, so as to customize nearly every sales offer.

 

13. There are many technological tools that allow for such online micro-marketing.  Computer “cookies,” for instance, allow Web sites to record on to an Internet user’s own hard drive the information about the user’s past interactions with the Web site.  Using such stored information, Web sites can tailor subsequent interactions with these users based on past viewing preferences.
[18]  Likewise, “click-stream” technology allows a Web site to track the paths that users take as they view advertisements, different Web pages on the site, and even links to other sites.
[19]  Software vendors, moreover, have already developed sophisticated databases that not only keep track of what individual customers have previously purchased, but also process the vast amount of information gathered through various technologies.  With this enhanced technology, online companies have the potential power to use an unprecedented amount of consumer information in tailoring their pricing strategies.

 

14. The benefits of new technology do not accrue only to e-commerce companies.  Consumers have also been empowered with the ability to counter many of the current micro-marketing tools.  If the success of online dynamic pricing rests on the asymmetry of information between consumers and retailers, new technology may hold the promise of “blowing” such asymmetries to “bits.”
[20]  The explosion of shopping comparison Web sites and the prevalence of “shopping bots” used by consumers to track competitive prices are just two examples of how technology can be used by consumers to combat the potentially exploitive practices of dynamic pricing.
[21]

 

IV. 
The Economics Behind Dynamic Pricing

 

15.  Economic theory has demonstrated the social benefits, and perhaps even the necessity, of price discrimination.  Although most textbooks dealing with economics discuss price discrimination only in the context of monopoly power,
[22] the notion of charging different individuals different prices for the same good or service may also appeal to those industries with inherently high fixed costs.  In those cases where start-up costs are high, but operating expenses are relatively low, price discrimination may lead to a socially efficient use of resources.  Consider the airline industry again.  The start-up costs of creating a new airline are enormous.  The expense of purchasing or even leasing a fleet of planes by itself requires a substantial amount of capital.  But once an airline has covered its initial fixed costs, the marginal expense of flying an additional passenger is relatively small – in some cases literally “peanuts.”  For such high fixed cost/low marginal cost industries, price discrimination is not just a boon; it is a necessity.

 

16. Without a sufficient amount of demand for air travel, airlines would not be able to cover their high initial fixed costs, not to mention their marginal expenses.  But because airlines are able to charge some customers more – namely less price-sensitive business travelers – they are able to cover their fixed costs, while offering less expensive fares to the more price-sensitive leisure travelers.  If carriers were forced to sell all their seats at the same price, they would, in theory, likely not raise enough revenue to cover their fixed costs.  Hence, they would possibly be forced out of business, or would price-out a significant portion of their customer base and not optimize their profits.  By charging different prices, airlines are able to provide their services to both sets of travelers – at prices often below their respective absolute willingness to pay.  Such differential pricing has the added advantage of allowing the airline companies to optimize their profits.
[23]

 

17. Airlines are not the only companies dependent upon price discrimination.  Just about any industry that faces a high set of fixed costs and relatively low variable costs – such as book publishing or the movie industry – will resort to some form of price discrimination.
[24]  Indeed, today’s digital economy is filled with numerous firms defined by a structure of high fixed costs and low marginal costs.  The technology of digitalization itself has transformed the cost structure of many industries competing in cyberspace.  Internet publishing, for example, has dramatically reduced the marginal cost of producing magazines and journals.
[25]  In theory, nearly anyone with a desktop publishing program can put together an online newsletter or periodical with little expense.  But, as the continuous proliferation of Web sites suggests, just having a presence online is generally not enough.  Contrary to conventional wisdom, entry into the world of digital publications is not as facile as it may first appear.  Any serious online publisher must devote a significant amount of initial resources to developing a brand name, and this development often entails a well-funded advertising and marketing budget.  Thus, the high fixed costs of developing an online brand, together with the low marginal cost of reproducing digital products has come to define the cost structure of Internet publishing.
[26]

 

18. Other online companies face similar concerns.  Because much of cyberspace remains uncharted territory, e-commerce companies have been engaged in a race against time to be the first to claim key digital space as part of their branding and marketing efforts.  While the operating expenses of providing their goods and services may have been decreased by the efficiencies of new technologies, the initial fixed cost of developing a reliable brand remains relatively high.
[27]  With these cost requirements, many e-commerce companies may feel compelled to charge different prices for the same goods and services. 

