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Abstract 
The work investigates the possibilities of price discrimination employment in the transport indus-

try. The investigation is based on the well-known theoretical statement of price discrimination. Price 
discrimination is an efficient tool which lets the transport companies expand the profit by full or par-
tial conversion of consumer surplus.  

 
Price discrimination is the practice of charging different prices for similar goods from dif-

ferent customers. The application of different prices is based on differences in price elasticity 
of demand of different consumers. Although it may seem unfair, price discrimination is le-
gitimate and accepted practice in modern business. For example, in grocery stores price dis-
crimination is carried out the proposal of discount coupons. Willingness to search for the pre-
sent discount coupons for the stores is typical for consumers, who are more sensitive to prices 
than to time. In higher education, especially in state universities, the price discrimination is 
manifested on different levels of tuition fees for students of various categories, in particular, 
domestic and foreign. 

The practice of telephone companies, which offer preferential tariffs for calls in the even-
ings and at weekends, can be considered as price discrimination. The practice of forming the 
prices at many flea markets belongs to the same category, because, as a rule, prices are not 
pre-installed for the proposed products, but formed in the process of trade between buyers and 
sellers. It can be stated that bargaining - the old form of price discrimination has existed since 
the beginning of trade. 

Price discrimination is the essential tool for managing profitability and the following 
principles and motives constitute its base. 

The motive of the use of the price discrimination system is connected with the firms striv-
ing to maximize profits. Assigning the same price for all customers, the seller loses the poten-
tial revenue because of the fact that the buyers remain on the market, and their maximum  
readiness to pay is bigger than the uniform price for the goods. 

Since the firms in the condition of imperfect competition  have the market power, the ex-
pansion of sales volume is possible only by lowering the unit price for goods. The demand 
function of the single firm is not perfectly elastic. Additional proceeds received from the sale 
of the additional unit of goods, reflects the two effects: the growth of total sales of more of 
than one unit of goods reducing the average earnings for the entire previous output. If the 
company managed to reduce the price for only one additional unit of issue, without reducing 
the price for other units, its profit would be greatly enhanced. 
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The methods of price discrimination are designed to delineate the existing issue and the 
additional sales to obtain additional revenue, which in the ordinary case goes to consumers as 
a part of the consumer’s surplus. 

In order to make the price discrimination effective and to increase profits of the company, 
it is necessary  to meet the following conditions: 
1. The firm must be able to influence the price. In case when the firm cannot influence the 

price, all the buyers of products of this manufacturer will wish to pay the same price per 
unit. The best thing that the company could make - is the installation of the same price for 
their product that all consumers are ready to pay. If the firm does not possess a certain de-
gree of market power, then its decision can in no way affect the actions of customers,  
market prices and profits. Consequently, the possibility to influence the demand through 
the changes in production volumes and prices of goods is the first necessary condition for 
the existence of the effective price discrimination. 

2. The firm must be able to separate one group of consumers from the other in accordance 
with various consumers’ willingness to pay for the goods. The homogeneity of consumers 
of any company means the same price assessment of utility derived from the use of the 
goods in consumption. These consumers will be equally responsive to the actions of the 
company in respect to prices and production volumes (as well as the quality of the goods). 
Appointment of different prices for the same product for such buyers would not change 
the demand - all consumers will buy goods at low prices, company profits fall, price dis-
crimination will be ineffective. Therefore, a profitable price discrimination requires differ-
ent prices for the valuation of goods for customers, and  their difference should be defined 
and controlled  easily.  

3. The company should avoid arbitration - the resale of goods by the consumers buying them 
at low price and selling them to other consumers at  higher price. In this case, the addi-
tional profit from price discrimination, is not obtained by the company, and by the con-
sumers engaged in arbitration. 
Obviously, the most favorable conditions for the price discrimination exist in the service 

sector, since they usually cannot be resold. The transport sector, by virtue of its inherent char-
acteristics, also has the necessary conditions for the practice of revenue management, using 
the methods of price discrimination. Currently, the airline, which constitutes the basis of air 
transport is spending considerable efforts on the effective application of price discrimination. 

