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Price Discrimination

Learning outcomes
• Analyse the conditions necessary for price 

discrimination
• Analyse and evaluate the consequences of price 

discrimination for different economic agents

Price discrimination 
Price discrimination occurs when a firm sells 
an identical product to different consumers at 
different prices for reasons not associated with 
cost. Firms will engage in price discrimination in 
an attempt to increase the revenue they receive 
for their goods and in turn increase their profits. 
Common examples of price discrimination include 
student discounts at the cinema, or barbers and 
hairdressers charging lower price to senior citizens.
 
It is important to understand that not all price 
variations are the result of price discrimination. 
In many markets goods which are similar (but not 
identical) sell for different prices, possibly because 
they have different costs of production.

For example a travel agent selling a package 
holiday to Majorca in July at a higher price than a 
holiday to the same destination in December is not 
a form of price discrimination for 2 reasons:

a)  The products are not identical - a holiday in July 
is not the same as a holiday in December;

b)   The higher price for the holiday in July is a direct 
result of the cost to the travel agent of providing 
the holiday being higher.

A21 PRICE DISCRIMINATION

Price discrimination occurs 
when a firm sells an identical 
product to different consumers 
at different prices for reasons not 
associated with cost.
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Price discrimination can take many forms, however 
these forms can be categorised into three broad types: 
first degree price discrimination; second degree price 
discrimination; third degree price discrimination.

All forms of price discrimination involve additional 
effort on behalf of the firm to determine the individual 
preferences and willingness to pay of each consumer. 
However this additional effort can be justified by the 
potential to earn higher revenues and profit.

First degree price discrimination
First degree price discrimination (otherwise known 
as perfect price discrimination) occurs when a 
firm charges each consumer the maximum price 
that he or she is willing to pay for each unit. This 
means that the firm charges a different price for 
each individual unit.

Perfect price discrimination is very difficult to 
practice in reality not least because it requires the 
firm to have perfect information on the “willingness 
to pay” of each consumer.

A good example of perfect price discrimination 
may be a second hand car dealership that places a 
price ticket on a car in the understanding that most 
consumers will haggle over the price. It is the job 
of the salesperson to make a judgement about the 
likely maximum price that each consumer will be 
willing and able to pay.

1.  The firm must have some market power Clearly 
a firm will need to have a degree of market 
power if it wishes to price discriminate. Perfectly 
competitive firms are not able to practice price 
discrimination since they are price takers.

2.  The firm must be able to separate the market. 
Price requires the firm to be able to split the 
total market into distinct groups or (in the case 
of perfect price discrimination) into individual 
consumers.

3.  Buyers in different markets must have 
different willingness to pay. 
Price discrimination is only effective if the 
individual consumers or distinct groups have a 
different willingness to pay for the product. Some 
consumers or groups must be less price-sensitive 
than others.

4.   Firms must be able to prevent arbitrage 
Firms must be able to prevent rational consumers 
from engaging in arbitrage where those who paid 
the low price can resell the good to those who 
would be willing to pay the higher price.

Forms of price discrimination

First degree price discrimination 
(otherwise known as perfect price 
discrimination) occurs when a 
firm charges each consumer the 
maximum price that he or she is 
willing to pay for each unit.

Consumer surplus is the difference 
between the price a consumer is 
willing to pay for a good or service 
and the price they actually pay.

Conditions necessary for price discrimination
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Estate agents do essentially the same thing in that 
they try to extract the maximum possible bid from 
potential buyers for their client’s property.

Perfect price discrimination allows the firm to 
capture the full area of consumer surplus and 
convert it into revenue. This is illustrated in the 
diagrams below. In Fig 1 the firm charges each 
consumer the equilibrium price. As a result, the total 
revenue the firm receives is equal to the shaded 
area CBQ1O. In Fig 2, when the firm practices perfect 
price discrimination, the total revenue received by 
the firm increases to area ABQ1O.

Second degree price discrimination
Second degree price discrimination involves 
establishing a pricing structure based on the 
quantity of goods purchased, with those purchasing 
higher quantities benefiting from lower prices. 
This form of price discrimination allows the firm to 
extract some of the consumer surplus (and convert 
it into extra revenue) without having to know a lot 
about each individual consumer’s willingness to pay.

Examples of second degree 
price discrimination include 
discounts for bulk energy 
use, variations in prices for 
different sized cereals boxes 
and supersized portions at 
fast food restaurants.

The diagram below Fig 3 
shows a firm charging three 
different prices for the 
same good, based solely on the quantity purchased. 
A price of P1 is charged if a consumer purchases 
quantity Q1. A lower price P2 is charged for quantity 
Q2 and finally the lowest possible price P3 is charged 
for purchasing quantity Q3. The firm will not reduce 
price below P3 since this price represents the 
marginal cost of production.

