CHAPTER 11:  Pricing with Market Power
Checklist

Can you do the following regarding pricing with market power?
· How is market power capture?
· Define price strategies
· Define price discrimination
· Define first-degree price discrimination
· Define reservation price
· Explain what is perfect price discrimination
· Explain what is imperfect price discrimination
· Define second-degree price discrimination
· Define block pricing
· Define quantity discounts
· Define third-degree price discrimination
· Explain the practice of dividing consumers into groups
· Explain how is it determined who pay what with third-degree price discrimination
· Explain the practice of intertemporal price discrimination
· Explain the practice of peak-loaded pricing
· Define a two part tariff
· Define bundling
· Explain the process of bundling by use of an example
· Explain the concept of relative valuations
· Define mixed bundling
· Define pure bundling
· Explain bundling in practice
· Define tying
· How do firms use advertising?
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FIGURE 11.3 First-Degree Price Discrimination in Practice

Firms usually don't know the reservation price of every consumer, but sometim
reservation prices can be roughly identified. Here, six different prices are charged. The .
firm earns higher profits, but some consumers may also benefit. With a single price 7}, |
there are fewer consumers. The consumers who now pay Py or P, enjoy a surplus. ~'
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FIGURE 11.4 Second-Degree Price Discrimination

Different prices are charged for different quantities, or “blocks,” of the same good. Here,
there are three blocks, with corresponding prices P, Py, and Py, There are also economies
of scale, and average and marginal costs are declining. Second-degree price discrimina-
tion can then make consumers better off by expanding output and lowering cost.
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| FIGURE 11.5 Third-Degree Price Discrimination

Consumers are divided into two groups, with separate demand curves for each group. The optimal prices and quanti-
ties are such that the marginal revenue from each group is the same and equal to marginal cost. Here group 1, with |
demand curve Dy, is charged P,, and group 2, with the more elastic demand curve D,, is charged the lower price P,
Marginal cost depends on the total quantity produced Qr. Note that Q, and Q, are chosen so that MR; = MR, = MC.
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FIGURE 11.6 No Sales to Smaller Market

Even if third-degree price discrimination is feasible, it may not pay to sell to both
groups of consumers if marginal cost is rising. Here the first group of consumers,
with demand D,, are not willing to pay much for the product. It is unprofitable to sell
to them because the price would have to be too low to compensate for the resulting

increase in marginal cost.
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FIGURE 11.7 Intertemporal Price Discrimination

© Consumers are divided into groups by changing the price over time. Initially, the !
price is high. The firm captures surplus from consumers who have a high demand for |
the good and who are unwilling to wait to buy it. Later the price is reduced to appeal

to the mass market.
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FIGURE 11.8 Peak-Load Pricing

Demands for some goods and services increase sharply during particular times of the
day or year. Charging a higher price P; during the peak periods is more profitable for
the firm than charging a single price at all times. It is also more efficient because mar-
ginal cost is higher during peak periods.
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: FIGURE 11.12 Reservation Prices

- Reservation prices r, and r, for two goods are shown for three consumers, labeled A,
B, and C. Consumer A is willing to pay up to $3.25 for good 1 and up to $6 for :
good 2.
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- FIGURE 11.13 Consumption Decisions When Products
Are Sold Separately

 The reservation prices of consumers in region I exceed the prices P, and P, for the two
goods, so these consumers buy both goods. Consumers in regions IT and IV buy only
one of the goods, and consumers in region HI buy neither good.
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" FIGURE 11.14 Consumption Decisions When Products Are Bundled

Consumers compare the sum of their reservation prices ry + 7y, with the price of the ;
bundle P,,. They buy the bundle only if r, -+ 1, is at least as large as Py
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FIGGURE 11.15 Reservation Prices

In (a), because demands are perfectly positively correlated, the firm does not gain by bundling: It would earn the same
profit by selling the goods separately. In {b), demands are perfectly negatively correlated. Bundling is the ideal strategy—
all the consumer surplus can be extracted.
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FIGURE 11.17 Mixed versus Pure Bundling

With positive marginal costs, mixed bundling may be more profitable than pure |
bundling. Consumer A has a reservation price for good 1 that is below marginal cost
¢y, and consumer D has a reservation price for good 2 that is below marginal cost ¢). |
With mixed bundling, consumer A is induced to buy only good 2, and consumer D is
induced to buy only good 1, thus reducing the firm’s cost.
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FIGURE 11.18 Mixed Bundling with Zero Marginal Costs

If marginal costs are zero, and if consumers’ demands are not perfectly negatively
correlated, mixed bundling is still more profitable than pure bundling. In this
example, consumers B and C are willing to pay $20 more for the bundle than are
consumers A and D. With pure bundling, the price of the bundle is $100. With mixed
bundling, the price of the bundle can be increased to $120 and consumers A and D
can still be charged $90 for a single good.
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FIGURE 11.19 Mixed Bundling in Practice

- The dots in this figure are estimates of reservation prices for a representative sample
of consumers. A company could first choose a price for the bundle, Py, such that a
diagonal line connecting these prices passes roughly midway through the dots. The
company could then try individual prices P, and P,. Given P. 1+ Py, and Py, profits can
be calculated for this sample of consumers. Managers can then raise or lower P, P,
and Py and see whether the new pricing leads to higher profits. This procedure is
repeated until total profit is roughly maximized.
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. FIGURE 11.20 Effects of Advertising

. AR and MR are average and marginal revenue when the firm doesn’t advertise, and AC and MC are average and mar-

ginal cost. The firm produces Q, and receives a price Py, Its total profit my is given by the gray-shaded rectangle. If the firm
. advertises, its average and marginal revenue curves shift to the right. Average cost rises (to AC’) but marginal cost
| remains the same. The firm now produces Q; (where MR’ = MC), and receives a price P,. Its total profit, 7, is now larger.
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FIGURE 11.1 Capturing Consumer Surplus

1f a firm can charge only one price for all its customers, that price will be P* and the

' quantity produced wilt be Q. Ideally, the firm would like to charge a higher price
to consumers willing to pay more than P*, thereby capturing some of the consumer
surplus under region A of the demand curve. The firm would also like to sell to con-
sumers willing to pay prices lower than P*, but only if doing so does not entail lower-
ing the price to other consumers. In that way, the firm could also capture some of the
surplus under region B of the demand curve.
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FIGURE 11.2 Additional Profit from Perfect First-Degree
Price Discrimination

Because the firm charges each consumer her reservation price, it is profitable to
expand output to Q**. When only a single price, P*, is charged, the firm's variable
profit is the area between the marginal revenue and marginal cost curves. With perfect
price discrimination, this profit expands to the area between the demand curve and |
the marginal cost curve. i





