
39

ORIGINAL PAPER

DOI: 10.26794/2308-944X-2023-11-3-39-48
UDC 338.5(045)
JEL D42, D40, L13

Does Price Discrimination Increase 
Social Welfare?

S. Poudel, D. Nepal
Institute of Agriculture and Animal Science, Tribhuvan University, Kathmandu, Nepal

ABSTRACT
The process of charging a different price to a different group of consumers for similar goods and services 
is called price discrimination. The relationship between price discrimination and social welfare has been 
an important topic of research and discussion for many years. The purpose of the study is to determine the 
conditions under which price discrimination improves or reduces social welfare. The authors used a method 
of series of literature reviews to gather information about the relationship between price discrimination 
and social welfare. The study showed that price discrimination can improve social welfare if output is 
increased. The increase in output increases social benefits and overcomes the loss of welfare due to the 
inefficient distribution of products. The key conclusion is that the social benefits of price discrimination are 
the availability of essential services to low-income groups and the maintenance of equity in the consumption 
of public goods. This study has major implications for the formulation of a policy that introduces price 
discrimination to maintain equity among different income groups and ensure the availability of high-cost 
essential services.
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ОРИГИНАЛЬНАЯ СТАТЬЯ

Повышает ли ценовая дискриминация 
социальное благосостояние?

Ш. Поудел, Д. Непал
Институт сельского хозяйства и зоотехники, Университет Трибхуван, Катманду, Непал

АННОТАЦИЯ
Процесс установления различных цен для разных групп потребителей на аналогичные товары и услу-
ги называется ценовой дискриминацией. Взаимосвязь между ценовой дискриминацией и социаль-
ным благосостоянием является важной темой исследований и дискуссий на протяжении многих лет. 
Цель исследования —  определить условия, при которых ценовая дискриминация улучшает или ухуд-
шает социальное благосостояние. Для сбора информации о взаимосвязи между ценовой дискрими-
нацией и социальным благосостоянием авторы использовали метод серии обзоров литературы. Ис-
следование показало, что ценовая дискриминация может улучшить социальное благосостояние, если 
увеличивается объем производства. Увеличение выпуска продукции повышает социальные выгоды 
и компенсирует потери благосостояния из-за неэффективного распределения продукции. Основной 
вывод заключается в том, что социальными выгодами ценовой дискриминации являются доступ-
ность основных услуг для групп населения с низким уровнем дохода и поддержание справедливости 
в потреблении общественных благ. Данное исследование имеет важное значение для разработки 
политики, предусматривающей введение ценовой дискриминации для поддержания справедливости 
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1. Introduction
1.1. Background
Price discrimination is one of the most common 
marketing strategies. It is a practice in which a 
homogeneous commodity is sold at the same 
time to different consumers at different prices 
[1]. There are three types of price discrimina-
tion: first-degree or perfect price discrimination, 
second-degree price discrimination or nonlin-
ear pricing, and third-degree price discrimina-
tion. In first-degree price discrimination, the 
seller charges a different price for each unit of 
the good in such a way that the price for each 
unit is equal to the maximum willingness to pay 
for the unit product. In this case, all the profit 
from the trade goes to the monopolist, which 
is efficient because there is no deadweight loss. 
The second-degree of price discrimination oc-
curs when a different price is charged for a dif-
ferent number of products bought but not across 
consumers. This means every consumer gets the 
same price list, but it depends on the number 
of products they buy. The third-degree of price 
discrimination occurs when different custom-
ers are charged different prices. This is the most 
common type of price discrimination we can 
see in our society [2]. For example, airlines and 
travel agencies provide identical services but 
apply varied pricing structures for distinct de-
mographic groups like children, students, and 
adults. Moreover, discrimination in pricing is 
prevalent in sectors like telecommunication fees, 
electricity pricing, and various industries domi-
nated by oligopolistic enterprises [3].

For successful discrimination, there are some 
conditions. First, the firm should determine dif-
ferent segments of the market, and these different 
segments should have different price elasticity. 
Markets must be differentiated based on the na-
ture of use, physical distance, and time. Similarly, 
the firm should have monopoly power [4].