For the transport industry consumers’ surplus is the difference between the amount of 
money that passengers are willing to pay for transportation, and the amount they actually pay. 
In essence, this is perceived as a part of the utility that consumers receive when purchasing 
goods or services for free. The purpose of price discrimination, and, therefore, yield manage-
ment is to reduce consumers’ surplus. 

The essence of price discrimination can explain the conditional situation with six passen-
gers, each willing to pay different prices for the same flight. Their maximum willingness to 
pay is given in Table 1. 

Table 1. Consumer Surplus 

Passenger Demand Real Ticket Price Consumer Surplus Quantity Ticket Price 
A 1 500 250 250 
B 2 450 250 200 
C 3 400 250 150 
D 4 350 250 100 
E 5 300 250 50 
F 6 250 250 0 
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The demand curve is based on these data and shown in Figure 1. If the real airline ticket 
costs $ 250, then the consumers’ surplus will be the difference between the maximum will-
ingness to pay and the actual price for tickets existing for five of the six passengers. Only for 
the passenger F (or the 6 th) the consumer surplus would be available.  

The ultimate goal of the price discrimination, and, consequently, of the revenue manage-
ment is to minimize the consumers’ surplus, and therefore six separate categories for  airlines 
fare to maximize revenue and minimize consumers’ surplus should be set up. 

It is clear that determining the readiness of every airline passenger to pay for  and  defin-
ing the demand curve of flight is extremely difficult, if not impossible. However, in practice 
there are several ways that allow, at least, to implement some forms of price discrimination. 
However, in order to succeed, it is necessary to have the three following conditions: 
– market segmentation; 
– different elasticity in different market segments, 
– possibility of splitting the market. 

The first requirement of the price discrimination means the market should be segmented. 
It means that there should be different groups of consumers, whose interests are different.  

The air transport, the most common method of market segmentation, is the division of 
passengers into leisure and business travellers.  

As these categories may be overlapped, the other, more accurate segmentation is the divi-
sion into time-sensitive and price-sensitive travellers. 

Time-sensitive travellers - are typical business passengers, with concrete demands for the 
date and time of the flight. These passengers, in order to satisfy their demand for travelling at 
a certain time and date ignore the ticket price. Some types of tourists may also fall into this 
category, especially campers, who can depart and arrive on fixed dates. 

 
Figure 1. Demand Curve and Consumers’ Surplus 

Choice of flights by the price-sensitive travellers is opposite and is based on the price of 
the ticket. Those, travellers who are willing to travel at the inconvenient time and by the 
longer routes, are looking for the lower tariffs. 

The second requirement of price discrimination and the varying elasticities of demand in 
a variety of different market segments are closely linked with the first requirement, but not 
limited to the passengers’ grouping and determines the willingness of passengers to pay the 
price set for this segment. If all the passengers have the same price elasticity, then the airline 
will not be able to charge different prices. In the airline industry, these requirements are quite 
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real, as each transportation market contains many different people who want to fly at different 
time and for different prices. 

The third requirement of price discrimination, the possibility of market share, is that air-
lines should be able to isolate effectively the various segments of the market and assign suc-
cessfully different prices and sell the tickets for various passengers. This means that market 
share should allow the airline customers to prevent resale of tickets. 

There are three degrees of price discrimination. Depending on how fully they are realized, 
and how well they combine with each other, we could speak about different possibilities of 
the discriminatory policy as the ongoing course of the firm behaviour. The highest degree of 
control over the market at favourable conditions, allows the appointment of individual prices 
for each unit of product for each customer according to individual demand curves - the perfect 
price discrimination (price discrimination of the first degree - Fig. 2).  

