Three degrees of price discrimination in a monopoly market

Understanding the differences among the three degrees of price discrimination in a monopoly market is of
paramount significance for businesses and policymakers. It equips firms with the knowledge and strategies to
optimize pricing, capture consumer surplus more effectively, and ultimately enhance profitability. Moreover,
this understanding allows businesses to tailor pricing strategies to distinct customer segments, accommodating
diverse preferences and willingness to pay.

Key differences among the three degrees of price discrimination in a monopoly market:

to each individual
customer based on their
willingness to pay.

based on the quantity
consumed or the specific
characteristics of the
product.

Aspect First-Degree Price Second-Degree Price Third-Degree Price
Discrimination Discrimination Discrimination
Definition Charging different prices | Charging different prices | Charging different prices

to different market
segments or groups of
customers based on their
elasticities of demand.

Basis of Discrimination

Individual customer's
willingness to pay.

Quantity consumed or
product characteristics.

Market segments or
groups of customers.

Information Requirement

Detailed information on
each customer's demand
and price sensitivity.

Information on the
quantity demanded by
each customer or their
preferences for product
variations.

Information on the price
elasticity of demand for
different customer
groups.

Common Examples

Personalized pricing,
negotiation, auctions.

Bulk discounts, tiered
pricing, loyalty
programs.

Student discounts, senior
citizen discounts,
geographic pricing.

Efficiency Consideration

Maximizes producer
surplus but can lead to a
deadweight loss in some
cases.

Tends to increase overall
efficiency by capturing
more consumer surplus.

May enhance efficiency
when market segments
have different elasticities
of demand, reducing
deadweight loss.

Consumer Perception

Customers often view
this as unfair or
discriminatory.

Generally accepted by
customers as long as the
terms are clear and
consistent.

Accepted when
customers perceive value
in the segmentation.

Feasibility

Typically, difficult to
implement due to the
need for extensive
customer-specific
information.

More feasible as it relies
on observable
characteristics or
purchase behavior.

Feasible when market
segments can be
identified based on
demographics, location,
or other factors.

Market Conditions

Rare and difficult to
achieve in practice.

More common but
depends on the nature of
the product.

Common in markets with
heterogeneous customer
groups and elasticities of
demand.
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Examples of three degrees of price discrimination in a monopoly market

Price discrimination exists in various forms in markets worldwide, including India. Here are examples of the
three degrees of price discrimination in a monopoly market, as they might be observed in India:

First-Degree Price Discrimination:

e Personalized Pricing in E-commerce: E-commerce platforms like Flipkart or Amazon in
India may use personalized pricing strategies. They gather data on individual customers'
browsing and purchase history to offer customized discounts or promotional deals. Different
customers might see different prices for the same product.

e Healthcare Pricing: Private healthcare providers in India may negotiate individual pricing
with patients, considering factors like the patient's insurance coverage, health condition, and

bargaining power.
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First-degree price discrimination occurs when firms are able to
charge the maximum price that each customer is willing to pay.

As a ‘perfect price discriminator’, all consumer surplus disappears and
goes to producers who now gain surplus of A + B
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Second-Degree Price Discrimination

2nd Degree Price Discrimination

Definition: When firms charges different prices for the same good to different consumers based on quantity or
volume or amount.

Common Examples: Why does second degree price discrimination occur?
- Bulk discounts e Consumers looking to buy in bulk usually has higher elasticities.
- Buy 3 get 1 free e Consumers looking to buy in lower quantities usually have |
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Second-Degree Price Discrimination:

e Railway Ticketing: The Indian Railways offers tiered pricing for train tickets, with varying
classes and ticket categories such as general, sleeper, and AC classes. Passengers can choose
ticket options based on their budget and comfort preferences.

e  Mobile Data Plans: Telecommunication companies in India like Airtel and Jio offer various
data plans with different data limits and speeds. Customers can choose the plan that matches
their data usage needs. For instance, a user with heavy data consumption might opt for a
higher-priced plan with unlimited data, while a light user might choose a more affordable plan
with limited data.
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e  Subscription Services: OTT (Over-The-Top) platforms like Netflix and Disney+ Hotstar
provide different pricing tiers with varying content libraries and streaming quality, catering to
customers with different preferences and budgets.

