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Yield management

Yield management, a method for managing capacity profitably, has its originates in
the airline sector. Since then it has also gained widespread application in the hotel
business and other tourism sectors. [t can be defined as selling the right inventory
unit 1o the right type of customer, at the right time and for the right price (Kimes,
1999). Yield management puides the decision of how (o allocate undifferentiated
units of capacity to available demand in order to maximize profit or revenue. The
problem is 1o determine how much 1o sell at what price and to which segment.

As such. yield management is a method that responds to profit-oriented pri-
cing objectives, and in particular to profit or revenue maximization. At the same
time, it is an application of discriminatory pricing (see Fipure 4.4).

Let us first define the term 'yield™. In the hotel business, ‘yield is equal to the
occupancy rate multiplied by the averape room rate:

Yield ~ foom nigh!s sold  actualaverape rate 43)
room available room rate potential

Yield management concerns the first and second terms of the abovementioned
formula. This method is by no means restricted to hotels.

Yield management should not be confused with pure price discrimination. The
latter can be considered as a first step in the direction of yiekd management, but
for Kimes (1999) yield management is essentially a form of price discrimination.

Figure 4.4 relates to price discrimination. The aim is revenue maximization.
The total revenue with a single price P equals OPBQ. If the total demand i
divided into three segments, each with its own price, the total revenue becomes
OP,AQ, + O,EBQ + QDOO; - i.e. the total revenue with price discrimination
is greater than the total revenue with a single price Py (00, units are sold at price
P;; 0,0, units at Py and 0,0 units at Py).

Tribe (1999) mentions three conditions that are necessary for price discrimin-
ation to take place. The first is that the product cannot be resold - in other words,
consumer A (who is buying at a low price) cannot sell the product to customer B
(at a higher price). Very often the products are not 100 per cent identical — for
example, a full-fare air ticket is refundable and can be changed at no cost, unlike
less expensive tickets. Tourism products as service products provide good condi-
tions for price discrimination. The second is that the supplier should be able to
identify different sepments. Finally, there must be market imperfections.

According to Kimes, early yieki manapement approaches used threshold curve
methods in which a firm (for example a hotel) closed rates when demand was
above a certain level and opened rates when demand was below a certain point
(see Figure 45). By the mid-1990s, many of the major hotel chains had adopted
more sophisticated mathematical programming-based methods (see Yeoman and
Ingokd, 1099).

Figure 45 shows a typical booking curve AE for a tourist product - say a hotel
room. Based on historical data, the booking curve normally moves in a band
between the two dotted lines. This is the expected demand pattern. and depicts the
“threshold values’ (Relihan 1989). Three months before the consumption date (say
100 days), the bookings are rather low. At point B the booking curve is outside
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At point C the actual bookings fall below the threshold,
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0
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Licberman (1993) warns of the myth that yield management is price discount-

ing. Licherman states:

Raising and lowering prices dynamically for a given date, depending
on demand. is a business decision ... but it is not a yield-management
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decision. Yieki management focuses on how much of a product to sell at
established prices. It does not tell a hotel what prices to charpge or whether
to change prices But it does indicate when to open and close rate classes.

Indeed, yield management focuses on two basic elements: allocation of capacity
to the right type of customer, and demand at the right price in order to maximize
revenue or yield. Applied to air transport, where should the separation be made
between business and economy in an aircraft on a particular scheduled flight?
‘What is the allotment for inclusive tours? An air carrier has a lot of flexibility.

A successful yield management (system) should respond to a number of hasic
conditions (Kimes, 1999 Raeside, 1999). The first necessary condition is the pos-
sibility of segmenting the demand and the ability to segment by willingness to
pay. This implies that the segments show different demand-elasticity (e.g. differ-
ent time of use, type of traveller, early bookings with no refund restrictions).
The second condition relates to a similarity of inventory units (e.g. rooms, seats).
“This pricing system also requires that the product can be sold well in advance. and
that historical demand and booking patterns and a good information system are
available.

Further conditions include:

® Fixed capacity. Many sectors in tourism are confronted with capacity con-
straints — once an airplane has been purchased. a cruise ship coastructed or a
hotel built, it is expensive and difficult to enhance its capacity.
Iﬁpfnedcnﬂ.“ssmlﬂulloﬁmdu.-jy:llchﬂzr:@lolhm
costs of enhancing capacity.
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other words, an additional customer is inexpensive.
Perishable inventory. This is a characteristic of all tourist products.
Pricing knowledge. Most firms practising yield management rely on competi-
tive pricing methods. By offering multiple rates, firms hope 1o increase their
revenue.
An overbooking policy. Firms protect themselves apainst the possibility of
no-shows. An overbooking policy cannot be developed without historical data
of no-shows.

