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Mechanisms discovering 

prices 
• Meaning and relevance of price discovery 

• Different ways of classifying price 

discovery mechanisms 

• Characteristics of different price discovery 

mechanisms 

• Evolution of price discovery mechanisms 



Price determination and price discovery 

• Price determination is 
the interaction of the 
broad forces of supply 
and demand which 
determine the market 
price level 

• Graphically the 
interaction of a supply 
curve and a demand 
curve to determine 
the general price level 



Price determination and price discovery 
• Price discovery is the process of buyers and sellers arriving 

at a transaction price for a given quality and quantity of a 

product at a given time and place. 

• Price discovery involves several interrelated concepts, 

among them: 

– Market structure: number, size, location, and 

competitiveness of buyers and sellers 

– Market behavior: buyer procurement and pricing methods 

– Market information and price reporting: amount, 

timeliness, and reliability of information 

– Futures markets and risk management alternatives 

• Considerable diversity in systems currently used and 

variation among commodities 

• Increased amount of value-adding marketing activities 

doesn’t always result in more transfers of ownership  



Price determination and price discovery 

• Price discovery 
begins with the 
market price level  

• Because buyers and 
sellers discover prices 
on the basis of 
uncertain 
expectations, 
transaction prices 
fluctuate around that 
market price level 



Price discovery concerns under 

alternative price determination conditions 



Classifications of price 

discovery mechanisms 
• Schrimper (2001): 

– Individualized Agreements 

– Group Actions 

– Government Influences 

• Tomek and Robinson (2003):  

– Negotiations 

– Auctions 

– Administrative decisions 

• Private 

• Public 



Schrimper taxonomy  
• Characteristics of  

individualized agreements 

– When does exchange of ownership occur? 

• Immediately or in the future (forward 

contracts) 

– What determines final terms of payment? 

• Explicit price or a formula 

– How do buyers and sellers interact? 

• Face-to-face or indirectly 



Schrimper taxonomy  
• Characteristics of group actions 

– Auctions 

• Buying, selling, or double auctions 

• Open outcry or sealed bids 

• English vs. Dutch 

– Group bargaining 

• Negotiations on behalf of group 

• Requires group solidarity and willingness to 
finance costs of activity 

– Government administered marketing orders 
sometimes available to facilitate 
accomplishing group objectives 

 



Schrimper taxonomy  
• Governmental intervention in price discovery 

process 

– Facilitating role 

• Physical facilities 

• Information 

• Administer marketing orders 

– Direct intervention 

• Establish (and possibly) enforce minimum 

or maximum prices 



T-R taxonomy  
• Negotiated prices 

– Informal negotiation 

• the least-cost method 

• bargaining is not time-consuming 

– Formal, structured bargaining processes 

• Bargaining associations: e.g. cooperatives 

–Voluntary or obligatory assocations 

–Free-rider problems for voluntary 

associations 

• Increasing role of formal contractual 

relationships 

–Problem of lack of bargaining power for 

producers 



T-R taxonomy 
• Auctions 

– Establish prices by bidding and sometimes by 

simultaneous offers, using clear rules 

– Explicit physical trading place  

– electronic exchange 

• Requires homogeneous products 

– Least cost way to discover the value of particular good 

or right in some situations 

– Large central auctions 

• When the benefit to potential buyers of physically 

inspecting individual lots of the commodity offsets the 

costs of transporting items to the central location 

– Local auctions  

• Selling or buying to nearby location 

 



T-R taxonomy 
• Administered prices 

– Private 

• Retailers selling many thousand of items use 
administrative systems which minimises menu 
costs 

• Prices are depends on 

– Degree of market competition 

– Firms’ marketing strategy 

• Posted or list prices 

– Combination of administrative decision and 
negotiations 

– Public: governmental policies 



Economic consequences of price 

discovery arrangements 
• What are the economic incentives influencing pricing 

arrangements 

– Economic development 

• Per capita growth 

• Greater diversity 

• Specialisation in the economy 

• Changing demand 

– To minimise transaction costs the exchange  

• Traditional price discovery mechanisms remain 
important, but they are subject to changes due to 
outcomes of these above mentioned processes 

– E.g. Increasing role of contractual arrangements 



Economic consequences of price 

discovery arrangements 
• Price discovery mechanisms can influence price 

behaviour in several ways 

– Pricing mechanisms may influence the efficiency of 

price discovery through their effects on transaction 

costs 

– Pricing arrangements may improve information 

transfer 

– Pricing mechanisms can influence the costs of 

managing risks 

• Changes in pricing mechanisms are a response to 

price risks and transaction costs thus can influence 

price behaviour 

 



Price discovery and information 

• Adjustment to price changes/new price 

informations requires some time 

• The errors are the difference between current 

transaction price and the true unknown 

equilibrium prices 

• The errors in price discovery are associated 

with costs of learning and adjusting to the new 

information 

• Over time learning is occurred and the pricing 

errors decline, downward sloping function 

 



Pricing error as a function of time 
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Price discovery and information 
• Obtaining information about the population of 

transaction prices is a sampling problem 

• Price discovery mechanisms can influence 

directly or indirectly the sampling costs 

• Impact of complexity degree of the product on 

sampling costs and price discovery 

mechanisms 

• The problem of thin market 



Evolution of price 

 discovery mechanisms 
• Consider each price discovery mechanism as a 

particular type of economic institution 

• An economic institution represents set of guidelines 

that influence way individuals interact  – Ex. money, 

contracts, cooperatives, corporations 

• Changes in technology produce changes in costs and 

benefits of alternative price discovery and market 

coordinating mechanisms 

– Ex. communication, information processing, 

transportation 



Conclusions 
• Economic changes provide incentives for 

changes in institutions and the outcomes of 

pricing institutions 

• Diversity of pricing arrangements exists 

because of a desire to minimise private 

transaction costs 

• The role of government in pricing farm 

commodities has also been changing, more 

emphasis on freer trade and lower price 

supports at least political level 

• But government will still likely play important 

role in influencing farm prices 