Since the 1920s, there has been an issue among 
economists about whether price discrimination 

increases or decreases social welfare. Social welfare 
is considered optimal when it is not practicable 
to make anyone better off from the allocation of 
goods and services without making anyone worse 
off [5]. Pigou [2] demonstrated that under restric-
tive conditions, social discrimination reduces social 
welfare. He demonstrated that price discrimination 
reduces social welfare by adopting three assump-
tions. All markets must have nondiscriminatory 
prices, surpluses derived from groups of consum-
ers, and profits that contribute equally to social 
welfare and have linear demand functions [2]. After 
some time, different academics showed that price 
discrimination can improve social welfare under a 
specified condition [6]. For welfare improvement, 
an increase in total output is the most important 
condition [7]. In third-degree price discrimination, 
there is the existence of consumer inefficiency, 
which means the output is not distributed opti-
mally as their marginal utility is unequal. When 
there is a transformation from uniform pricing to 
price discrimination, a higher valuation of goods 
occurs, and consumers have a lower willingness to 
pay. The only way to avoid consumer inefficiency 
is to increase social output, which leads to social 
welfare [8]. To raise the condition of social welfare, 
the total output with discrimination should exceed 
the non-discrimination level [9]. Dwivedi [10] re-
ported that price discrimination can be beneficial 
if it enhances overall social welfare by enabling 
lower-income families to afford products that they 
couldn’t at regular market prices. This can lead to 
an improved standard of living and greater access 
to a variety of goods.

The relationship between price discrimination 
and social welfare has been an ongoing debate for 
many years. The social eligibility of third-degree 
price discrimination has been a very important 
research topic since the pioneering analysis of the 
problem done by Robinson [4]. Many economists 
consider price discrimination a good policy to 
improve social welfare, and many economists are 
raising questions about the consumption ineffi-
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ciency resulting from price discrimination. This 
study focuses on third-degree price discrimination 
because it is a common strategy in industries like 
transportation, healthcare, and entertainment. 
It’s relevant for understanding real-world pricing 
effects on social welfare and informing policymak-
ing on consumer protection, anti-discrimination 
regulations, and competition policy. This pricing 
approach involves categorizing consumers based 
on observable traits, enabling a deep examina-
tion of how it affects diverse consumer groups 
and highlighting potential disparities in access 
to goods and services, impacting social welfare. 
This review paper provides a brief overview of 
the conditions under which price discrimination 
improves welfare and causes social welfare loss. 
It also presents the effects of price discrimination 
on the consumer and society.

1.2. Objectives
1. To determine if consumers are better off from 

price discrimination.
2. To determine if society as a whole is better 

off from price discrimination.
3. To determine the condition required for the 

improvement of social welfare from price discrimi-
nation and its social impact.

2. Materials and methods
2.1. Desk study
A desk study was done on the topic of price dis-
crimination and social welfare to collect the 
relevant information. A brief study was done to 
find out the relationship between price discrimi-
nation and social welfare.

2.2. Collection of articles
After doing a series of literature studies, a num-
ber of articles related to price discrimination 
were collected. Then the most relevant articles 
were selected and studied thoroughly to gener-
ate ideas. A brief study about price discrimina-
tion, its types, advantages, and disadvantages 
was done. Similarly, a brief study of the concept 
of social welfare was done. The key points de-
rived from these articles were documented, and 
further study was performed.

2.3. Summarization of ideas from articles
The information and results collected from dif-
ferent articles were written and critically evalu-

ated, and the findings were illustrated in the re-
sults and discussion section.

3. Results and discussion
3.1. Real life instances of price 
discrimination in society
If the seller can readily distinguish between cus-
tomers with varying degrees of demand elastic-
ity, they may opt for third-degree price discrimi-
nation. Numerous examples of third-degree 
price discrimination exist, such as discounts for 
senior citizens or students, fluctuating rates for 
weekends versus weekdays, and variable utility 
charges. In the past, federal marketing orders 
for agricultural products have served as illustra-
tions of third-degree price discrimination [11]. 
For instance, federal milk marketing orders are 
designed to accommodate disparities in demand 
for milk used in beverages, soft dairy products 
(like yogurts and soft cheeses), hard dairy prod-
ucts (including butter and hard cheeses), and dry 
milk [12].