To conclude this section, a few points should be noted:

1. The application is much more complex than the text above might sugpest. Air
carriers and hotel chains make use of mathematical models (Raeside, 1999).
2. Consistent pricing should take into account regular customers Even
when demand is unusually heavy for an upcoming date, it would be unwise to
refuse a loyal customer’s request for a normally available discount rate

(Licherman, 1993).

3. The difference between working days and weekends makes the application
more difficult. In case of multiple-night stays during low- and high-demand
days, trade-offs need to be addressed by the yield management system.

4. Hotel managers should be aware that rooms are not the only service sold in a
hotel. The restaurant. conference space and parking facilities all contribute to
a hotel's profitability (Kimes, 1989).
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Table 41 Charscteristics of the tourist lifecycle

Stape Supply
Iatroductionaunch/exploration Begin
Growthidevelopment Investment in
accommodatioa and
facilities
Maturity Increasing investment
Satwration/stagmation Owersupply
Dedine and possibly rejuvesation  Special offer 1o
boast visitation

Sowrce: Adapted from Bubalis (2000).

1993) The characteristics of supply and demand for each stage in the destination
lifecycle are shown in Table 4.1

Buhalis produced an interesting impact analysis for each stage of the lifecycle
from the viewpoint of the destination characteristics (e.g. growth rate, price visi-
tor type), marketing respoase (e.g. product, price, distribution. communication),
economic impact (e.g. revenue, employment ). social impact (e.g. crime at the des-
tination, relationships between locals and tourists) and finally environmental
impacts (e.p. water pollution, erosion, congestion).

TALC is, from the theoretical point of view, an appealing concept, but is of
limited practical value. It is very difficult to identify the different stages and turning
points, especially when there is a lack of extended series of tourist arrival data from
which to assemble the curve (Cooper ef al . 1993). Furthermore. a destination is an
aggregation of many products and different market sepments, each with their own
evolution. Last but pot least. nothing is known about the kength of the TALC. The
cycle is very variable. The lifecycle of a destination is 1o a large extent dependent on
new impulses, either by chance or intent. In any case, from time to time each des-
tination needs 10 underpo radical inpovations in attractions, accommodations and
facilities o cope with changing demand trends and competition from newcomers.

Nevertheless, the tourist lifecycle provides a framework for understanding how
products, destinations and their markets evolve.

In the first section of this chapter different types of activities could be distin-
guished, all of which are operated by enterprises. Each of these firms supplies its
own product. The market structures within which these firms operate vary from
pure competition to monopoly. Looking at the variety of supply — attractions,
accommexdation firms, food and drink, air carriers, travel trade, cruise companies
and others - four market structures can be detected in the tourism sector:

. Perfect competition

2. Monopoly
. Monopolistic competition
- Oligopoly.
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Sinclair and Stabler (1998) add a fifth market structure, ‘contestable markets’,
but this is similar to perfect competition and therefore we make no further dis-
tinction here.

“The need for special attention to market structures in tourism is evident from
their direct impact on pricing, price policy and the stratepy of the firm_In the next
section, we shall discuss a number of pricing systems applied in the tourism sector.

Perfect competition

Bull (1995) defines perfect competition (or pure competition) from the seller’s
point of view — as the situation where the seller is faced with a market-set price level
but can sell all of his or her output at that price. The firm cannot sell at a higher price
than the market-set price, since buyers would immediately move to other perfect
substitutes In such a market structure it is assumed that there is a large number of
firms and consumers, so that neither producers nor consumers can affect the price.
1t is also assumed that the product or service is undifferentiated, and that there s
free entry and exit (Sinclair and Stabler, 1998). The optimal point of production
from the supplier’s viewpoint occurs where the marginal cost 1s equal o the mar-
ginal revenue or the market-set price. The many small producers are ‘price takers’.

It is difficult to find instances of perfect competition in the tourism sector.
Small hotels cafés, and taxi-drivers in major cities are examples that are close to
pure competition. Minor differences in location or service lead to comparative
advantage of product differentiation.

