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Introduction

• These slides intend to illuminate some of the economic 
concepts that lay behind the observations found here:

• https://twitter.com/anthonyjevans/status/9939188661862
97349
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Apple’s pricing strategy

“When Apple, a computer-maker, launched its pocket-sized 
music-player in October 2001, there was no shortage of 
sceptical answers. Critics pointed to its high price—at $399, 
the iPod cost far more than rival music players—and to the 
difficulty Apple would have competing in the cut-throat 
consumer-electronics market. Worse, Apple launched the iPod 
in the depths of a technology slump. Internet discussion boards 
buzzed with jokes that its name stood for “idiots price our 
devices” or “I prefer old-fashioned discs.””

“The meaning of iPod” The Economist, Jun 10th 2004
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1. The price of iPods

4

Apple’s additional revenue:

€ 

236,000@$399 = $94,164,000

€ 

236,000@$150 = $35,400,000

€ 

= $58,764,000
However, in reality if they had charged a lower price 
they would have sold more iPods. 

The responsiveness of quantity demanded to changes 
in price is the price elasticity of demand.
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The CPV Triangle
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0 ∞COST VALUEPRICE

Price in accordance 
with value creation!

A company that expects a 20% profit margin for all new products has developed a new technique for cleaning oil pipelines. They 
estimate that the device has a MC of $200,000. What price should they charge?

PRICE = COST + MARK UP P = (AVC + FC%) * (1 + MK%)

It is easier to cut prices than to raise them

“In our experience, 80 to 90 percent of all poorly chosen 
prices are too low… Companies consistently undercharge for 
products despite spending millions or even billions of dollars to 
develop or acquire them”

Marn, Roegner and Zawada, 2003, “Pricing new products”, 
The McKinsey Quarterly, Issue 3

6

Are you 
undercharging for 

any products?
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How would you price in order to maximise revenue?

• Perfect price discrimination can work when sellers 
understand the buyer’s willingness to pay:
– Real estate, antiques

7Source: Froeb & McCann, p.147

Charge the first 
consumer €4, the 
second €3, and 
third €2, and the 
fourth €1

TR = €10

Perfect
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Price discrimination

• Since value is subjectively determined, it is unlikely that 
potential customers will all have the same demand curves

• Def. price discrimination: charging different customers 
different prices for the same product

• Instead of pricing based on cost differences, it’s based on 
different customer’s willingness to pay

8
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2. Radiohead’s ‘In Rainbows’

9Leeds, Jeff, “In Radiohead Price Plan, Some See a Movement” New York Times, October 11th 2007

• Since every customer pays a different price this is a form of perfect 
price discrimination

• However because this is hard to enforce I can download it for less 
than the value I place on it. 

• I received £10 of consumer surplus

• Radiohead fail to maximise revenue. But that may not be their goal:
• Low marginal cost reduces the problem of non payment
• Albums can be used to drive concert sales
• Innovative models help engage with new fan base

Perfect

Pay what you want pricing (PWYW)

• PWYW pricing occurs when customers choose their own 
price:
– Collection plate
– Restaurants*
– Steam gaming platform (users can donate)
– Patreon

• PWYW can work when:**
– Decisions are public
– Last minute sales fill empty capacity
– Customers are loyal
– Profits are donated to charity

10

Perfect

* https://www.theguardian.com/travel/2014/jan/28/pay-what-you-want-restaurants-around-world
** See https://www.psychologytoday.com/gb/blog/the-science-behind-behavior/201703/when-does-pay-what-you-want-pricing-work
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3. The bridge

11Picture: http://www.bhawnatravels.com/shortstops/wp-content/uploads/2009/09/toll-bridge-gate-on-nh-29.jpg

Marginal cost pricing

12

• A bridge has decreasing average costs
• Most of the costs are fixed (i.e. construction) 
• The marginal cost of crossing the bridge is zero
• Marginal cost pricing would imply that there’s no 

profit motive to build a bridge
• The fact that bridges are excludable (i.e. an 

entry fee can be charged) they are in fact 
commercially viable

• In situations where MC is low you have to price in 
accordance with value creation

See Coase, Ronald H., 1947, “The Marginal Cost Controversy: Some Further Comments” Economica, 14(54):150-153
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4. Humayun’s Tomb

13Photo credit: http://picasaweb.google.com/bisgeier/IndiaMarchApril2007#5050856568853389410

