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Price discrimination - an unreliable indicator of market power

AAbbssttrraacctt

This paper argues that price discrimination commonly occurs in sit-
uations where firms do not have market power. We consider, using
a simple example, how price discrimination can exist without mar-
ket power, and follow this with a summary of the general condi-
tions that allow this. As these conditions are not unusual in
practice, the presence of price discrimination cannot be used by
competition authorities as the prima facie indicator of market
power that it is often assumed to be. Instead, a careful considera-
tion of the particular facts and circumstances surrounding the price
discrimination is required. Finally, we suggest some factors that are
useful in differentiating between competitive price discrimination
and price discrimination that may be an indicator of the existence
of market power.
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IInnttrroodduuccttiioonn
This paper argues that price discrimination com-

monly occurs in situations where firms do not have

market power. Indeed, under particular cost and

demand conditions, firms will be forced to engage in

price discrimination in order to offer competitive

prices. As these conditions are not unusual in prac-

tice, the presence of price discrimination cannot be

used by competition authorities as the prima facie
indicator of market power that it is often assumed to

be. Instead, a careful consideration of the particular

facts and circumstances surrounding the price dis-

crimination is required.

In outlining our case, we first define the concepts of

price discrimination and market power, and then dis-

cuss the conventional justification for the use of

price discrimination as an indicator of market

power. We then consider, using a simple example,

how price discrimination can exist without market

power, and follow this with a summary of the gen-

eral conditions that allow this. Finally, we suggest

some factors that are useful in differentiating

between competitive price discrimination and price

discrimination that may be an indicator of the exis-

tence of market power.

DDeeffiinniinngg pprriiccee ddiissccrriimmiinnaattiioonn
In general terms, price discrimination is broadly

defined as firms selling equivalent goods at different

prices in different transactions. For example,

Scherer and Ross (1990) describe price discrimina-

tion as follows:

“No simple, all-inclusive definition of price dis-

crimination is possible. Succinctly, price discrimi-

nation is the sale (or purchase) of different units

of a good or service at price differentials not

directly corresponding to differences in supply

cost. … this definition includes not only the sale

of identical product units to different persons at

varying prices, but also the sale of identical units

to the same buyer at differing prices … , and ask-

ing the same price on transactions entailing dif-

ferent costs …”1

Price discrimination of various types is very com-

mon. Volume discounts for bulk purchasing and

early booking discounts on holidays (that do not

fully reflect cost differences), different prices for dif-

ferent classes of consumer on public transport, and

different prices to different consumers at public

entertainment (for example, going to the zoo or your

local cinema) are all examples. As such, all sorts of

common commercial pricing practices potentially

qualify as price discrimination.

DDeeffiinniinngg mmaarrkkeett ppoowweerr
Bishop and Walker (2002) define market power as:

“… the ability of a firm or group of firms to raise

price, through the restriction of output, above the

level that would prevail under competitive condi-

tions and thereby to enjoy increased profits from

the action.”2

Similar definitions are employed by many competi-

tion authorities, including the UK Office of Fair

Trading and the European Commission.3 The

essence of market power is therefore the ability to

increase price profitably above the competitive level,

which requires the ability to restrict output below the

level that would be observed in a fully competitive

market.

The conceptual definition of market power is decep-

tively straightforward. In practice, it is devilishly dif-

ficult to identify precisely market power, largely

because the benchmark is the situation that would

apply in a fully competitive market.4 As the investi-

gator can only observe the market as it is, not as it

might be were it “fully competitive”, identification

of market power tends to rely on often subjective

judgements as to what a competitive market for the

particular good or service in question should look
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like, or on indirect and often imperfect indicators

such as market shares or the level of barriers to entry.

PPrriiccee ddiissccrriimmiinnaattiioonn aanndd mmaarrkkeett ppoowweerr
As any competition law practitioner is aware, there

are very few 'silver bullets' - single, infallible indica-

tors - available when attempting to identify market

power. However, one that competition authorities

do at times turn to is the observation of price dis-

crimination. For example, the UK Office of Fair

Trading states:

“Such divergences are, nevertheless, likely to be

temporary because price discrimination is not sus-

tainable in a competitive market: if an undertak-

ing were to try to maintain different prices for the

same product it would be vulnerable to undercut-

ting by competitors in the segment of the market

where its prices were higher than the competitive

level.”5 [Emphasis added]

A good example of how competition authorities use

the observation of price discrimination as prima
facie evidence of market power can be seen in the

recent UK Competition Commission's mobile phone

report released by Oftel on 18 February 2003:

“2.201. We discussed the difference between the

prices of on- and off-net calls earlier … we con-

sider that the marked differences in average con-

tribution made on these two call types indicate a

less than fully competitive market in call origina-

tion.”6 [Emphasis added.]