Consider a cafe that provides senior citizens 
with a discount on coffee. Even though the cost 
of producing a cup of coffee remains consistent, 
they charge 25-year-old customers more than 
their 75-year-old counterparts. This practice is 
likely based on the cafe owner’s belief that senior 
citizens have more elastic demands than younger 
customers, allowing them to profit from varying 
prices. It’s crucial to emphasize that price dis-
crimination involves charging different prices for 
the same product or service. On the other hand, 
there are instances, like higher insurance rates for 
parents of teenage drivers, where certain custom-
ers are charged more due to increased risk and 
costs [11].

3.2. Change in welfare effect while 
shifting from uniform pricing to price 
discrimination
Any policy or economic change, in Kaldor’s view, 
improves social welfare because the gainer can 
make up for the losers while still benefiting. 
Hicks asserts that a change is socially beneficial 
if it causes some people to gain and others to 
lose, and the losers are unable to compensate 
the winners in a way that would prevent them 
from supporting the change. The Hicks’ crite-
rion offers an exact definition of compensation. 
According to Mukoyama [13], the major critique 
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of the Kaldor-Hicks’ criterion is that the com-
pensation from winners to losers does not have 
to take place: the transfer is purely hypothetical. 
Thus, if, for example, a social welfare function 
places more weight on the losers’ loss than the 
winners’ gain, the Kaldor-Hicks criterion may 
not be compatible with maximizing social wel-
fare. Such an issue does not occur if we stick to 
the Pareto criterion, which imposes a higher bar 
on conducting a policy.

3.2.1. Welfare effects of price discrimination
According to Aguirre [14], the assumptions are:

Consider good is sold in the two different mar-
kets.

The demand function is given by Di(pi) in mar-
ket i (where i = 1,2).

Where pi is the price taken in the market.
The inverse demand function is given by pi(qi).
Where qi is the sold quantity.
For market 1

Welfare (W1) = ( )
2

1 1 1

1

q

q

p q c dq − ∫ .  (1)

For market 2

Welfare (W2) = ( )
2

2 2 2

1

q

q

p q c dq − ∫ .  (2)

Then, the change in welfare while converting 
from uniform pricing to price discrimination is 
given by:

     ΔW = W1 + W2.  (3)

The welfare effect of third-degree price dis-
crimination is shown in Fig. 1. The figure shows 
the calculation of the welfare effect of third-de-
gree price discrimination by adding the positive 
and negative changes in the total surplus in the 
market. When there is a move from uniform pric-
ing to price discrimination, then the change in 
welfare is the sum of the cumulative difference 
between the price and marginal cost for indi-
vidual markets between the outputs under price 
discrimination [12]. Chung [15] studied the effect 
of price discrimination on welfare in cases where 
firms differ in the costs associated with improv-
ing product quality. The study demonstrated that, 
when there is a significant cost difference between 
the firms, price discrimination can enhance social 
welfare when compared to uniform pricing.

3.2.2. Use of misallocation effect and output 
effect on social welfare
Figure 2 depicts the breakdown of the effect of 
social welfare into the misallocation effect and 
the output effect. The misallocation effect dem-
onstrates the reduction in welfare caused by the 
transfer of q units of production from a market 
with lower elasticity to one with higher elastic-
ity. The output effect illustrates the impact of 
changes in total output on social welfare [16]. 
Third-degree price discrimination’s contribution 
to total output plays a crucial role in the effect 
of total output on social welfare. As the misallo-
cation effect is always negative, the output effect 
should be positive to increase total social wel-
fare [14]. To improve social welfare, an increase 
in output is required [9]. If total output remains 
constant, price discrimination in linear demand 
reduces social welfare. Similarly, when total out-
put is increased, there would be no misalloca-
tion effects and a positive output effect [14].

Third-degree price discrimination leads to al-
locative inefficiency because it causes consumers 
with the same marginal utility to pay different 
prices based on how the market groups them. So, 
for third-degree price discrimination to improve 
social welfare, it must lead to a big increase in 
total output to make up for the way the market is 
misallocating resources [17]. Galera [18] studied 
how price discrimination affects welfare when 
quality disparities exist. Their findings indicate 
that when local firms’ product qualities are identi-
cal, price discrimination consistently leads to an 
increase in welfare, primarily driven by a positive 
allocation effect associated with price discrimi-
nation.

