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October 8, 2021

1 / 47



Organizing the presentations

Here is a link to a spreadsheet you can fill to organize your groups
and coordinate over topics.

I would like to see all different topics. Here is the link:

https:

//docs.google.com/spreadsheets/d/15sadDcf17ysup4UaTx_

TJb_6e0ud57crTLAVw2cvgpM/edit?usp=sharing

Let me know if it does not work.

The file contains the instructions for the presentation, but do not
hesitate to ask me if you have any doubts.
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Today’s class

I Price discrimination

I Auctions

I A look at what we have learned so far
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Are prices all the same?

I During the study of all our models, we assumed that firms set
one price for each good.

I In reality, it is often the case that we can find the same good
for different prices.
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Examples
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Examples

2699 Euros ≈ 3100$.

NOT price discrimination.
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An important condition

Imagine you get a discount at the supermarket of the type 3× 2,
get 3 for the price of 2. The mozzarella case:

I You want only one unit. Your price is ≈ 80 cents.

I Now imagine you are a group of 3 roommates, and each of
you wants a mozzarella.

I If so, you can buy the lot of 3, and each of you pays ≈ 55
cents.

I This is the same as if one of you go for groceries, and you buy
for everyone, and later you split the costs.

I This is the same as re-selling!
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Price discrimination requires the absence of resale.

Not price discrimination

In presence of transportation costs and/or import taxes, what
might look like price discrimination could very well just
extra-charges.
In general comparing prices of the same good across countries is
not a good test for price discrimination.

A good test for price discrimination

The ratio of prices is different from the ratio of marginal costs.
Example: soft-cover book against hard-cover book.
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Types of price discrimination

I Third-degree price discrimination: Buyer characteristics are
observable.

I Second-degree price discrimination: Cannot observe
characteristics, but have information on the distribution of the
willingness to pay. This leads to self-selection.

I First-degree price discrimination: Also known as perfect
discrimination. A different price for each buyer.
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Third-degree price discrimination

I The seller divides buyers into groups, and sets a different price
for each group.

I Also known as market segmentation.

I Often based on geographical location..

I .. but also by age group, income class etc.
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An example on the European car market

I The markup is always highest in the country of production.
National bias.

I To be distinguished from the case of taxes and import quotas
(e.g. Nissan in France and Italy).
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A simple case of third-degree p.d.

Take a monopolist selling to two separate markets.

The monopolist profits are:

Π(p1, p2) = p1D1(p1) + p2D2(p2)− C (D1(p1) + D2(p2))

The rule for profit maximization is:

MR1 = MR2 = MC

We can apply the elasticity rule:

p1

(
1− 1

ε1

)
= p2

(
1− 1

ε2

)
= MC
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General rule

Third-degree price discrimination

A seller should charge a lower price in the market segments with
greater price elasticity.
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Second-degree price discrimination

An alternative definition of second-degree p.d.

Unit price depends on the quantity purchased, not on the identity
of the consumer.

Nonlinear pricing

A type of pricing composed of a fixed fee and a variable fee, which
depends on the quantity consumed. This is called two-part tariff.

Examples of non-linear pricing are telephone, electricity and water
services.
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Velib
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Velib
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Two-part tariff

In two-part tariffs we have:

I a fixed part f . The consumer pays this price regardless of the
quantity purchased.

I a variable part p. The consumer pays an additional price
proportional to their quantity purchased.

The question is, what are the optimal values of f , p?
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The simplest case: monopoly
All consumers have the same demand curve. Constant marginal
cost c .

I Whatever the value of p, the fixed part f should be equal to
the maximum value such that consumers are still willing to
buy.

I This maximum value is given by the consumer surplus CS(p)
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Optimal f and optimal p

I The optimal fee is equal to f = CS(c)

I The optimal p is equal to marginal cost, p = c .

In other words:

I The variable price p = c like in perfect competition (!), so the
monopolist does not make any profit at the margin.

I However the monopolist charges a huge entry fee and
extracts all consumer surplus.

I Total efficiency goes up with respect to the case of single
price, but consumer surplus is 0.
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An example: the gym

I The monthly individual demand for hours at the gym is
q = 15− 2.5p

I There is zero marginal cost (gyms are all about fixed costs)

I Optimal price per hour: p = 3 and the profit per customer is
3× 7.5 = 22.5

I The optimal two-part tariff sets the variable cost p = c = 0

I The fixed fee is 1
2 (15× 6) = 45, which is the consumer

surplus.

I The profit per customer under two-part tariff is 45!
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Multiple consumers ⇐⇒ multiple two-part tariffs

Imagine there are two type of consumers: heavy users and casual
users.

Consumer surplus of “heavy” users is always greater than
consumer surplus of “casual” users, for all prices.

What can the firm do?

I Set a single price? NO, we know the firm can do better by
discriminating.

I Set one two-part tariff? NO, either case the firm is losing
opportunity for profit.

I Two two-part tariffs:
I fcasual = CScasual(p1), with p1 > c .
I fheavy < CSheavy (p1), but p2 = c
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Versioning
Another form of price discrimination is called versioning:

Versioning

Firms set different “packages” of goods, that change with respect
to price and quality level.

I Consumers self-select into purchases: low-valuation consumers
buy low-quality product and high-valuation consumers buy
high quality products.

I The surplus of low-valuation consumers is higher than with
uniform pricing, because they can buy a cheap good.

I The high-valuation consumers also benefit, because the price
gap between “versions” cannot be too high, or else they
would buy the low-quality good.

I The firm benefits because can extract some surplus from both
(and sell more units).
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Auctions

Different ways of determining the pricing.
Who sets the price:

I Firm: pricing

I Buyer: auctions

I Both: negotiations

Auctions
Among the best forms of price-discrimination by self selection.
The bidders want to maximize profits, similarly to the rule of
MR = MC for firms.
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Most popular forms of auctions

I Ascending price auctions (English auction)

I Second price sealed bid

I First price sealed bid

I First price descending auction
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First price private value auction

Participants write secretly in an envelope their bid. The highest
bid wins and the buyer pays the price of their bid.

Optimal strategy

In the first price sealed bid auction, the best bid is given by:

b(v) =
(N − 1)

N
v
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Second price sealed bid auction

Participants write secretly in an envelope their bid. The highest
bid wins and the buyer pays the price of the second highest bid.

Ascending price auctions

In terms of strategies, second price sealed bid auctions are
equivalent to ascending price auction.
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Explanations to over-bidding

Explanation 1

Risk aversion: the tendency to prefer outcomes with low
uncertainty to those with high uncertainty.

Explanation 2

Underestimation of winning probability: if you systematically
think that the others have higher valuations, and so you
underestimate your probability of winning.
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Winner’s curse

It occurs if a bidder does not realize that winning the auction
implies that the others’ valuations were low.

The winner’s curse occur in common value options: the value of
the good is objective, but buyers only have access to partial
information about the good quality.

The key point is that winning the auction is bad news about the
value of the item for the winner. It means that he or she was the
most optimistic and, if bidders are correct in their estimations on
average, that too much was paid.
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Merci pour votre attention
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