The statements above are not unusual, and appear to

be supported by economic textbooks that normally

state that the conditions necessary for price discrim-

ination are as follows:

• The seller must have some control over

price, that is, there must be some degree

of market power.

• The seller has to be able to segregate cus-

tomers into groups with different price

elasticities of demand, that is, with a dif-

ferent “willingness to pay” for the serv-

ice.

• Opportunities for arbitrage, that is, resale

by low price customers to high price cus-

tomers, must be constrained.

It is important to note that of these conditions, it is

only the first - some control over price - that clearly

requires market power. The second, which involves

offering different prices to various groups (such as

adults and children) can be undertaken by any firm,

no matter how many firms are in the market or how

competitive the market is, and clearly does not in

itself require market power. The third depends on

the particular circumstances. Many industries

involve goods or services that are not suitable for

arbitrage. For example, you cannot resell a haircut,

and hairdressers do not need market power to pre-

vent such activity. In other cases however, preven-

tion of arbitrage may be enforced by firms exercising

market power.

While textbook definitions of the necessary condi-

tions for price discrimination do list market power as

a necessary condition, it should be noted that in most

instances the textbooks are concerned with price dis-

crimination that allows firms to earn excess profits.7

This is clear from the fact that virtually all textbooks

analyse price discrimination only within the context

of monopoly. Market power is assumed from the

outset, with the question of interest being whether

price discrimination by a monopolist is likely to

improve or reduce social welfare, compared with a

non-discriminating monopolist.

Economic textbooks (and competition authorities)

generally give little consideration to price discrimina-

tion that is needed to maximise volumes in order to

minimise average cost and hence lower prices to all

consumers. Such price discrimination does not

involve market power, and is not imposed by firms

on the market, but rather is imposed by the market

on firms. The standard approach to price discrimi-
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nation contains a very large implicit assumption that

price discrimination means that the high priced seg-

ment of the market is paying higher prices than those

that would prevail if the price discrimination did not

exist. This is a critical assumption, as it is the link

between the observation of price discrimination and

the belief that it indicates the presence of market

power. This might seem like a reasonable assump-

tion, but in fact as a general proposition, it is not.

The example in the following section illustrates why.

PPrriiccee ddiissccrriimmiinnaattiioonn iinn ccoommppeettiittiivvee
mmaarrkkeettss
Price discrimination involves firms setting “dissimi-

lar conditions for equivalent transactions”. Most

commonly, this means that different margins8 are

earned on equivalent transactions. By definition

then, if the discrimination were absent, the firm

would earn the same margin on each transaction.

This is not to say that all prices would be the same,

but rather that any price differences could be fully

explained by cost differences.

As we noted above, the standard assumption is that

price discrimination always leads to some prices

being set higher than they would if there was a uni-

form price.9 However, this is not the case. Consider

the pricing of cinema tickets, in which price discrim-

ination is the norm. For simplicity, assume there are

only two customer segments, adults and children.10

The cinema has the option of setting a single price,

or setting a price to each segment. Assume that if

the cinema sets a single price, the price that covers its

costs in the long run is £10 per seat. However, at this

price, virtually no children attend the cinema so that

all of the fixed costs of the cinema need to be recov-

ered from adults only. If a lower price can be offered

to children so that they will attend, then the cinema

may be able to do better by offering two prices,

assuming it can discriminate reasonably effectively

between the groups. Suppose the cinema operator

sets a price of say £3 per child, and the variable cost

of selling additional seats is £1. At this price, signif-

icant numbers of children attend, contributing £2 per

child to help in the recovery of fixed costs. Children

will generally attend at different times (afternoons

rather than evenings) and see different movies, and

so this is additional profit for the cinema.

At this point, the cinema has increased it profits. Of

course, if the market is competitive, the story does

not end there. Prices will be driven back to the point

where costs are only just covered, which will tend to

occur through competition focussed on the adults.