3.3. The effect of price discrimination 
on welfare using the demand function
Consider the market to be strong if the discrimi-
natory price is higher than the non-discrimina-
tory price, and weak if it is lower. It is assumed 
that social welfare is proportional to the magni-
tude of discrimination. Likewise, it was assumed 
that both markets were supplied with positive 
quantities at non-discriminatory prices [19]. 
There is a reduction in social welfare if the direct 
demand function is at least convex in the strong 
market than that in the weak market (when the 
price rises with discrimination). For example, 
the demand curve has the same curvature, or 
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the demand curve is linear, so the curvatures are 
zero. There is improvement in social welfare if 
the inverse demand function in a weak market 
is more convex than in a strong market and the 
prices of discrimination are close to each other. 
When total output increases, societal welfare 
improves. When discriminatory prices are close 
together, there is a decrease in social welfare, 
which is also known as the misallocation effect. 
A strong market, for instance, possesses a linear 
demand function, whereas a weak market pos-
sesses an exponential demand function [20].

Certain conditions must be met for price dis-
crimination to increase social welfare. A small 
amount of price discrimination increases welfare 
when direct demand in a strong market is less 
convex than direct demand in a weak market when 

the market is initially priced without discrimi-
nation. When prices are initially discriminatory, 
marginal reductions in discrimination increase 
welfare when the inverse demand function in a 
strong market is less convex than in a weak mar-
ket. Examples include demand functions with 
constant elasticity. Price increases that occur 
when demand is concave have a negligible effect 
on welfare. If a price falls in convexity, there is a 
substantial increase in output and welfare. When 
the price was increased in a market with concave 
demand and decreased in a market with convex 
demand, the output rose in a similar fashion [20]. 
When the weak market has convex demand and 
the strong market has concave demand, and one 
of the markets has strict convexity and concav-
ity, it guarantees an increase in total output due 

 Fig. 1. Welfare effects of price discrimination

Source: Aguirre, 2012 [14].

Fig. 2. Misallocation and output effect

Source: Aguirre, 2012 [14].
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to price discrimination of the third degree [21]. 
While considering input costs based on prior re-
search, Miklos and Shaffer [22] discovered that 
implementing price discrimination is less likely 
to result in an overall increase in total output if 
competition is more intense in strong markets 
compared to weak markets.

Suppose inverse demand is p1(q) and trans-
form inverse demand is p2(q). As price, demand 
slope and quantity are the same, the marginal 
revenues (MR) for two demand functions are equal 
to quantity q0. Marginal revenue with p2(q) is al-
ways below p1(q) because of the price reduction. 
The discrimination output is determined by the 
intersection of MR and MC. Here, the welfare gain 
in a weak market due to discrimination is lower 
than the transformed function. For every quantity, 
the price is lower because the output increase is 
lower. In Fig. 3, MNq1 q0 shows the welfare gain 
from price discrimination with a linear demand 
function, and MZq2q0 shows the welfare gain from 
discrimination with a concave demand curve [20].

3.4. Price discrimination in homogeneous 
and heterogeneous firms
The most important condition for the improve-
ment of welfare is an increase in total output. 
In third-degree price discrimination, there is 
no optimum distribution of output to the con-
sumer because of their unequal marginal util-
ity. In homogeneous firms, while changing from 

uniform pricing to price discrimination, units 
of the product are withdrawn from consumers 
with higher good valuations and offered to con-
sumers with low willingness to pay. Increasing 
output is the only way to prevent consumer in-
efficiency [8].

In the case of heterogeneous firms, to prevent 
consumer surplus inefficiency, better redistri-
bution of output can be done. In this condition, 
a fall in output may not be responsible for the 
decrease in welfare caused by introducing price 
discrimination. When there are consumption ex-
ternalities, the assumption of an increase in total 
output to improve social welfare may not hold [8]. 
For example, some bars give discounts on drinks 
to women to attract more women, and they also 
hope to attract more men too. With the increase 
in the number of women, the willingness to pay 
for men also increases. Positive externalities help 
to improve welfare [23].