Monopoly

“The opposite extreme is the monopoly or quasi-monopoly situation. A moaopoly
signifies a single seller. and monopoly power is maintained by barriers to eatry
into the industry (Tribe, 1999). The monopolist is in a position to be a price-
maker. Are there examples in tourism of monopolies or near-monopolies? Yes —
this can be the case with unique tourist attractions (e.g. some well-known
museums). Tribe refers to car ferry services to the Iske of Wight in the UK. Other
examples include national railway companies and domestic air carrers.

Can a monopolist impose any price? Of course not; the monopolist will try to
discover the optimum price or the price that maximizes total revenue, as indi-
cated in Figure 42

The upper graph in Figure 42 shows the demand curve AB. and the lower
graph shows the corresponding revenue curve DE. At the price of €100 there s
no demand, and of course no revenue. At zero price there is a demand of | million
units, but no revenue. Between these two extremes s a price that maximize the
total revenue, and this is €50.This price creates a demand of 500000 units and a
total revenue of 25 million euros. All other price levels lead to less total revenue.
“This implies that the demand curve AB is composed of two parts. In the range AC
the demand curve is elastic; any decrease in the price results in an increase in
demand and in revenue. In the range CB any decrease in price resulls in an
increase of demand but a decrease of revenue: the demand is inelastic. Revenue
maximization occurs where demand-elasticity equals — 1.
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Figure 42 Demand, price and revenwe maximization In 2 monopoly siwuation (adapeed from
Tribe, 19939)

Profits are maximized at a level of output where the marginal cost equals mar-
ginal revenue and the marginal cost is rising.

Monopolistic competition

Monopolistic competition is a type of market structure between perfect competi-
tion and monopoly. The characteristics of moaopolistic competition are:

® Larpe number of suppliers and no substantial degree of concentration

® Very limited entry and exit constraints
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® Limited economies of scale (unlike the cases of monopoly and oligopoly)
® Suppliers with some control over the price they sell their product.

Suppliers attempt to create market imperfections in order to have more control
over pricing and market share. The hotel sector and retailing can in many cases
be considered as typical examples of this market structure.

According to Sinclair and Stabler (1998). in the short run suppliers within a

monopolistic competition can charge a price that provides them with a supernor-
mal profit. In the long run, however, the higher profits combined with the low
entry barriers will attract new competitors and. as a consequence, a fall in the
demand for the original

In this market structure, suppliers will attempt to minimize competition (Tribe,
1999) by:

= Product differentiation (brand loyalty via advertising, improvement to the
tourism product, or adding value to tourism products along the value added
chain - such as seal size or frequent flyer awards in case of an air carrier)

& Acquisitions and mergers

u Cost and price leadership.

“The latter two strategies cannot be applied to all situations of imperfect competi-
tion. Here we come close to an oligopoly situation.

Oligopoly

“The essential characteristic of ofigopoly is that a small number of producers dom-
inate the industry. Furthermore, there are some barriers to entry and to exit, and
each actor has some control over price and output. There is a great interdepend-
ence between the producers, with each firm's price and output decisions depending,
in part, on those of its competitors This is the reason why producers operating in
an oligopoly market often face the well-known ‘kinked demand curve” (Figure 4.3).

In Fgure 43, ACB is the demand curve and P, is the prevailing price. The
demand curve is elastic in the range AB, and inelastic in the range BC. If a pro-
ducer decides to increase the price to the level Py, the competitors will not follow
and he or she will lose turpover and market share: the demand falls from Oy to
Q1. 1f the producer decreases the price to the level P — ceteris paribus — he or she
knows that competitors will follow. There is oaly a small increase in demand from
Qy 10 ;. and the total revenue is less than before the price reduction. Indeed. the
demand curve is kinked at point C, and beyond that point the demand curve s
inelastic. In other words. in the case of oligopoly the producer has no reason either
o increase or to cut prices — the prevailing market price is the profit-maximum
price for the producer. ‘Price wars’ occasionally break out if a producer believes
that he or she can effectively undercut the competitors. Bull (1995) claims that in
order to avoid a “price war’, oligopolists may agree not 1o compete on price and
perhaps to restrict competition by making special arrangements. This can lead to
a cartel, which is classed as illepal by most national governments and by the
European Union competition regulations because a cartel is coasidered to
restrict free trade. According to Bull, in the 1980s and beginning of the 1990s
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