AIRLINE OVERBOOKING
A Rejoinder

By Julian L. Simon

In a comment in this Fournal' on my scheme to solve the airline overbooking prob-
lem,? Louis Michael Falkson disputed my contention that no passenger at the airport
would be made worse off, and some would gain. (The scheme is that each person
makes a sealed bid of the lowest sum he is willing to accept in return for waiting for
the next flight. Airlines will also gain by being able to overbook heavily.)

Mr. Falkson says that ““each person has an incentive to write down a compensation
price higher than the lowest sum of money he is willing to accept in return for waiting.
. . . Now, an efficient (Pareto optimal) allocation of seats on a flight among passengers
at the airport requires that the PL [lowest price he is willing to accept in return for
waiting for the next flight] of anyone included on the flight exceeds PL of any
passenger excluded.”

The first part of this contention is correct. As long as the number of passengers is
not infinite and the distribution of their expected bids is continuous, it will be good
betting strategy for a person to bid something above his indifference price, i.e., above
his “certainty equivalent”—the optimal bid depending on his utility-of-money
function and his estimates of the likelihood of winning the bet (being bumped) at
various bids. Furthermore, the second part of Mr. Falkson’s contention is also correct.

Nevertheless, Mr. Falkson’s argument does not contradict my main point: that all
passengers will be better off with this system. I argue that in State B (this scheme)
each person is better off than in State A (the present state of affairs), either getting
the trip he contracted for or receiving a sum of money of equal or greater value to
him. Mr. Falkson does not quarrel with this, but rather says that this scheme will not
result in a Pareto-optimal allocation within State B. It seems to me that this is not a
good reason for not preferring State B over State A.

Mr. Falkson’s second criticism is that “overbooking results in inefficiency whenever
more passengers appear at the airport than can be accommodated by a particular
flight”. He therefore argues (correctly) that it would be better to hold the auction
before passengers come to the airport, but he notes that there does not seem to be a
way to do this at present. Hence the scheme under discussion should not be rejected
because it is inferior to an ideal scheme that cannot be now implemented. And
Falkson correctly points out that my scheme would shift the “considerable cost of
uncertainty, which the passengers bear under present methods of operation”, to the
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airline. This cost is the cost of inefficiency (from the passengers’ point of view) which
Falkson refers to above. And its amount will be fixed by the airline at less than the
benefit to the airline of overbooking. So, again, both passengers and airlines are
better off with this scheme than with the present state of affairs (though if Mr.
Falkson’s notion of holding the auction earlier were possible, that might be better, of
course).

In sum, I do not believe that Mr. Falkson has given any economic reason for not
adopting my scheme in preference to the present state of affairs.
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