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The firm calculates its price by adding to its average variable costs (AVC) 
a percentage mark-up that includes a contribution to the fixed costs and 
a profit margin.

Advantages:

1. It’s simple and it requires a limited amount of information;

2. It may lead to a greater price stability;

3. The firm can claim to allow for a reasonable profit margin (and not to 
the maximum one). 

The challenge of this methodology is to decide the mark-up, and in 
particular the profit percentage.

In practice:
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In most of the theoretical models it is assumed that firms set a 

uniform price for all consumers. 

In practice, a firm with some degree of market power might consider 

discriminating prices, i.e. to adopt a policy of selling different units of 

output at different prices.

Conditions:

1. Firm must enjoy some degree of market power (i.e. to determine 

the price: no perfect competition);

2. It must be possible to divide the market into sub-markets with 

different demand conditions or different price elasticity;

3. The sub-markets must be separated, so that secondary trade or 

resale between consumers of different submarkets is not possible 

(ex. simultaneity between production and consumption, excessive 

transaction costs, high transportation costs)
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1. FIRST-DEGREE PRICE DISCRIMINATION

The monopolist is able to set for each customer the highest 
price he is willing to pay for the good/service
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In this way the monopolist can appropriate the deadweight loss and 
all the consumer surplus that exists in the non-discriminating case.



1. FIRST-DEGREE PRICE DISCRIMINATION

5

IS THIS BAD?

NO
- No deadweight loss
- For allocative efficiency consumers=producers
- All consumers are satisfied

Very difficult to apply in practice: the monopolist should know the 
demand function of all of his customers



2. SECOND-DEGREE PRICE DISCRIMINATION

The price per unit depends on the purchased quantity.

PROBLEM: how to “drive” the consumer in the right category? 

Self selection: every consumer chooses his optimal price-
quantity combination from a menu of options designed by the 
producer.
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3. THIRD-DEGREE PRICE DISCRIMINATION

The producer offers different prices to different consumers. 
Consumers are here divided into groups according to quite 
easily identifiable characteristics. Within each group the price 
per unit charged is the same.
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Es. air transport:

ˉ Potential passengers: 4.000 (2000 students, 2000 businessmen);

ˉ Students only fly if the cost is below 150 €;

ˉ Businessmen only fly if the cost is below 550 €;

ˉ Marginal costs are assumed to be fixed: 125€.

 Without price discrimination there are two options:

1. Ticket price: 550€  2000 sold. 

Total revenues are 550x2000=1,1 mln €, total costs 125x2000= 250.000€, 

profits = 850.000 €.

2. Ticket price: 150€  4000 sold. 

Total revenues are 150x4000=600.000€, costs amount to 

125x4000=500.000€ and profits=100.000 €.

 With price discrimination, the 2000 students pay 150€ and the 2000 

businessmen pay 550€. Total profits are: (550x2000)+(150x2000)-

(125x4000)= 900.000 €
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Students’ elasticity of demand is higher than businessmen’s.
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1. Intertemporal price discrimination

The market is segmented according to the purchase moment 
(buy earlier, pay more): no-reselling possibility is strategic.
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2. Brand labels

Different prices for the same goods with different brands. 

Is it always price discrimination?
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3. Loyalty discounts

They are an example of second degree price discrimination

1

3



4. Price discounts coupons

In theory the discount is for all consumers, but in reality only those
willing to collect, cut, … send .. will enjoy the discount. 

It favours those consumers that have more time or lower opportunity
costs. 
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5) Stock clearance (Dutch auctions)

The price of merchandise is successively reduced until all sale 
items have been purchased. It is price discrimination if it results 
in different customers paying different prices for the same 
good.
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6) Metering

Consumers are charged a relatively low price for a primary 
product and a relatively high price for a secondary product tied 
to the primary one. One can buy only the primary product (low 
margin for the producer) or the two combined (with high 
margin on the secondary product). 
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7) Free on board pricing

Same price for products sold in different areas (transport costs 
are absorbed by the producer/distributor)
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8. Peak-load Pricing

In some markets the demand varies according to the time of the day, of 
months, of seasons, etc. .

Firms can use the price discrimination to try to level peaks and falls. 



 Price discrimination

◦ Typologies

 First, second and third degree

◦ Mechanisms

 Intertemporal

 Brand labels

 Loyalty discounts

 Price discount coupons

 Stock clearance

 Metering

 Free on board pricing

 Peak-load pricing
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Reading list
- Chapter 13 (exl. 13.4, 13.5, 13.6) Lipczynski et al., 2013


