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Abstract

Price discrimination is generally thought to improve firm profits by allowing firms to
extract more consumer surplus. In competition, however, price discrimination may also be costly
to the firm because restrictive incentive compatibility conditions may allow the competing firm to
gain market share at the discriminating firm’s expense. Therefore, with asymmetric competition,
it may be the case that one firm would let the other firm assume the burden of price
discrimination. We investigate optimal segmentation in a market with two asymmetric firms and
two heterogeneous consumer segments that differ in the importance of price and product
attributes. In particular, we investigate second-degree price discrimination under competition with
explicit incentive compatibility constraints thus extending prior work in marketing and
economics. Focusing on the managerial implications, we explore whether it would be profitable
for either or both firms to pursue a segmentation strategy using rebates as a mechanism. We
identify conditions under which one or both firms would want to pursue such segmentation. We
find that segmentation lessens competition for the less price-sensitive consumer segment and that
this results in higher profits to both firms. A key to understanding this result is the customer
remixing that segmentation leads to. We establish the key result that if firms are asymmetric in
their attractiveness to consumers, the disadvantaged firm in our model is more likely to pursue a
segmentation strategy than its rival in equilibrium. We then ask whether this result obtains in
practice. To this end, we explore competitive segmentation empirically and are able to verify that
disadvantaged firms indeed pursue segmentation through rebates with greater likelihood.
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