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Conditions required for successful  
price discrimination

There are a number of conditions required for price 
discrimination to work successfully in practice.

1 A firm has to have some market power so that it is able 
to set its own prices. This may seem obvious but note that 
in a perfectly competitive industry firms are price takers 
rather than price setters.

2 Consumers (or groups of consumers) must have differing 
levels of price elasticity of demand.

3 It must be difficult for the consumers who pay lower 
prices to resell the goods to the consumers who face 
the higher prices charged by the firm, i.e. the markets 
for consumers with lower and higher price elasticity of 
demand are separable.

Definitions of price  
discrimination types

First degree (perfect) price discrimination occurs 
when a firm charges each customer the maximum price they 
are willing to pay for each unit of the good.

Second degree price discrimination where a firm 
offers consumers a range of different pricing options 
for the same or similar product. The lower prices are 
conditional on some aspect of the sale such as the quantity 
purchased or the use of vouchers.

Third degree price discrimination occurs when 
different groups of consumers are charged different prices 
reflecting their differing price elasticities of demand.

Price discrimination refers to the 
ability of a firm to charge different 
prices for identical products to different 
individual consumers or groups of 
consumers (for example consumers 
paying different prices for seemingly 
identical flight tickets, or students 
receiving a discount in a clothing shop)

What is price discrimination?

Figure 1 shows the profit maximising equilibrium for a standard monopoly 
firm. To simplify the analysis, average costs of production are assumed to be 
constant and so equal to marginal production costs. The profit maximising level 
of output (Qm) is where the firm’s marginal cost is equal to marginal revenue. 
The yellow shaded area represents the size of the monopolist’s profits. We see 
that consumers all face the same price (Pm) and although price is above the 
average costs of production, there remains some consumer surplus. The orange 
triangle represents consumer surplus, the difference between the price paid (Pm) 
and consumers’ willingness to pay as depicted by the demand line.

In Figure 2, a firm using perfect price discrimination charges each consumer 
their full willingness to pay as specified in the demand function. In Figure 
2 we include just three examples of different prices faced by three different 
consumers, but we can imagine many prices being charged, each to a different 
consumer. As such, consumers do not enjoy any consumer surplus. Instead, the 
large yellow shaded area will all represent firm profits. 
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Figure 1 Profit maximising equilibrium for a monopolist

Figure 2 Perfect price discrimination
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