Direct

Identify the 
groups

Prevent 
arbitrage

A uniform 
price would be 

suboptimal

Direct price discrimination

14

Direct

• Direct price discrimination makes sense here
• If you charge >20 you may miss out on some local 

visitors
• If you charge <300 you are not pricing in accordance 

with value creation
• Note that:

• You need to identify the groups
• It’s low cost to distinguish between Indians 

and non Indians
• And prevent arbitrage 

• Indians cannot buy a ticket and sell it on
• Typical forms of direct price discrimination:

• Age, nationality, residency, student status



India DB

www.anthonyjevans.com

5. Price elasticity

15

If PT rises by 25%
• eP = 40/75 * 300/1,000
• = 0.16

New revenue = 375*960 = 360,000

Note that there are 40 people per coach

Current revenues:
• Locals = (20*200) = 4,000
• Tourists = (300*1,000) = 300,000

6. Price elasticity

16

If PL rises by 25%
• 3 = △V/5 * 20/200
• △V = 150
Therefore they would only sell 50 tickets

New revenue = 25*50 = 1,250

Current revenues:
• Locals = (20*200) = 4,000
• Tourists = (300*1,000) = 300,000
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Admission prices

17

Price

Elastic Demand

Quantity/t

Price

Quantity/t

Inelastic  
Demand

Locals Tourists

20

300

25

50 200

375

960 1,000

Price elasticity of demand

• The elasticity of an economic variable refers to it’s 
responsiveness to changes

• Price elasticity shows the responsiveness of demand to 
changes in price

• The relationship between price and quantity demanded will 
always slope downwards, but to different degrees

• Elastic: |ep| > 1
Quantity demanded is highly responsive to price changes

• Inelastic: 0 < |ep| < 1
Quantity demanded is unresponsive to price changes

• Unitary: |ep| = 1
Quantity demanded is equally responsive to price changes

18

€ 

εP ≈
%ΔV
%ΔP
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7. Increasing revenues depends on price elasticity

• You want to reduce prices for elastic goods
• But raise prices for inelastic goods

PÝ Qdßß TRß

Pß QdÝÝ TRÝ

PÝÝ Qdß TRÝ

Pßß QdÝ TRß
Inelastic

Elastic

TR = P×Q

8. The visitor centre

20

Price Sales Revenue

Current $3 100 $300

My suggestion $2 200 $400

Guide’s 
suggestion

$5 for both 100 $500

See Varian, Hal., “Sorting Out Bundling and Antitrust Law”, New York Times, July 26th 2001
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9. Product bundling

• Producers can group several products together in a bundle
• Product bundling can make individual demand curves more 

homogenous - it reduces the diversity of tastes
• It can approximate perfect price discrimination in 

situations where you don’t know the customer’s MV
– E.g. Sunday newspapers, Satellite TV, Microsoft (!)

21The classic articles are Stigler, G.J., 1963, “United States v. Loew’s, Inc.: A Note on Block Booking”, The Supreme Court 
Review, pp. 152-157; and Adams, W.J., and Yellen, J. L., 1976, “Commodity Bundling and the Burden of Monopoly, Quarterly 
Journal of Economics, 90(3):475-498

Special offers

22

• Indirect price discrimination (or “hurdling”) occurs when companies 
provide discounts for price sensitive customers  

• Although the discount is available to everyone, the slight 
inconvenience means that insensitive customers won’t bother

• This could be as simple as requiring sensitive customers to “reveal” 
themselves by having to ask for a special offer

Indirect
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Indirect price discrimination

• Purchase/usage restrictions
– Advanced bookings

• Quantity discounts
– Price sensitive people can incur storage costs

• Coupons
– Why bother?

• Performance-based
– iPhone storage or different colour laptops

• Black Friday
– Discounts to people willing to fight each other

• Paywalls
– Free and paid versions of the same apps (e.g. Spotify Premium)

• Drop out discounts
– Lower prices if you flirt

• Knowledge based
– E.g. discovering secret menus

23

Indirect

See McAfee, R. Preston, 2008, “Price Discrimination”, in 1 Issues in Competition Law and Policy 465 
http://vita.mcafee.cc/PDF/ABAPriceDiscrimination.pdf

Hairdressers: price discrimination or cost-based?