e Product Versioning: Microsoft offers various versions of its Office software (e.g., Office 365
Home, Office 365 Business) with different features and pricing levels, allowing customers to
choose a product that matches their needs and budget.

e Cinema Ticket Pricing: Many cinemas worldwide offer tiered pricing for movie tickets. They
charge different prices for standard showings, 3D movies, IMAX screenings, and premium
experiences, allowing customers to select the type of viewing experience they prefer at
different price points.

e Loyalty Programs: Airlines often implement second-degree price discrimination through
frequent flyer programs, offering discounts, free upgrades, or other perks to customers who fly
with them frequently. These rewards encourage customer loyalty.

Third-Degree Price Discrimination:

Definition: When a firm segregates the market into different PEDs (price elasticity of demands) and changes the
consumers with different prices, when the goods are identical.
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e Student Discounts: Movie theatres, amusement parks, and public transportation services in India often
provide discounts for students, showing age-based price discrimination.

e Senior Citizen Discounts: Many retail stores, restaurants, and travel agencies in India offer discounts
to senior citizens, which is a form of price discrimination based on age.

e Geographic Pricing in Air Travel: Airlines may charge different prices for the same flight based on
the departure city. For example, a domestic flight from Delhi to Mumbai may have different fares
compared to the same flight from a smaller city like Jaipur.

e Time-of-Day Pricing for Electricity: Some electricity distribution companies in India charge different
rates for electricity consumption during peak and off-peak hours, encouraging consumers to shift their
usage to non-peak hours.
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Managerial implications of three degrees of price discriminations to the managers

Understanding the managerial implications of the three degrees of price discrimination is essential for managers.
This knowledge can help them make informed pricing decisions and maximize profitability. Here are some
managerial implications:

1.

10.

11.

12.

13.

14.

15.

Optimizing Revenue: Managers can use price discrimination strategies to maximize revenue and
profits. By charging different prices to different customer segments, they can capture more value from
each group.

Market Segmentation: Understanding price discrimination emphasizes the importance of market
segmentation. Managers can identify and target specific customer groups based on demographics,
preferences, and willingness to pay.

Product Customization: Second-degree price discrimination often involves offering different product
versions or bundles. Managers can develop and market products or services tailored to the specific
needs and preferences of different customer segments.

Dynamic Pricing: Managers can implement dynamic pricing strategies, adjusting prices based on
demand, competition, and other factors. This flexibility can lead to better revenue management.

Data Utilization: Price discrimination often requires the use of customer data. Managers can leverage
data analytics and technology to collect and analyze customer information, enabling more effective
pricing strategies.

Ethical and Legal Considerations: Managers must be aware of the ethical and legal aspects of price
discrimination. Ensuring that pricing practices comply with regulations and ethical standards is
essential for maintaining trust and reputation.

Customer Behavior Analysis: Understanding how customers respond to different pricing structures
allows managers to fine-tune their strategies. They can optimize pricing based on customer behavior
and price sensitivity.

Local Market Insights: In India, with its diverse and heterogeneous markets, managers need to adapt
price discrimination to local market conditions. Knowledge of regional variations can be critical for
success.

Global and Local Application: Managers may operate in both domestic and international markets.
Understanding the applicability of price discrimination across different markets is crucial for making
informed pricing decisions.

Strategic Decision-Making: Managers can use insights from price discrimination concepts to make
more informed strategic decisions regarding pricing, market entry, and product development.

Value Proposition: Price discrimination can help managers enhance their value proposition. Aligning
pricing with the perceived value of products or services can attract and retain customers.

Innovation and Customization: Price discrimination can lead to innovation in product offerings and
customization. Managers can explore opportunities to create tailored offerings that cater to specific
customer segments.

Competitive Advantage: Managers can analyse competitors' pricing strategies and respond with more
effective and competitive pricing approaches.

Customer Loyalty: Effective price discrimination can lead to enhanced customer loyalty. Managers
can offer discounts, loyalty programs, or customized products that encourage repeat business.

Mitigating Price Wars: In highly competitive markets, understanding price discrimination can help
managers avoid engaging in destructive price wars by offering differentiated products and services.
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