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Price Discrimination & Advanced Topics in Pricing(l)

Phongthorn Wrasai = Semester 2/2016

Case Study (Grabowski and Vernon, 1992)

Question: Does competition always lower price?

e New drugs get patents to grant their monopoly rights.

e But after the patent expires, anyone else can use the formula
to produce their drugs (generic brands).

e Grabowski and Vernon (1992) found that after the patent (of
18 major drugs) expires, sale dropped by 50% but price
increased 10%.

« Apparently, there are 2 types of consumers - the loyal and
the price-sensitive.

« The loyals do not switch to generics and are willing to pay
more.

« The patented firm then focus only on the loyal customers ->
and charge a higher price.
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Price Discrimination

Up to now, consider situations where each firm sets one uniform price.
o Consider cases where firm engages in non-uniform pricing:
1 Charging customers different prices for the same product (airline tickets)

2 Charging customers a price depending on the quantity purchased (electricity,
telephone service)

« Consider three types of price discrimination:

« Perfect price discrimination: charging each consumer a different price. Often
infeasible.

o Third-degree price discrimination: charging different prices to different groups
of customers

« Second-degree price discrimination: each customer pays her own price,
depending on characteristics of purchase.

e Throughout, consider just monopoly firm.
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Price Discrimination Mind Map
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Perfect Price Discrimination (PPD)

e Firm can identify the willingness to pay of every consumer.

e Perfectlly discriminating monopolist makes much higher profits
(takes away all of the consumer surplus)

« No dead-weight loss -> efficient but may not be fair.
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Third-Degree Price Discrimination (3PD)

e Monopolist only knows demand functions for dierent groups of
consumers (graph): groups differ in their price responsiveness.
¢ Cannot distinguish between consumers in each group (ie.,
resale possible within groups, not across groups)
« Student vs. Adult tickets
« Journal subscriptions: personal vs. institutional
+ Gasoline prices: urgent vs. non-urgent
e Main ideas: under optimal 3PD|

o Charge different price to different group, according to inverse-
elasticity rule. Group with more elastic demand gets lower
price.

e Canincrease consumer welfare: group with more elastic
demand gets lower price under 3PD.

Third-Degree Price Discrimination (maths)

¢ In general, price-discriminating monopolist follows inverse
elasticity rule with respect to each group:
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e This is the “Ramsey pricing rule”: (roughly speaking) consumers
with less-elastic demands should be charged higher price
« Senior discounts

WE CHARGE A nene  feece 1

o I\/GUMFQQ'I W, co e .
« Food at airports, ballparks, concerts / Wopewe  BLAsTTar/

« Optimal taxation o Cwese A Lawer  @iCE TO

e Caveat: this condition is satisfies only at optimal prices (and
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Second-Degree Price Discrimination (2PD)

e Price discrimination can be categorized into 3 types according
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e 1stdegree - firm observes the willingness to pay of EACH buyer.

e 2" degree - firm does not observe the willingness to pay of
EACH buyer. But knows that different buyers have different
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willingness to pay. @ a q Q)

e 3" degree - firm observes the willingness to pay of EACH...
GROUP of buyers.
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Second-Degree Price Discrimination (2PD)

¢ Some forms of second-degree price discrimination
« Two-part tariff
« Multi-part tariff
« Menu of Price or Price schedule
« Bundling, Tie-in sale

Second-Degree Price Discrimination

¢ Second-degree price discrimination is a form of non-linear
pricing.

¢ Nonlinear Pricing = consumer's price per unit is not a constant

e Second-degree price discrimination uses the nonlinear pricing
method to extract welfare from consumers.
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Examples of Two-Part Tariff

Firm changes a lump-sum fee AND a per-unit fee.
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A Single Two-Part Tariff

e Suppose there are 2 types of consumers
- the High willingness to pay (high-type)
- the Low willingness to pay (low-type)
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Two Two Part Tariff

e Firms can increase their profits from offering two two-part /
tariff instead of a single two-part tariff

o different collateral-interest rate combinations

¢ different co-payment and insurance premium combinations
o offering buffet or a'-la-carte
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Bundling
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