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Introduction to Third Degree Price Discrimination

Third degree price discrimination is a common pricing strategy employed by monopolists and firms
with market power. It involves dividing the market into distinct segments based on observable
characteristics such as age, location, or income, and charging different prices to each segment. This
approach allows firms to maximize profits by capturing consumer surplus across different groups.

In this context, the statement "Under Third Degree Price Discrimination, The Monopolist Charges A
Higher Price In The Market With: A" points to the specific conditions under which a monopolist might
charge higher prices in one segment compared to another. Understanding this phenomenon requires
exploring the principles of third degree price discrimination, the factors influencing price differences
across markets, and the economic rationale behind such pricing strategies.

---

Fundamentals of Third Degree Price Discrimination

Definition and Characteristics

Third degree price discrimination occurs when a firm:

- Segments the market into distinct groups based on observable characteristics.
- Charges different prices to each group.
- Aims to maximize overall profit by exploiting differences in price elasticity of demand across
segments.

Key Conditions for Implementation

For third degree price discrimination to be effective, several conditions must be met:

- Market Segmentation is Observable and Enforceable
- The firm can prevent resale between segments
- Demand elasticities differ across segments
- The firm possesses some market power (monopoly or near-monopoly conditions)

Examples of Market Segments

Common examples include:



- Student discounts vs. regular adult prices
- Different pricing in international markets
- Senior citizen discounts
- Geographic pricing (urban vs. rural)

---

Why Does a Monopolist Charge a Higher Price in Certain Markets?

Market Segmentation and Demand Elasticity

The core reason behind differential pricing lies in the variation in demand elasticity:

- Inelastic Demand Markets: Consumers are less sensitive to price changes; they tend to purchase
regardless of price increases.
- Elastic Demand Markets: Consumers are more sensitive; higher prices lead to significant drops in
quantity demanded.

A monopolist, aiming to maximize profits, will charge higher prices in markets with inelastic demand
because the quantity demanded does not decrease substantially with price hikes, allowing the firm to
extract more consumer surplus.

Factors Influencing Higher Pricing

Several factors contribute to a monopolist charging higher prices in specific markets:

1. Lower Price Elasticity of Demand: Consumers in that market are less responsive to price increases.
2. Limited Competition: Monopolist faces little to no competition in that segment, enabling higher
pricing.
3. Higher Income Levels: Consumers with higher disposable incomes can bear higher prices.
4. Cost Differences: Sometimes, increased costs in serving a particular market justify higher prices,
though this is more about cost-based pricing.
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Theoretical Framework: Price-Elasticity and Optimal Pricing

The Role of Price Elasticity of Demand

The monopolist's optimal pricing decision under third degree price discrimination hinges on the
elasticity of demand in each market segment:

- Inelastic Market: Price can be raised without significantly reducing quantity demanded.
- Elastic Market: Price should be kept lower to prevent losing demand.

Profit Maximization Condition

The monopolist sets prices by equating marginal revenue (MR) to marginal cost (MC), considering the
demand elasticity:

\[



MR = P \left( 1 + \frac{1}{E_d} \right)
\]

where:

- \( P \) = price in that segment
- \( E_d \) = price elasticity of demand in that segment

Since inelastic segments have \( |E_d| < 1 \), increasing the price raises total revenue, justifying
higher prices.

---

Practical Illustration: Market Segmentation and Pricing

Example Scenario

Suppose a monopolist sells a product in two markets:

- Market A: Urban area with high-income consumers, demand is relatively inelastic.
- Market B: Rural area with lower-income consumers, demand is more elastic.

Pricing Strategy

- The monopolist charges a higher price in Market A because demand is less sensitive.
- In Market B, to avoid losing too many customers, the firm sets a lower price.

Resulting Pricing Pattern

- Market A: Higher price, lower elasticity.
- Market B: Lower price, higher elasticity.

This pricing pattern exemplifies third degree price discrimination, with the monopolist maximizing
profit by adjusting prices according to demand sensitivities.

---

Conditions Favoring Higher Prices in Specific Markets

Market Power and Resale Prevention

The ability to prevent resale between segments is crucial, ensuring that consumers who purchase at
lower prices cannot resell to higher-priced markets.

Consumer Income and Willingness to Pay

Higher-income consumers or those with a greater willingness to pay justify higher prices.

Cost Structures

If serving a particular market involves higher costs (e.g., distribution costs), higher prices may be



justified.

---

Advantages and Disadvantages of Third Degree Price Discrimination

Advantages

- Increased Revenue: By capturing consumer surplus from different segments.
- Market Expansion: Allows firms to serve diverse markets effectively.
- Efficient Resource Allocation: Reflects differences in consumers’ valuation of the product.

Disadvantages

- Potential Fairness Issues: Some consumers may perceive pricing as unjust.
- Implementation Costs: Segmentation and enforcement require resources.
- Resale Risks: Difficulties in preventing resale can undermine pricing strategy.