This is because this is the most profitable segment of

the market, in the sense that there is the most to be

gained (or lost) through acquiring (or losing) adult

customers.11 If we make the assumption that one

child attends for every adult that attends, then the

cinema operator can lower the price of adult tickets

to £8 per adult while still breaking even.12 In the long

run, this will be the new competitive equilibrium.

The point of this rather stylised example is that with

price discrimination, all customers are now better

off. Children can now attend that were previously

excluded, while the price to adults has fallen. It is

tempting to see a price of £8 for adults and £3 for

children as a cross subsidy from adults to children,

but this is not the case. In fact, in a competitive cin-

ema market, all cinemas will have to offer this type

of pricing. If a cinema attempted to set a single (aver-

age) price, too few children would attend, increasing

the price that needed to be charged to adults, in turn

making the cinema uncompetitive. A striking feature

of the final market outcome is that not only are all

consumers better off, but also the market has

expanded. This is the exact opposite of the effect of

monopoly, which restricts output and increases

prices, making consumers worse off, either due to

having to pay higher prices or from being excluded

from the market.
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GGeenneerraall ccoonnddiittiioonnss
Price discrimination in a competitive market is not

about increasing prices to captive customers. By def-

inition, if the market is fully competitive then there

are no truly captive customers: even if some cus-

tomers must have the product, there are sufficient

suppliers to ensure a competitive price. Rather, it is

about capturing marginal contributions from low

value customers who are highly sensitive to prices

that would not otherwise be served if a single average

price was offered to all consumers. When such a

group exists and can be identified, volumes can be

increased, reducing the level of contribution that has

to be earned from each customer, including the high

value customers. That is why price discrimination is

not only stable in competitive markets, it is needed to

ensure all customers pay the minimum price possible

that still covers the costs of supply.

The reason that significant price discrimination

characterises competitive industries with substantial

fixed and common costs,13 such as airlines, hotels

and cinemas, is that it can lower the price to all users

of the service. It is most effective at doing this when:

• There are significant fixed and common

costs to be covered, meaning that high

value customers (with little sensitivity to

market price) are able to benefit from

low value customers being offered prices

below average cost but above marginal

cost, spreading the fixed and common

costs that need to be covered over more

customers.

• There are identifiable customers (that

can then be segmented) who are pre-

pared to pay more than the marginal

(or avoidable) cost of the service, but

relatively few of this group are pre-

pared to pay the average cost.

• Serving the low value (or marginal)

segment does not displace high value

customers.

When these conditions hold, competitive markets

with the above cost and demand characteristics will

require discriminatory pricing, as it maximises the

volume sold and minimises the cost to consumers -

the normal result of competition.

AA vvooiiccee iinn tthhee wwiillddeerrnneessss??
So far in this article we have argued that regulators

who treat price discrimination as prima facie evi-

dence of market power without further evidence are

quite wrong to do so. In saying this, are we just a

voice in the economic wilderness?  We don't think so.

Economic theory suggests that in competitive mar-

kets (over the long run) prices will tend to a level that

just covers the costs of production. However, in

businesses with significant fixed and common costs,

those costs need to be covered by the margin that is

earned over the variable cost of supply. This may

well be most efficiently achieved by price discrimina-

tion. It is well established in economic theory that

“discriminatory” prices can be set that allow all con-

sumers to be better off than when a single price is

set.14 It would be odd if firms in a competitive mar-

ket who were able to construct such a price scheme

were not forced to do so by the market, given that

this is the way that prices to all customers can be

minimised. Therefore, equating competitive markets

with only ever producing a single price outcome is, in

our view, simply wrong.

Other experts in the area are also aware that it is not

possible to draw an inference of market power direct-

ly from an observation of price discrimination. For

example, the current Director General of the Office

of Fair Trading in the UK, John Vickers states:

“The fact of price discrimination does not by

itself allow an inference of market power, still less

dominance. There are ample circumstances in
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which competition and price discrimination are

quite consistent.”15

Likewise, a recent article by Levine (2000) also con-

cludes that the presence of price discrimination can-

not be used alone to infer the presence of market

power:

“Price discrimination and a price dispersion equi-

librium very often occur in competitive markets as

a way of recovering costs common to producing

more than one unit of a good or service. In these

instances, price discrimination is simply a way of

distributing the burden of common costs among

customers in the least output-restricting way. In a

competitive market, all producers of goods or

services involving substantial common costs will

need to adopt discriminatory prices or product

strategies to survive … [In conclusion] … While

some price discriminating sellers can earn

monopoly rents, price discrimination alone is not

evidence of market power and should not be used

to justify regulatory intervention.”16

PPrriiccee ddiissccrriimmiinnaattiioonn aanndd mmaarrkkeett ppoowweerr
In our view price discrimination is not the “silver

bullet” for identifying market power that it is often

assumed to be. It is therefore not sufficient for a

competition authority to observe price discrimina-

tion and to therefore conclude that market power

exists. However, there is no denying that price dis-

crimination can be a sign of market power. The

problem is how to distinguish reliably between price

discrimination that indicates market power and price

discrimination that does not indicate market power.

In the above discussion we have in essence argued

that the key difference between price discrimination

with market power and without is the issue of

whether prices would be higher or lower for the high

priced group absent the discriminatory pricing. In

general, this is a difficult issue to assess, as it requires

an estimate of what the market price would be with-

out the price discrimination. In some cases it may be

possible to directly observe this. For example, if it is

possible to observe a very similar but geographically

distinct market that does not have the discriminatory

price structure. However, such instances are likely to

be rare and in general making the necessary judg-

ment on what the price level would otherwise be will

be difficult.

Instead, it will usually be necessary to consider indi-

rect indicators of whether price discrimination is

likely to be beneficial or detrimental to the high

priced group(s). Some that are relatively easy to

observe include:

• Evidence of a captive segment.

• Considering whether it is plausible that

the low priced group is highly price

sensitive.

• Examining the cost and capacity struc-

ture of the industry.

• Observing new entrant behaviour.

Whether or not the high priced group is captive

(meaning that it has no choice of competitive suppli-

ers or no close product substitutes) is a key issue.

There are situations where it is reasonably clear that

the low priced group or groups are getting very good

prices (for example, air travel), and it is therefore

thought that these groups are receiving some kind of

a subsidy from the high priced group. This is unlike-

ly to be the case if the high priced group is subject to

the same degree of competition as the low priced

group. First, there is in general no commercial logic

in “cross-subsidising” from one segment to another

in this fashion, nor is there business logic in compet-

ing hard for low value customers and not for high

value customers. If it is clear that competition for the

low price group is intense, and the same firms are

competing for the high value group, then it would

seem highly unlikely that the price discrimination

represents market power.



Another useful check is to consider whether it is

plausible that the low priced group is sufficiently

price sensitive for a large percentage of the low

priced market to cease to purchase if the low prices

were increased. For example, it is probably reason-

able to assume that increasing the price of children’s

cinema tickets towards the price paid by adults

would lead to a significant reduction in volumes and

revenues.

The cost and capacity structure of the industry is

also important. Volume increasing price discrimina-

tion is most likely when there is spare capacity that is

suitable for price sensitive customers. Most forms of

transport are good examples of this.

A further test of whether a firm or firms need “mar-

ket power” to apply the alleged anticompetitive price

structure is to consider carefully the structure of

prices offered by new entrants (if any exist). Clearly,

if new entrants mimic the price structure of incum-

bents, then a firm does not need market power to

offer the price structure under consideration. For

example, the new generation of low cost airlines

operating from secondary airports tend to price dis-

criminate between customers on the basis of how far

customers book in advance. This would suggest that

such practices by airlines operating from hubs such

as Heathrow could not be solely attributed to market

power. Further, if high priced groups are paying

excessive prices, entrants should be expected to

aggressively target this segment. If they do not, then

either the high price segment is captive (and the

investigating authority should specify why this is so),

or the “high price” segment is not actually paying

high prices, relative to those that would prevail with-

out the price discrimination.

CCoonncclluussiioonn
The purpose of this article is not to argue that price

discrimination cannot indicate market power. It can,

and it can be a very useful and potentially reasonably

objective measure in some cases. However, a compe-

tition authority cannot simply observe price discrim-

ination and conclude without further examination

that this infers either the existence of market power

or a competition problem. Price discrimination

might raise a valid question as to whether firms are

individually or collectively exercising market power,

but its observation alone cannot be used as substan-

tive evidence that market power exists.
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