 

19. The question remains, however, whether such price discrimination is fair.  When two reasonably similar individuals are charged different prices for the same goods and services, there seems to be something patently wrong.  Price discrimination appears to elicit a visceral negative reaction.  Airline customers, in particular, are often astonished and irked when they learn what others seated next to them have paid for their tickets.  On the other hand, many customers may be willing to tolerate a certain amount of price discrimination, if it is necessary to assure the provision of particular goods and services, such as air travel; or if it aids those individuals, such as students and seniors, who are living on a fixed income.

 

20. However, in those cases where price discrimination is not socially necessary or acceptable, the question becomes: is there any other economic justification for charging different prices for identical goods and services?  One answer may be that customized offers add value to online transactions.  In the euphemistic language of today’s e-commerce, “personalized pricing” could be defended as a measure that provides the latest, up-to-date information to consumers.  Customers who are willing to pay more for a broader choice of goods and services may simply view dynamic pricing as an “information fee” levied by retailers who are willing to tailor offers to the past buying habits of consumers – essentially giving them what they want, before they even know it.  While such a group of price-insensitive buyers may exist, they are surely in the minority.

 

21. As an additional justification for dynamic pricing, information technology economists have argued that “personalized pricing” is simply an extension of traditional marketing practices.
[28]  When the operating costs of reproducing another unit are close to zero – as they are for many information-based industries – companies have an incentive to price their goods according to consumer value, not production costs.  Proponents of personalized pricing contend that prices based on value, and not cost, benefit not only companies, but also those consumers who are offered relatively lower priced goods and services, since these customers pay only as much as they value the good or service.

 

22. Setting aside economic explanations for dynamic pricing, the concern for equity remains: is it fair to charge different prices for the same items to different people according to their willingness to pay?  From a legal perspective, is dynamic pricing a violation of current law?  If not, is it because the old laws have not kept up with the new technological changes embodied in e-commerce?  Indeed, should there even be a set of rules or regulations governing dynamic pricing?

 

VI.              The Legality of Dynamic Pricing



23. The multitude of issues posed by the advent of the Internet has fundamentally challenged many of the bedrock theories of contemporary law.  Law reviews and legal journals, not to mention the popular press, are filled with articles about the present tension between law and technology.  Jurisdiction, privacy, intellectual property, criminal law, and free speech are just some of the areas of law that have come under increased strain in the digital age.  Although the issue of price discrimination in e-commerce has received little attention, the burgeoning potential of this new pricing strategy has broad implications for the intersection of law and technology.  Like other novel issues of cyberspace law, online dynamic pricing begs the question of whether existing legal rules can be used to address the possible unfairness of Internet price discrimination.  If current legal rules are inadequate to deal with this new pricing system, perhaps a new legal regime, or some other form of monitored self-regulation, is necessary.

 

24. At first blush, it appears that existing legal rules could combat the inequity concerns raised by online price discrimination.  United States antitrust law, for example, specifically deals with price discrimination.  The Robinson-Patman Act of 1936, which amended Section 2 of the Clayton Act, makes it “unlawful for any person . . . to discriminate in price between different purchasers of commodities of like grade and quality . . . where the effect . . . may be substantially to lessen competition or tend to create a monopoly.”
[29]  Simply put, the Robinson-Patman Act “requires that sellers treat all competing customers on the same basis, unless there is some recognized legal justification for different treatment.”
[30]

 

25. Despite the broad language of the statute, the Robinson-Patman Act has had limited applicability in the recent past, and may even be irrelevant in the context of online dynamic pricing.  The Department of Justice has not enforced the Act since 1977 and the Federal Trade Commission (“FTC”) has only used it sparingly.
[31]  More importantly, Robinson-Patman, as a provision of U.S. antitrust laws, has focused primarily on attacking the anti-competitive dealings of intermediary vendors, rather than on protecting consumer welfare directly.
[32]  In fact, because the Act is concerned chiefly with preserving the structural integrity of competitive markets, business-to-consumer e-commerce is unlikely to be affected by the statute’s provisions.  With the large number of e-commerce companies currently competing in the business-to-consumer space, it is highly unlikely that those willing to engage in online price discrimination will have any anti-competitive effects on the market.  It is more likely that the large number of competitors (as well as the increasing prevalence of price comparison Web sites and shopping bots) will act as a curb on possible price discrimination.  Rational consumers, skeptical of an online company’s pricing practices, will take their business to a competing company in whom they have greater trust and faith.

