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1. He must operate with zero profits. 
 

2. He must be a natural monopoly (exhibit economies of scale) and produce at minimum 
cost. 

 

3. His prices for all subsets of his output must be subsidy free, i.e. fulfil the stand-alone 
and incremental cost tests. 

The last remark provides one more motivation to use the subsidy-free price tests to detect 
potential problems with a given set of prices. 

 
 

Ramsey prices 
 

Unfortunately, there is no straightforward recipe for constructing sustainable prices. 
Constructing socially optimal prices that are sustainable is even harder. However, under 
conditions that are frequently encountered in communications, Ramsey prices can be 
sustainable. Recall that Ramsey prices maximize social welfare under the constraint of 
recovering cost. Again we see a connection between competition and social efficiency: in 
a contestable market, i.e. under potential competition, incumbents will be motivated to use 
prices that maximize social efficiency with no need of regulatory intervention. 

However, Ramsey prices are not always sustainable. They are certainly not sustainable 
if any service, say service 1, is priced below its marginal cost and there are economies of 
scale. To see this, note that revenue from service 1 does not cover its own incremental cost 
since by concavity of the cost function x1 p1 < x1 @ c=@ x1 < c.x / - c..0; x2 ; : : : ; xn //. So 
a supplier who competes on the same set of services and with the same cost function can 
more than cover his costs by electing not to produce service 1. After doing this, he can 
slightly lower the prices of all the services that are priced above their marginal costs, so as 
to obtain all that demand for himself and yet still cover his costs. 

 
Example 7.3 (Ramsey prices may not be sustainable)  Whether or not Ramsey prices 
are sustainable can depend on how services share fixed costs, i.e., on the economies of 
scope. Consider a market in which there are customers for two services. The producer’s 
cost function and demand functions for the services are 
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The Ramsey prices are shown in Table 7.1. When the fixed cost F is 6 the Ramsey prices 
are not sustainable even though they exceed marginal cost. The revenue from service 2 is 
169:45 and this is enough to cover the sum of its own variable cost and the entire fixed 
cost, a total of 162:76. This means that a provider can offer service 2 at a price less than the 
Ramsey price of 2:76 and still cover his costs. In fact, he can do this for any price greater 
than 2:62. However, if the fixed cost is 30 this is now great enough that it is impossible to 
cover costs by providing just one of the services alone at a lower price.1 Hence, in this case, 
the Ramsey prices are sustainable. The lesson is that Ramsey prices may be sustainable if 
all services are priced above marginal cost and the economies of scope are great enough. 

 
 

1 The other possibility for a new entrant is to provide both services at lower prices. But it is impossible to lower 
both prices and still cover costs. If all prices are lower the consumer surplus must increase. Since we require 
the producer surplus to remain nonnegative, and it was zero at our Ramsey prices, this would imply that the 
social welfare — which is the sum of consumer and producer surpluses — would increase; this means we could 
not have been at the Ramsey solution. 