If the firm charged all consumers the market 
equilibrium price, total revenue would be equal to 
the area P3BQ3O and the area of consumer surplus 
would be ABP3. By engaging in second degree price 
discrimination the firm can convert the shaded area 
P1CFDEP3 from consumer surplus into additional 
revenue. The three triangular areas labelled 1, 2 & 
3 represent the remaining consumer surplus after 
second degree price discrimination.

Fig 1: Total revenue before price discrimination
@ CCEA
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Fig 2: Total revenue after perfect price discrimination
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Fig 3: Second degree price discrimination @ CCEA
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Third degree price discrimination
Third degree price discrimination occurs when 
a firm separates its customers into two or more 
distinct segments, with each segment having a 
different price elasticity of demand.

Third degree price discrimination is arguably the 
most common form of price discrimination and can 
be seen in student discounts for rail travel, senior 
citizen discounts in the theatre and lower prices for 
mobile phones and other high-tech products a few 
months after the initial release.

In Fig 4(a) below, the firm charges a common price 
of £5 to all consumers. At this price 100 consumers 
purchase the product which results in a total 
revenue of £500.

If the firm is able to separate its market into two 
distinct groups based on different price elasticity’s 
then it should be able to earn higher revenue.

In Fig 4(b) below, the firm charges those with a 
less elastic demand £6. At a price of £6, 60 of the 
original 100 consumers will continue to purchase 
the product; therefore the firm will gain £360 
revenue from this market segment.

If the firm charges £4 to those with more elastic 
demand the remaining 40 original customers who 
were not willing to pay £6 (but were willing to 
pay £5) will purchase the good, plus a further 40 
consumer will enter the market at this new lower 
price. Therefore the revenue received from this 
market segment is equal to £320 (£4 X 80). This is 
shown in Fig 4(b) below.

Therefore we can see that third degree price 
discrimination has enabled the firm to increase 
revenues from £500 to £680 (£360 from segment a 
plus £320 from segment b).

Fig 4: Third degree price discrimination @CCEA
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The impact of price discrimination on economic agents

Price discrimination is often criticised on the 
grounds that it transfers welfare away from 
consumers toward firms. All three forms of price 
discrimination discussed above lead to a net 
reduction in consumer surplus and a net increase in 
producer surplus and revenue for the firm.

However, price discrimination can also lead to some 
consumers, (those with relatively elastic demand) 
paying a lower price. Therefore their consumer 
surplus would be increased.

In some cases, individuals, who would have 
previously been unable to consume the good, will 
be priced into the market and would therefore, 
gain welfare. For example, the high price paid by 
business users for computer software may allow 
the software producer to offer the same software to 
educational users at much lower prices.

It could also be argued that, since the firm can 
sell more goods by discriminating, it will have 
more scope to exploit economies of scale. These 
economies of scale would lead to lower costs for 
the firm and therefore potentially lower prices for 
all customers.

Finally some economists point out that much of the 
criticism of price discrimination is based on static 
analysis. They argue that because firms are able to 
earn additional profits from price discrimination they 
may reinvest these additional profits in research and 
development which in turn can lead to product and 
process innovation and dynamic efficiency.

Economies of scale are those 
advantages of increased size which 
lead to falling average costs.

Dynamic efficiency refers to 
improvements in productive and 
technical efficiency over time.
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Revision Questions

1 Explain the term price discrimination. [2]

2 Explain why a travel agent selling an off-peak package holiday at a lower price than a similar 
peak time holiday is not an example of price discrimination. [4]

3 Explain why perfectly competitive firms are unable to price discriminate. [2]

4 Explain the term arbitrage.  [2]

5 Explain what is meant by the term perfect price discrimination. [2]
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Revision Questions

6 With the aid of an appropriate diagram, analyse the likely impact of perfect price 
discrimination on consumer surplus and the firm’s total revenue. [6]

7 Explain what is meant by the term second degree price discrimination. [2]

8 With the aid of an appropriate diagram, analyse the likely impact of second degree price 
discrimination on consumer surplus and the firm’s total revenue. [6]
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Revision Questions

Explain what is meant by the term third degree price discrimination. [2]

10 With the aid of an appropriate diagram, analyse the likely impact of third degree price 
discrimination on the firm’s total revenue. [6]

11 Price discrimination does nothing but enrich powerful firms at the expense of vulnerable consumers 
and should therefore be outlawed. Critically examine this view of price discrimination.         [30]