 

26. Beyond antitrust law, at least one set of consumers has creatively attempted to use existing criminal law to address price discrimination in mail-order catalogues.
[33]  In 1996, Denise Katzman filed a class action lawsuit against Victoria’s Secret Catalogue alleging that the catalogue company violated the Racketeer Influenced and Corrupt Organizations Act (“RICO”) by providing different discounts to different groups of customers.
[34]  Katzman claimed that she received a Victoria’s Secret catalogue that offered a smaller discount than a nearly identical catalogue sent to a male co-worker.  Moreover, Katzman asserted that in previous years Victoria’s Secret also engaged in price discrimination by mailing multiple versions of the same catalogue, offering identical items at different prices to different classes of customers.
[35]  In her complaint, Katzman argued that the catalogue company’s discriminatory pricing structure constituted “racketeering activity under the RICO stature [sic].”
[36]  To demonstrate the predicate acts of racketeering required by the statute, Katzman contended that sending multiple versions of a mail-order catalogue with different prices for the same goods constituted mail fraud.

 

27. The courts rejected Katzman’s innovative legal arguments.  Judge Robert W. Sweet of the U.S. District Court for the Southern District of New York dismissed Katzman’s claims, ruling that “offering different discounts to different catalogue customers does not constitute mail fraud under any reading of the law.”
[37]  In addition, Judge Sweet declared that Katzman’s filings were “objectively unreasonable.”
[38]  Because defendants were compelled to respond to “a patently meritless complaint” that caused “unwarranted adverse publicity,”
[39]  Judge Sweet imposed sanctions against Katzman’s attorney for filing a frivolous suit, ordering him to pay defendants legal fees in the amount of $5,000.
[40]  The appeals court affirmed Judge Sweet’s decision.
[41] 

 

28. The rulings in Katzman seem to suggest that retailers can, for legitimate business purposes, make distinctions between buyers.  As long as the price differences are based on reasonable business practices such as rewarding loyal customers and do not discriminate against race, gender, or other impermissible categories, dynamic pricing appears to be legal.  Since current law seems to permit reasonable forms of price discrimination in the tangible world, the issue becomes whether there ought to be a new legal regime for governing online dynamic pricing practices.  The normative question turns on whether there ought to be some other form of regulation addressing the evolving pricing practices of e-commerce companies.

 

29. Denizens of cyberspace – especially businesses occupying digital space – have been advocating self-regulation as the best suited form of governance for the Internet in general, and e-commerce in particular.  Some legal commentators have argued that the Internet has developed an indigenous cultural aversion to state intervention, and that bottom-up private ordering and grass-roots social control have become important Internet norms.
[42]  Although the stability and prevalence of these Internet norms remains a contested issue,
[43] the evolution of online privacy policies illustrates the populist penchant for online self-regulation.  In the early years of the Internet, Web site privacy policies were quite rare.  It was not until some sites began to violate the implied trust of their visitors by revealing personal information that online privacy policies emerged as a competitive, commercial advantage.  Those sites with explicit privacy policies garnered more visitors and hence greater advertising revenue.  Soon Internet users developed an expectation of privacy and confidentiality in the information that they provided, and online privacy policies became a standard component of nearly every online presence.
[44]

 

30.Online privacy policies did not, however, simply emerge de novo from consumer pressure.  The formal institutional structure of state regulation also played an important part.  In the summer of 1998, the need for online privacy policies was given the force of law when the FTC settled claims against the popular Web site, GeoCities.  In response to an FTC complaint alleging that GeoCities had engaged in misleading data collection practices, GeoCities agreed to a consent order that required it to post a clear and prominent notice to members and visitors explaining how their personal information would be collected and used. 
[45]   The consent order naturally captured the attention of many e-commerce companies.