 
Figure 2. Perfect Price Discrimination 

The profit of the company, carrying out a perfect price discrimination (right graph) is sig-
nificantly higher, compared with the profit obtained by using single price (left graph). One 
price is set basing on the conditions of profit maximization - the equality of marginal revenue 
(MR) and marginal cost (MC). When the price is discriminated then in an additional profit of 
the company is transformed from the consumers’ surplus (CS), and „dead-weight monopoli-
zation” (DWL). 

Price discrimination of the first degree, which is also called the perfect price discrimina-
tion, provides  the imposition of different prices for each unit to the point where the consum-
ers’ surplus does not exist. 

A classic example of perfect price discrimination is the barter. To some extent it is possi-
ble at the conclusion of individual contracts for freight trucking. In both cases, each consumer 
pays a different and unique price for the same product. Another example is an auction where 
consumers will keep bargaining until, they reach their maximum levels of willingness to pay. 

As concerns the aviation industry, the perfect price discrimination does not exist there for 
the reasons stated above. 

The softest form of discrimination related to the of different prices for different groups of 
consumers is the second-degree price discrimination (appointment Fig. 3). In the graph the 
entire output of the producer is divided into three parties (q1, q2-q1, q3-q2), each of which is 
sold by its price (respectively: P1, P2, P3). The general rule in this case is the following - the 
number of consignments can be anything but marginal revenue from the sale of the i-th party 
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and  should be equal to the price of the (i +1)-th party, and the marginal revenue from the sale 
of the last game being the marginal cost. 

 
Figure 3. Second-degree Price Discrimination 

The characteristic feature of price discrimination of the second type is self-selection (self-
selection) of consumers. The seller would like to, but cannot determine the solvency of cus-
tomers (the elasticity of their demand). He therefore suggested that each and everyone could 
choose the same pricing structure, giving the buyer the right to choose the value of purchase 
and / or its specific conditions. Choosing one of the options proposed by the firm („self-
determined”), the buyer gives us the opportunity to conduct price discrimination. 

The second degree of price discrimination should also include the discounts of prices for 
a certain amount of purchase. 

The aviation industry has gotten some experience in price discrimination, its second de-
gree. The block charters, crewing services companies and corporate travel are the examples of 
price discrimination, of its second degree. In all these situations, companies can receive dis-
counts by agreeing to buy the majority of seats for the flight. 

Airlines are interested in this practice, because it gives them a guaranteed amount of rev-
enue per flight, though in a lesser amount. 

Finally, there is the third degree price discrimination, and this is the type that is usually 
practiced in the aviation industry. It includes the division of consumers into different groups, 
based on a set of defined characteristics, as well as evaluation of their respective demand 
curves. In fact, there is also an individual approach to the appointment of the prices only for 
the selected groups of customers. The essence of the third degree price discrimination, also 
known as price discrimination on the indicators, is shown in Figure 4. The graph shows the 
division of customers into two markets with the demand lines DA and DB. It is not difficult to 
notice that the  market „A”  has the smaller volume than the market „B”, but the demand for it 
more elastic. The dotted line �R� –is the line with the total limit of income of the seller and 
represents the horizontal sum of the marginal revenue in two markets (MRA, and MRB). The 
total sales Q� are determined by the intersection �R� and MC (marginal cost curve). The 
horizontal EMR, passing through the intersection of E, is a line of equal marginal revenue, 
which allows to define the volume of QA and QB for each market and, consequently, prices 
of PA and PB. 
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Figure 4. Third-degree Price Discrimination 

Different prices are set for each group. The highest price will be charged from the group 
with the most inelastic demand (as a rule, the group being the most sensitive to the time). 
Rates of different classes in the market are observed for the corresponding groups. 

At the third-degree price discrimination, the certain amount of consumer surplus will ex-
ist, as different prices are not for everyone, but for the group as a whole. Nevertheless, the 
creation of the additional tariff classes to reduce the consumer surplus ultimately allows air-
lines to increase revenues.  

