Chapter 7: Price Discrimination

7.1 Definition

Price discrimination: Schemes that involve charging different prices to exploit differences in the demand characteristics of different customers.

Basic categories (explanations below):

· First-degree PD: Individual pricing

· Take-it-or-leave-it

· Fixed fee plus price-per-unit

· Discrimination by group membership: 

· Couponing 

· Second-degree PD: Non-linear prices. 

· Third-degree PD: Product differentiation

· Bundling

7.2 First-degree Price Discrimination

The firm knows a tremendous amount about the demand characteristics of individual customers and tailors the terms of trade to each individual customer.

Example: Porsche charging different up-front fees to different retailers in the Porsche case (Chap. 6)

Two types:

1) Take-it-or-leave-it pg 185

a. Assumptions:

i. the consumer utility function is U(x,m) = v(x)+m where x=the amount of a single good and m=money left over.

ii. The firm knows the customer’s exact reservation price and utility function.

iii. If the consumer doesn’t buy anything, she’ll have utility of 

v i (0)+m0
(i.e. the utility of none of the good plus all of her money). If she spends n to get x of the good, her utility is 

v i (x)+(m0-n)

(i.e.the utility of the good she buys plus the money she has left). 

iv. The firm produces a good at constant marginal cost c.

b. Calculations: 

i. Find the value x i such that 

v’ i (x i)=c.

(Note: if v’ i (x i)<c, the firm doesn’t make an offer.)

ii. The firm makes the following offer to the consumer: “You can have precisely x i units of the good at a total cost of 

v’ i (x i)- v’ i (0). 

Take it or leave it!”

Note: Take-it-or-leave-it makes more profit than price-per-unit offers because it restricts the consumer’s options. When a firm has to make a price-per-unit offer, it will choose a higher price than c, and the consumer will choose a quantity x that is less than the quantity where v’(x)=c. (pg. 190).

Pictorial analysis of Take-it-or-leave-it on pgs. 185-90.

2) Fixed-fee (pg. 190)

a. Assumptions: Same as Take-it-or-leave-it.

b. Calculations:

i. Set the cost/item = c (firm’s marginal cost).

ii. Find the fixed fee where 

F i = v i (x i)- v i (0)-c x I
Problems with first-degree discrimination (pg. 192):

1) The firm can’t ascertain each individual consumer’s utility function

2) It’s often illegal.

3) Administration costs are prohibitive

4) The resale problem – the consumer who gets the lowest-price offer will buy in quantity and resell to higher-price consumers. (note: not all goods are resaleable, esp. services) 

Applying 1st-degree discrimination to Porsche & other examples. (pg. 193)

7.3 Discrimination by demographic group membership (pg. 195)

Charging different prices based on the demand characteristics of different groups

Examples:

1) Senior Discount example with charts on 196

2) Chicago dealership example: Is this moral?

7.4 Coupons, Discount Stores, Unadvertised Specials

Higher elasticity customers get lower prices (either through coupons that only they receive, or by making the discounts available only to those who make an effort).

7.5 Second-degree Price Discrimination: Nonlinear Pricing(199)

Price changes as a function of what (or how much) customers buy.

Examples: 

1) Connection fees + per-minute rates for phone service

2) Checking account fee structures.

Every potential customer is offered the same range of options. If every consumer has a different utility function, the firm finds the right combination of fixed-fee or per-unit prices that encourage different consumers to buy at different rates. The firm will not extract as much surplus as if they could make tailored (1st-degree) offers to each consumer, but they extract more than at a linear price rate. 

Requirements for nonlinear price setting:

1) Know the distribution characterstics of individual consumers within a population

2) Complicated mathematical programming

7.6 Third-degree price discrimination: Product Differentiation (203)

Selling the same product under different guises or conditions. Consumers segment themselves into groups based on these conditions/perceptions of the product. 

Examples: 

1) Hardcover vs. softcover textbooks (charts on 205)

2) Peak-load and seasonal pricing (pg. 207)

3) Airline pricing (pg. 208)

7.7 Bundling (pg. 209)

Make consumers buy things for which their utility function is really low by combining them with goods that they really want.

Examples:

1) Concert subscription (pg 209)

2) Vacation packages

3) CD box sets

7.8 The bottom line – 1-paragraph summary (211)

7.9 Executive summary (211) 