---

Legal and Ethical Considerations

While third degree price discrimination is generally legal, certain practices may cross ethical
boundaries or violate laws, such as:

- Discriminatory pricing based on race, gender, or other protected attributes
- Price discrimination that leads to unfair practices in some jurisdictions

Firms must navigate legal frameworks carefully to avoid penalties and reputational damage.

---

Conclusion: The Strategic Rationale Behind Higher Prices in Certain Markets

In summary, under third degree price discrimination, the monopolist charges higher prices in markets
characterized by inelastic demand, limited competition, and higher consumer willingness to pay. This
strategy enables the firm to maximize profits by extracting maximum consumer surplus from different
segments, tailored to their demand elasticity and market conditions.

Understanding these principles allows businesses to implement effective pricing strategies that
optimize revenue while considering ethical and legal boundaries. As markets evolve and consumer
data becomes more sophisticated, the ability to segment markets and price accordingly will remain a
vital aspect of monopoly and oligopoly strategies.

---
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By understanding the dynamics behind third degree price discrimination and why monopolists charge
higher prices in certain markets, businesses can develop more nuanced and profitable pricing
strategies. Proper segmentation and demand analysis are essential tools in this process, ensuring that
firms capitalize on consumer differences while maintaining fair and legal practices.

Frequently Asked Questions

What is third-degree price discrimination in monopoly
markets?
Third-degree price discrimination occurs when a monopolist charges different prices to different
consumer groups based on their identifiable characteristics or market segments.

In the context of third-degree price discrimination, what does
the monopolist do in the market with a higher price?
The monopolist charges a higher price in the market where the demand is less elastic or where
consumers have a greater willingness to pay, maximizing profits from that segment.

What factors lead a monopolist to set a higher price in one
market under third-degree price discrimination?
Factors include differences in consumer income, demand elasticity, and willingness to pay, which
allow the monopolist to segment markets and set higher prices where demand is less elastic.



How does the monopolist determine which market should
have the higher price in third-degree price discrimination?
The monopolist analyzes demand elasticity in each market; the market with less elastic demand (less
sensitive to price changes) is charged a higher price to maximize profits.

Why is third-degree price discrimination considered beneficial
for the monopolist?
Because it allows the monopolist to capture more consumer surplus and increase overall profit by
charging different prices based on consumer segment characteristics.

Does third-degree price discrimination always lead to higher
prices for consumers in the market with higher prices?
Not necessarily always, but generally, the market with less elastic demand will see higher prices,
potentially leading to higher costs for consumers in that segment.

What are examples of markets or products where third-
degree price discrimination is commonly applied?
Examples include movie tickets for different age groups, airline ticket pricing based on booking class
and customer location, and student discounts in various services.

Additional Resources
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In the complex world of market strategies, price discrimination stands out as a powerful tool for
monopolists seeking to maximize profits. Among the various types—first, second, and third
degree—third degree price discrimination is particularly intriguing because it involves charging
different prices for the same product across different segments of the market based on consumers’
willingness or ability to pay. A key facet of this strategy is its ability to enable monopolists to set
higher prices in specific markets under certain conditions. This article delves into the circumstances
under which a monopolist charges higher prices in one market segment over another, exploring the
underlying economics, strategic motivations, and real-world examples.
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Understanding Third Degree Price Discrimination

Third degree price discrimination occurs when a monopolist divides its market into separate segments
and charges different prices to each, based on varying elasticities of demand. Unlike first-degree
discrimination, which involves perfectly tailoring prices to each individual consumer, or second-degree
discrimination, which depends on consumers’ purchase quantities or versions, third degree relies on



segmenting consumers into identifiable groups.

Key Features of Third Degree Price Discrimination:

- Market Segmentation: The monopolist identifies distinct groups with different willingness to pay.
- Price Differentiation: Different prices are set for each segment.
- Legal and Practical Identification: Segments are distinguishable through factors like location, age, or
income.

Mathematically:

If the monopolist faces two segments, i and j, with respective demand functions \( Q_i = D_i(P_i) \) and
\( Q_j = D_j(P_j) \), it maximizes profit by setting prices \( P_i \) and \( P_j \) such that:

\[
MR_i = MC \quad \text{and} \quad MR_j = MC
\]

where \( MR \) is marginal revenue and \( MC \) is marginal cost. Since demand elasticities differ
across segments, the monopolist often charges higher prices where demand is less elastic.

---

Factors Influencing Higher Prices in Specific Markets

The central question: under what circumstances does the monopolist charge a higher price in one
market segment compared to another? This depends on several economic factors:

1. Demand Elasticity Differences

The most critical factor is the variation in demand elasticity across segments.

- Inelastic Demand Leads to Higher Prices: When a segment's demand is relatively inelastic—meaning
consumers are less sensitive to price changes—the monopolist can charge a higher price without
losing significant sales.
- Elastic Demand Limits Pricing Power: Conversely, in segments with highly elastic demand, raising
prices would cause a sharp decline in quantity demanded, reducing overall profit.

