Price discrimination
Consider the following example. You're operating a train company. Normally, you charge $5 for a one-way ticket. However, you know that students find it too expensive to travel with your company. In order not to lose out on this particular group of customers, you decide to allow students to travel for $3 if they carry a student ID. On the other hand, you would like to make business people pay a bit more. This could be achieved for example by charging a higher price during the hours when business people normally travel, say $7. These are ways to differentiate between customers by charging different prices.
Price discrimination explained
The strategy implemented by the train company can be described as
 
Important
Price discrimination is defined as the ability to charge different prices to different consumers in order to increase revenue, by reducing consumer surplus.
Price discrimination may only take place under certain conditions:
· The firm must possess some degree of market power - e.g. you must be one of the few train companies along the route, otherwise competitors will undermine your strategy.
· There must be a group of consumers with different price elasticities of demand for the product - e.g. students who are prepared travel only if they pay less.
· The firm must be able to separate groups to ensure that no resale occurs - e.g. the train company must make student prices conditional to a personal student railcard.
Have a look at the diagram below.
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In the diagram above, a company, for example a train company, is charging different prices todifferent groups of consumers. Thus, rather than having one price that applies to all, the company seeks to differentiate between consumers so as to make sure that those who are willing to pay more actually pay a higher price, and those who would otherwise not buy a ticket have the opportunity of purchasing one at a lower price.
Business travelers are usually willing to pay a higher price for their tickets, and the train company has found out that business people normally travel during morning hours. As a result, they increase the price of tickets during these hours so that everyone who wants to travel during "rush-hour" has to pay a higher price. Normal consumers will often have the opportunity to wait a few extra hours before leaving, and hence, they can get a lower fare, while business people will have to pay the higher fare.
In addition, the train company also implements a strategy where students have the opportunity of buying cheaper tickets upon presenting a student railcard. This is because students normally find train traveling expensive and, had the cheaper tickets not been available, they would not have travelled at all. The train company can therefore increase their supplier surplus by allowing students to travel for less. Obviously, the student railcard plays an important role because, if it wasn't needed, everyone would claim that they are students!
What the story above is actually saying is that it is possible to use price discrimination when we have different groups of consumers with different price elasticities. Remember that elasticity varies along the demand curve. Business travelers, represented by segment A in the diagram above, have a higher willingness to pay for train tickets so the train company wants to capture that consumer surplus. Students, represented by segment C, on the other hand have a relatively low willingness to pay for train tickets, so charging a lower price helps to capture more of the consumer surplus.
Economists talk of different degrees of price discrimination in order to indicate in which way the discriminatory measure is applied. They are outlined below:
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· First degree price discrimination is price discrimination according to consumers' willingness to pay. That is, it is discrimination based on elasticity! Remember that every point along the demand curve is one consumer who is willing to pay a certain price to get the product. If firms knew what each consumer would be willing to pay, they could charge different prices to all and thereby maximise their revenue. Obviously, with the exception of auctions and tenders, first degree price discrimination is never really observed in practice.
· Second degree price discrimination is when price varies according to the quantity bought, most commonly in order to encourage consumers who buy more of the product. For example, if your school is purchasing new laptops for all students, it is likely to get a quantity discount, whereas when you want to buy the same laptop, you will have to pay more.
· Third degree price discrimination is the type of price discrimination used in the example above, i.e. when a firm is able to distinguish between different consumers segments and charge them different prices depending on their willingness to pay for the product.
 
What you should know
· Price discrimination is a strategy to sell the same product to different consumers at different prices to increase revenue.
· It requires market power, different elasticity of demand and the ability to separate segments of the demand out.
· Depending on the degree of price discrimination, different strategies are used to make consumers reveal preferences and charge them different prices.
https://www.youtube.com/watch?v=taLKj7VBoJI
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