Thus, the price discrimination, despite some negative perceptions, is, generally, an effec-
tive procedure. To understand this, we should consider the effect of the uniform pricing pol-
icy, as shown in Figure 5. 

 
Figure 5. Pricing Policy and Price Discrimination 

The typical cost structure of imperfect long-run equilibrium is established when P* = AC 
and output being Q*. Obviously, this leaves a huge segment of the unsatisfied demand, while 
the low utilization rate of passengers’ seating capacity exists (that is, a lot of empty seats on 
board the plane). 
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Many consumers would be ready to pay the higher price - higher than the marginal costs, 
although they are lower than P*. But the single price cannot be below than the minimum AC 
in the long run, since the condition of the company breaking even means the equality of prices 
and average costs.  

The only option to increase the income of airlines is the selective reduction of prices. If 
you could read the minds of consumers, it would be enough to lower the price below P* and 
to encourage the purchase of tickets. 

In this case, each consumer pays a high price so far as he (she) is willing to pay; MR is 
now a personal price so that every client is willing to pay more than the marginal cost. In this 
ideal regime of discrimination the output can be increased up to Q'. 

For airlines, the perfect price discrimination is not possible, but the discrimination of the 
third degree may allow airlines to approach the efficient production level Q'. Since the selec-
tive reduction of prices allows you to fill empty seats. 

For example, if the most students’ demand is below P*, then the discount for students will 
bring new sources of income. In addition, demographically targeted price reductions for older 
people or families can also help to achieve the desired effect. 

Of course, the transition from the uniform pricing to the price discrimination may cause 
the costs of some segments of the demand be higher than P*. 

The interesting question is whether the price discrimination to the average tariff is lower 
than P*, which is theoretically a single price. Most economists believe that price discrimina-
tion generally leads to the lower average price, reducing the number of empty seats and in-
creasing economic efficiency. 

The main reason for this result is the competition. Under the threat of being undermined 
by a competitor, it is always easier to reduce prices than to raise them. 

Even if the price discrimination reduces the average price, it may raise the prices for indi-
vidual consumers in the upper part of the demand curve. The result is that the business passen-
gers are ultimately paying high tariffs and „subsidize” the consumers who receive discounts. 

Nevertheless, there are problems with this theory. Passengers can take advantage of the 
discounts related to the market scheduled airline. This would reduce the income of airlines, 
ultimately lead to higher prices and decrease the limit of passengers number. 

In the situations where the airline serves only the leisure travellers (ie, no passengers or 
business travellers, time-sensitive). This airline will have a product which differs from the 
other carriers. These consumers care little about the exact time of departure, and are very sen-
sitive to price.  

This type of airlines will use larger aircraft with the high density of passengers’ seats and 
a very high rate of use (probably more than 90 per cent). Airline will advance to practice the 
flight cancellations, if they were not sufficiently filled. 

In such circumstances, the costs and, hence, average prices can be very low. However, if 
the airline wants to attract business travellers, it should offer a few flights with a large variety 
of schedules and with a guarantee to adhere to the schedule published in the months ahead. 

Airlines also keep some free space for sale in the last minute. As for business travellers, 
they require the development of more expensive products, it is appropriate to charge from 
them in bulk. 

In essence, the illusion that business travellers and leisure passengers sometimes pay very 
different prices for the same service, is an illusion. In fact, the demands of the typical travel-
lers, sensitive to time, are very different, and considerably more expensive than the demands 
of the price-sensitive travellers. 
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CONCLUSIONS 
Price discrimination is  legitimate and accepted practice in modern transport business 
The motive of the use of the price discrimination system is connected with the firms striv-

ing to maximize profits. 
In essence, the illusion that business travellers and leisure passengers sometimes pay very 

different prices for the same service, is an illusion.  
In fact, the demands of the typical travellers, sensitive to time, are very different, and con-

siderably more expensive than the demands of the price-sensitive travellers. 
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