Example: An airline charging premium prices to business travelers (less price-sensitive) versus lower
fares for leisure travelers (more price-sensitive).

2. Market Segmentation and Consumer Profile

Market segmentation based on identifiable characteristics influences pricing:

- Geographical Segmentation: Urban vs. rural markets.
- Demographics: Age groups, income levels, or occupation.
- Behavioral Segmentation: Usage rates or brand loyalty.



In each case, the monopolist evaluates which segment can bear higher prices based on consumer
profiles and willingness to pay.

3. Legal and Regulatory Constraints

Legal barriers can influence pricing strategies:

- Price Discrimination Laws: Regulations may restrict certain forms of discrimination.
- Pricing Regulations: Price caps or controls can limit the extent of price differences.

When legal constraints are weaker in a segment, the monopolist may find it more feasible to charge
higher prices.

4. Cost Structures and Distribution Channels

Cost differences across segments can justify higher prices:

- Distribution Costs: Serving certain segments may be more expensive, influencing pricing.
- Product Customization: Additional features or services offered to specific segments can warrant
higher prices.

5. Availability of Substitutes

The presence or absence of substitutes affects pricing:

- Limited Substitutes: Higher prices are sustainable.
- Many Substitutes: Competitive pressure forces lower prices.

---

Why Does the Monopolist Charge a Higher Price in
Some Markets?

Understanding the rationale behind higher pricing in certain segments reveals strategic
considerations:

1. Maximizing Revenue from Inelastic Demand

In segments where consumers exhibit inelastic demand, the monopolist can:

- Capture more consumer surplus.
- Increase overall profit margins.
- Offset lower margins in elastic segments.

For example: A pharmaceutical company may charge higher prices in wealthier countries where
demand is less sensitive to price changes.

2. Efficiency in Market Segmentation



Charging higher prices in less elastic segments is often more efficient because:

- It reduces the risk of losing sales due to price hikes.
- It allows the monopolist to serve multiple segments without cannibalizing sales.

3. Market Power and Consumer Loyalty

In markets with strong brand loyalty or limited substitutes, monopolists can leverage their market
power:

- They may set higher prices confidently.
- Consumers are less likely to switch to alternatives.

Example: Luxury brands charging premium prices in affluent markets.

4. Cost Recovery and Investment Incentives

Higher prices in specific markets can help recover costs or fund investments:

- High-cost segments may demand higher prices to ensure profitability.
- Premium services or features justify increased charges.

---

Real-World Examples of Third Degree Price
Discrimination

To better illustrate these principles, consider the following real-world scenarios:

1. Airlines and Dynamic Pricing

- Business vs. Leisure Travelers: Airlines charge business travelers higher fares due to their inelastic
demand—these travelers often need flexible schedules and are less sensitive to price changes.
- Geographical Markets: Prices vary across countries based on income levels, demand elasticity, and
competition.

2. Pharmaceutical Industry

- Developed vs. Developing Countries: Prices are higher in wealthier nations, where demand is less
elastic, enabling companies to recoup R&D costs while offering lower prices elsewhere to improve
access.

3. Educational Institutions and Tuition

- Domestic vs. International Students: Universities often charge international students higher tuition
fees, recognizing their inelastic demand due to fewer local options.

4. Media and Entertainment



- Subscription Pricing: Streaming services may charge different prices based on regional demand
elasticity, offering premium packages in less elastic markets.

---

Implications for Consumers and Policy Makers

Understanding the dynamics of third degree price discrimination has important implications:

For Consumers:

- Price Disparities: Consumers in less elastic markets or with less bargaining power may pay
significantly higher prices.
- Market Access: Price discrimination can improve access in some segments but also raise concerns
about fairness and equity.

For Policy Makers:

- Regulation and Fair Competition: Authorities need to monitor and regulate discriminatory pricing
practices to prevent exploitation.
- Consumer Welfare: While price discrimination can lead to efficiency gains, excessive pricing in
certain segments can harm consumer welfare.

---

Conclusion

In the realm of third degree price discrimination, the strategic decision of a monopolist to charge
higher prices in specific markets hinges on demand elasticity, consumer profiles, legal environment,
and costs. When demand in a particular segment is relatively inelastic, the monopolist has a strong
incentive to set higher prices, capturing more consumer surplus and maximizing profits. This practice
underscores the nuanced interplay between economic theory and market realities, revealing how
firms leverage consumer differences to optimize outcomes.

While the benefits for firms are clear, the implications for consumers and regulators remain complex.
As markets continue to evolve—especially with advances in data analytics and digital platforms—the
scope and impact of third degree price discrimination will likely expand, challenging policymakers to
strike a balance between efficiency and fairness. Understanding these underlying principles offers
valuable insight into how monopolists operate and how markets are shaped by strategic pricing
decisions.
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