Lecture 13: Price Discrimination

Price Discrimination

A.
Price discrimination is the selling of different units of a good or service for different prices. 

1.
To be able to price discriminate, a firm must:

a)
Identify and separate different buyer types

b)
Sell a product that cannot be resold

2.
Price discrimination occurs because of different consumer’s willingness to pay for the good. 

a)
Price discrimination does not occur because of cost differences between units produced. 

b)
Not all observed price differences are the result of price discrimination.

B.
Price Discrimination and Consumer Surplus

1.
Price discrimination converts consumer surplus into economic profit. 

2.
A monopoly firm can price discriminate in different ways:

a)
Monopoly firms can charge the same buyer a different price for each unit sold. Quantity discounts are an example. However, quantity discounts that reflect lower costs at higher volumes are not price discrimination.

b)
Monopoly firms can charge different buyers different prices for the same good or service. Giving a lower price on advance purchase airline tickets is an example of this form of price discrimination.

C.
Profiting by Price Discriminating
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Figure 12.8 and Figure 12.9 show the same market with a single price monopoly firm and monopoly firm practicing price discrimination, respectively. Comparing these two diagrams shows how price discrimination converts consumer surplus into economic profit for the firm.
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D.
Perfect Price Discrimination

1.
Perfect price discrimination occurs if a firm is able to sell each unit of output for the highest price anyone is willing to pay for it. The outcome of perfect price discrimination is characterized by:

a)
Economic profit increases above that earned by a single-price monopoly firm.

b)
Output increases to the quantity at which P = MC.

c)
Deadweight loss is eliminated.

2.
Figure 12.10 shows the outcome of perfect price discrimination.

E.
Efficiency and Rent Seeking with Price Discrimination

1.
The more perfectly a monopoly can price discriminate, the closer its output gets to the competitive output where P = MC and the outcome is more efficient. 

2.
However, this outcome differs from the outcome of perfect competition in two important ways:

a)
The monopoly firm captures the entire consumer surplus.

b)
The increase in economic profit attracts even more rent-seeking activity that leads to an inefficient use of resources for society.

V.
Monopoly Policy Issues

A.
Gains from Monopoly

1.
Monopolies create inefficiency:

a)
Both single-price and price-discriminating monopolies create deadweight loss. And a price discriminating monopoly converts consumer surplus into producer surplus and economic profit.

b)
Both types of monopoly also encourage rent-seeking activity, which wastes resources. 

2.
However, monopoly also brings benefits to society:

a)
Patents and copyrights provide protection from competition, which lets the monopoly enjoy the profits stemming from product innovation for a longer period of time. This encourages more expenditures on researching/developing new products.

b)
When production technology exhibits potential for economies of scale or economies of scope, a monopoly firm can produce goods at a lower ATC than what a large number of competitive firms could achieve. (However, because of the deadweight loss, this lower cost of production cannot be fully experienced by society unless the monopoly firm sells the good at a competitive market price.)
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B.
Regulating Natural Monopoly

1.
Where demand and cost conditions create a natural monopoly, a federal, state, or local government agency usually steps in to regulate the price of the monopoly.

a.
Figure 12.11 shows a the output decisions of a natural monopoly firm and compares two types of outcomes with government regulation with the outcome of no regulation.

b.
Left alone, the natural monopoly will charge a price and produce at a quantity where MR = MC. Under this outcome, P > MC and the quantity produced is less than the efficient level of output under perfect competition.

2.
Regulating a natural monopoly in the public interest sets firm output where MB = MC and P = MC. Setting price equal to marginal cost is called the marginal cost pricing rule, and it results in an efficient use of resources.

a)
With output occurring where P = MC, the firm’s ATC > P and the monopoly incurs an economic loss. If the monopoly receives a subsidy from the government equal to its economic loss, then taxes must be imposed on some other economic activity. This tax creates deadweight loss in the allocation of resources in the taxed market.

b)
Where possible, a regulated natural monopoly might be permitted to price discriminate to cover the loss from marginal cost pricing.

3.
Another alternative is to produce the quantity at which P = ATC. Setting the price equal to the average total cost is called the average cost pricing rule.

a)
Output occurs where P > MC, which means that resources are not allocated as efficiently as with a perfectly competitive market.

b)
However, the inefficiency is less than the unregulated market outcome.