3.5. Price discrimination and consumer 
welfare
The contribution of price discrimination to the 
better of consumers as a whole depends on 
whether the total output of the good increases 
or not. When the output effect is not considered, 
the inefficient distribution of goods under price 
discrimination can affect social welfare nega-
tively [24]. Under price discrimination, the con-
dition of the same marginal rate of substitution 

 
Fig. 3. Relationship of marginal revenue curve associated with demand curve that have point of tangency

Source: Based on Cowan, 2008 [20].
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for any of the two goods for all consumers is vio-
lated. This occurs because different consumers 
are charged different prices. Here, the welfare 
of one consumer can be increased without af-
fecting the welfare of other consumers. However, 
third-degree price discrimination for any given 
level of output will have a negative effect on 
the efficiency of the distribution of goods and 
reduce consumer welfare [25]. So when output 
is increased due to price discrimination, it has 
social benefits and overcomes the loss of wel-
fare due to the inefficient distribution of prod-
ucts. Similarly, price discrimination is adopted 
by sellers to capture the market’s consumer sur-
plus. Sellers can get higher total revenue from 
price discrimination than from uniform pricing.

Leslie [26] studied the impact of third-degree 
price discrimination on a Broadway theater perfor-
mance, specifically the 50% discount offered at the 
ticket discount booth. His findings revealed that 
implementing this discount led to a 5% increase 
in profits compared to a uniform pricing strategy. 
However, Leslie [26] also discovered that the cur-
rent 50% discount is excessively generous, result-
ing in a significant shift of customers away from 
full-price tickets. By reducing the discount to 30%, 
profits would actually increase by 7% compared to 
the uniform pricing strategy. Additionally, Leslie 
quantifies the overall consumer welfare effects of 
price discrimination and determines them to be 
relatively small.

3.6. Price discrimination and the betterment 
of society as a whole
It is difficult to determine the desirability of 
price discrimination for a society as a whole. 
Price discrimination is considered desirable if 
it can increase the total output, but it is a fact 
that it causes the inefficient distribution of re-
sources. In some cases, no output of a product is 
produced at a single price, and it only becomes 
profitable under price discrimination. In such 
cases, price discrimination is socially justified 
[27]. In the agricultural sector, farmers can in-
crease their earnings by applying distinct prices 
to various consumer segments. This stimulates 
greater output, innovation, and technology in-
vestment. The ensuing efficiency leads to re-
duced costs, making food more accessible and 
affordable for all consumers. Furthermore, this 
approach optimizes supply and demand align-

ment, minimizing waste and enhancing resource 
distribution. For instance, farmers can offer var-
ying quality produce at varying prices to cater to 
different consumer preferences [28].

However, price discrimination can also result 
in negative effects on the betterment of society 
as a whole. It can lead to inequality and unequal 
access to goods and services, as some consumers 
may be excluded from certain markets or may 
not be able to afford higher-quality produce. The 
reduced market competition can lead to higher 
prices for consumers in the long run [29].

Besanko [30] studied a scenario where ketchup 
was sold at a fixed price for everyone. They then 
looked at what would happen if companies could 
figure out which customers might be more or less 
willing to pay for their product. Surprisingly, they 
discovered that when companies could charge 
different prices to different types of customers, 
it didn’t lead to a fierce price war. It not only im-
proved social benefits but also effectively boosted 
the companies’ profits.

Brenkers and Verboven [31] examined a situa-
tion where car manufacturers were charging dif-
ferent prices to customers from different countries. 
However, in the future, they wouldn’t be able to 
do this because of improved market integration. 
We may assume that this would lead to intense 
competition because domestic and foreign firms 
have opposite strengths and weaknesses in their 
respective markets. Surprisingly, their findings 
showed that eliminating price discrimination 
didn’t result in an all-out price war. Instead, it 
caused prices for domestic firms to go down while 
prices for foreign firms went up. The impact on 
industry profits and overall social welfare was 
relatively modest unless high prices in the United 
Kingdom were a result of collusion among com-
panies.

Some of the benefits of price discrimination 
for the whole society are illustrated below.