 

31. The “self-regulation” advocated by the Internet faithful has not meant “no regulation.”  The Internet community has developed ad hoc institutions — such as newsgroups and chat sites — that circulate information and provide the leverage for public pressure against inappropriate cyberspace behavior.  Similarly, several online ventures have emerged that attempt to foster the self-regulatory aspects of e-commerce.  One such company, TRUSTe, operates much like the better business bureau, stamping its seal of approval on those digital enterprises that conform to established privacy principles and comply with TRUSTe’s oversight and consumer resolution process.
[46]  Several online shopping comparison sites have recently been using these quality control organizations to check the stated business policies and customer relations practices of the e-retailers associated with their sites.
[47]  Though these quality measurement companies originated with the concern for online privacy, there is no reason why such organizations could not also monitor Internet pricing practices.  After all, consumer confidence in the fair pricing procedures of online companies is a critical component in developing the trust necessary to facilitate the growth of e-commerce.

 

32. It is quite possible that if the Internet community deems dynamic pricing to be a violation of the implicit trust and loyalty of e-commerce, these quality control sites could intervene to prevent consumer exploitation.  Even without these sites, Internet consumers appear to be appealing to the underlying competitive nature of e-commerce.  Shopping comparison Web sites and shopping bots could be viewed as a market response to the consumer demand for increased information about prices and products.  In other ways, the Internet community has already been able to admonish practitioners of price discrimination without the assistance of any formal, institutional intervention.  Amazon’s experiments with dynamic pricing were ultimately discovered at an online chat site dedicated to DVDs.  It was online consumers themselves, connecting and communicating via the Internet and e-mail, who brought a halt to Amazon’s “price tests.”
[48]

 

33. Yet,despite the success of self-regulation, the decentralized nature of the World Wide Web suggests that there is still a role for law and the formal institutions of the state to circumscribe what could potentially be a highly unfair business practice.  Even self-regulation has limits in an environment where technology is constantly improving and the creation of Web sites is escalating at a dizzying pace.  If e-commerce continues to grow at the astronomical rate that most experts anticipate, keeping track of the number of proliferating sites and monitoring their quality may require more formal types of collective action.  In these instances, the FTC may be the ideal institution to oversee the evolving pricing strategies of e-commerce.  The FTC’s Bureau of Consumer Protection, for example, has as its self-proclaimed mandate the obligation “to protect consumers against unfair, deceptive, or fraudulent practices.”
[49]  Just as it stepped into the fray regarding online privacy policies, the FTC could begin by simply monitoring the pricing practices of e-commerce companies and issuing reports about the status of online dynamic pricing.
[50]

 

34. Presently, the FTC has remained reticent in the discussions concerning online dynamic pricing.  But if industry analysts are correct and dynamic pricing becomes the wave of the future, the FTC will have no choice but to intervene to insure that dynamic pricing remains a reasonable business practice – one that does not exploit the potential of new technology to extract a consumer’s entire willingness to pay.  With its experience in dealing with price discrimination, and its knowledge of e-commerce, the FTC has the authority and capacity to monitor and guide e-commerce pricing practices.  That does not mean, however, that the FTC should rule with a heavy hand.  Rather, it would be more appropriate for the agency to initially respect the cultural norms of the Internet community, to allow online forms of self-regulation to develop, permitting institutions such as TRUSTe to guide and protect consumer concerns.  In monitoring the Internet’s attempts at self-regulation, the FTC should intervene in those cases where the competitive forces of the market and the information flow of the Internet community may not be able to keep pace with the escalating dynamics of e-commerce.  As a monitoring agency and an arbiter of last resort, the FTC can operate within the indigenously developing norms of the Internet community while insuring the principles of consumer protection.

 

VI. 
Conclusion

 

35. There is little doubt that the recent “price tests” conducted by Amazon signal the eventual arrival of online dynamic pricing.  The historical lessons of the airline industry, the innovations of technology, and the logic of economic efficiency all suggest that we are likely on the cusp of a new era of pricing practices.  The current legal regime seems to permit some previous forms of price discrimination.  But the question remains whether new information technology has unleashed a new form of price discrimination and, in the process, ushered in a completely new era of online pricing practices.  How we deal with this new era – whether we leave it to the information flows of self-regulation and the market forces of competition, or whether we use the more traditional powers of the state – may well determine the future fate of e-commerce.
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