24

Starting next 
month, all 
customers will be 
charged $70 per 
haircut. Thank you

Sign from Kino Naoya, a hairdresser, who believed that it took 45 minutes to do a haircut regardless of gender. 
See http://www.theatlantic.com/business/archive/2014/10/battle-of-the-prices-is-it-ever-fair-to-charge-one-sex-more/381546/
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The Heineken

25See Harford, Tim, “Minibar Economics: Why you should stay at hotels that overcharge for drinks and Wi-Fi access”, Slate, 
http://www.slate.com/id/2159743

• If the mini bar is a form of 
price discrimination it allows 
inelastic customers to 
subsidise elastic customers

• This lowers the cost of the 
room

• i.e. hotels are becoming “no 
frills” by unbundling non 
essential but higher margin 
services

• Laundry 
• Late check out

• However a cold beer in your 
hotel room is a different 
product to a warm beer on a 
supermarket shelf

• The price reflects the 
convenience as well as the 
beer itself

Indirect

Aspirin

26

• Aspirin is a brand of acetylsalicylic acid created by Bayer
• The name is now synonymous with the chemical compound itself and also used by 

manufacturers of the generic equivalent. But the chemical compounds are identical
• The branding is a form of price discrimination since inelastic customers are willing 

to pay a higher price for the “branded” product
• Generic drugs don’t necessarily cannibalise branded products. They allow 

pharmaceutical companies to price discriminate, split their market in two, and 
raise revenues

Indirect
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Virgin flights

• Marginal costs of a flight are low 
therefore airlines maximise revenue by 
filling seats

• Customers who book in advance reveal 
themselves to be more elastic than 
those who leave it closer to the flight

• Airlines therefore charge those 
customers lower prices

• This is a form of indirect price 
discrimination using time as the hurdle

• Business travelers typically subsidise
leisure travelers

Indirect

Are you Mr Busy or Mr Savvy?

28

Price insensitive
Not responsive to price changes
Inelastic demand

Price sensitive
Responsive to price changes
Elastic demand

Indirect

How to be more like Mr Savvy:
• Book flights on a Tuesday or Wednesday
• Hide your IP address when booking flights
• Buy in bulk
• Book direct
• Ask for special offers whenever possible
• Regularly switch insurance company
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10. Income elasticity
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€ 

εI ≈
%ΔQ
%ΔI

• Def. Income Elasticity
– The responsiveness of demand to changes in income

• Normal: eI > 0
Quantity demanded is positively correlated to changes in income

– For example, if volume falls during a recession (e.g. 20%) it’s a 
normal good

• Inferior: eI < 0
Quantity demanded is negatively correlated to changes in income

• Main implication: recessions aren’t necessarily bad for business

11. Cross price elasticity

30

€ 

εX ≈
%ΔQX

%ΔPY

• Def. Cross-Price Elasticity
– The responsiveness of demand to changes in price of an 

alternative good 

• Substitutes: eX > 0
Quantity demanded is positively correlated to changes in the price 
of an alternative good

– For example, if the price of BA flights fall, we expect the 
quantity demanded of Virgin to fall

• Complements: eX < 0
Quantity demanded is negatively correlated to changes in the price 
of an alternative good

– If the price of Delhi hotels falls, we expect the quantity 
demanded of Virgin flights to rise
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Forecasting demand for Virgin flights to India

Event Type of e Effect on demand 
for Virgin flights

Magnitude

Price of BA flights fall Cross-price ê High

Global recession Income ê* Low

New advertising 
campaign

Marketing é Medium

Terrorist attack Terrorist ê Small

31* Assuming flights are a normal good

A taxonomy of price discrimination

32

Perfect

Indirect

Direct

Price reflects unique MV and 
captures all consumer surplus
(e.g. real estate, antiques)

Accept that customers with a 
high willingness to pay could
get away with pretending that 
they had a low willingness to 
pay, but use a hurdle to 
discourage them from doing so

How do you identify the 
groups?

How do you prevent 
arbitrage?

Consumers are split into 
groups with similar demand 
curves (e.g. age, nationality, 
residency, student status)  

See McAfee, R. Preston, 2008, “Price Discrimination”, in 1 Issues in Competition Law and Policy 465 
http://vita.mcafee.cc/PDF/ABAPriceDiscrimination.pdf
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0 < |ep| < 1 Inelastic

ep = 1 Unitary

-∞ < eI < 0 Inferior

0 < eI < 1 Normal

Complements

Type e Label

Price Elasticity

ep
1 < |ep| < ∞ Elastic

Income Elasticity 

eI
1 < eI < ∞ Luxury

Cross-Price Elasticity 

ex Substitutes

-∞ < eX < 0

0 < eX < ∞

A summary of elasticities

33

The END!

For further resources: https://anthonyjevans.com/price-discrimination/ 34