3.6.1. Availability of high-cost essential 
services
For goods and services that are essential to soci-
ety as a whole but whose production is not prof-
itable because of falling long-run average costs 
much above the average demand curve, price 
discrimination is socially justifiable.

In most public services, such as transporta-
tion services and post office services, this kind of 
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condition arises. In this kind of situation, higher-
paying groups subsidize the lower-paying groups. 
The production of these essential goods and 
services is possible only because of the subsidy 
provision provided to lower-income groups by 
higher-income groups [10].

3.6.2. Maintaining equity  
in the consumption of public goods
In our society, there is an unequal distribution 
of income. So, the unequal distribution of goods 
may have a positive effect on lower-income 
people. When the higher price is charged to 
the higher income group and the lower price is 
charged to the lower-income group, the redis-
tributed effect benefits the poor at the expense 
of the rich. For instance, when hydroelectricity 
projects are initiated, industry owners benefit 
more than households, and European countries 
benefit more than African nations from the uni-
form pricing of pharmaceuticals. Under these 
circumstances, uniform pricing cannot be so-
cially justified [10].

In the agricultural sector, public goods may 
include farming extension services, efforts to 
conserve soil and water, and research and devel-
opment projects that benefit both farmers and 
society. In order to ensure that all farmers, regard-
less of their level of income or the size of their 
operation, can access these public commodities, 
price discrimination is a necessary step. For ex-
ample, the agriculture extension service may offer 
training programs or workshops with sliding scale 
fees so that farmers with limited resources can still 
attend. Similar to this, study organizations might 
provide small farmers with discounted rates for 
seeds or plant materials, ensuring that they have 
access to the newest varieties and innovations.

To maintain equality among different income 
groups, price discrimination plays a great role. As 
it promotes social equity, price discrimination is 
justified socially. However, in the absence of op-
timal allocation of resources and distributive ef-
ficiency, price discrimination is not desirable [28].

3.6.3. Availability of essential services 
to low-income groups
When a single price is applied uniformly to eve-
ryone, it can lead to low-income individuals be-
ing unable to afford essential goods and services. 
This is particularly true when there is a monop-

oly on the product or service, such as in the case 
of electricity, where higher-income individuals 
can afford to use more while lower-income in-
dividuals are unable to use any. This results in 
a waste of resources, particularly in the case of 
hydroelectricity, causing social harm. Therefore, 
price discrimination can help improve social 
welfare by ensuring that everyone can access 
essential goods and services at a price they can 
afford [10].

Price discrimination in agriculture can enhance 
affordability for low-income consumers. Farmers 
markets might provide discounts or sliding-scale 
pricing, making healthy food accessible. This ap-
proach aids small and local farmers against bigger 
competitors and caters to niche markets, poten-
tially boosting profitability through premium pric-
ing for sustainable or locally sourced goods [28].

4. Conclusion and policy implications
The most common type of price discrimination 
seen in our society is third-degree price dis-
crimination. The social eligibility of third-de-
gree price discrimination has been an important 
topic of discussion and research for many years. 
Some economists consider it a good policy, and 
others disagree. Price discrimination has both 
social benefits and harm. Price discrimination 
is harmful to society when there is an ineffec-
tive distribution of resources in society between 
different consumers or users, which results in a 
minimization of the output, employment, and 
income. It causes a deviation of the resources 
from social optimum utilization. Similarly, there 
will be a waste of resources, and people should 
pay more for a small quantity. In most cases, 
price discrimination results in a loss of social 
welfare because, for most consumers, the price 
of the product is more than the marginal cost of 
supply. When discrimination occurs in a situa-
tion of falling average costs, it becomes advanta-
geous to consumers and gives a larger output to 
the market. Some of the consumers benefit be-
cause they can buy the product at a lower price. 
Consumers with lower incomes are priced into 
the market if the suppliers charge them less 
money.

The study of price discrimination and its role 
in social welfare gives an idea about introducing 
price discrimination in the formulation of policy 
that helps in ensuring the adequate supply of 

Review of Business and Economics Studies



47

high-cost essential services, making the avail-
ability of high-cost essential services available 
to low-income groups, and ensuring cost-benefit 

equity in the consumption of public goods. Its 
study helps us formulate policies to improve so-
cial welfare.
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