appendix B: ramsey pricing

1. The Comments of the Commissioner of Competition (Competition Bureau) support the adoption of a “global” Price Cap.  While the Bureau recommends five sub-baskets, “subject perhaps to additional pricing constraints” (Recommendation #1), and specifically to an X factor applicable to the residential sub-basket (Recommendation #5), the implication of this section of the Bureau’s Comments is that the extent to which these additional pricing constraints limit ILEC pricing flexibility should be minimized.

2. The Bureau’s analysis and conclusions are only valid if all capped services face similar competitive threats.  However, the reality of the Canadian telecom market appears to be that the threat of competition is much greater in some market segments than it is in other market segments due to differences in the ease of entry.  Under these market conditions, the Bureau’s presumption that the incentive for ILECs to maximize profits will cause them to adopt Ramsey-like prices (i.e., prices with mark-ups that reflect the “inverse-elasticity” concept) breaks down. 

3. In fact, under these market conditions, ILECs with pricing flexibility will maximize profits by adopting prices that deviate significantly from efficient prices. Contrary to the Bureau’s analysis, pricing flexibility between services that face significantly different competitive threats must be constrained in order to avoid inefficient pricing that undermines the long term feasibility of competitive entry.

4. The shortcomings of the Bureau’s discussion of Ramsey prices can be demonstrated with the following illustrative examples.

5. First, assume that local business service and local residential service have identical price elasticities of demand in the market.  Because these elasticities are identical, the Ramsey prices that are optimally efficient will be prices that reflect equal mark-up.  The reasoning behind this conclusion is fully explained in the Bureau’s submission and the cited literature.

6. The theory supports the conclusion that a pure monopolist (e.g., an ILEC with a monopoly in both the local business and the local residential markets) subject to a price cap regime that permits full pricing flexibility will maximize profits by adopting Ramsey-like prices.  Hence, the pure monopolist’s behaviour can be expected to be consistent with the Bureau’s analysis. Of course, it is clear that the assumption of pure monopolists is not consistent with the current reality in the Canadian telecom industry.  

7. Second, instead of assuming the ILEC is a pure monopolist, consider instead an industry with multiple decreasing cost competitors (e.g., ILECs and CLECs), each offering both local business and local residential services.  In this scenario, optimal pricing also is achieved by allowing the ILECs full pricing flexibility.  This assumption is more consistent with Ramsey’s seminal 1927 article (Ramsey, F. 1927, A Contribution to the Theory of Taxation, Economic Journal, 37, March 47-61).  Under this assumption, ILECs will maximize profit by introducing Ramsey-like prices.  Furthermore, competitive forces will eliminate excess profits under the price cap regime, resulting in true Ramsey prices.  Hence, the Bureau’s analysis remains valid under this assumption.  The theory suggests that ILECs with full pricing flexibility that face competition, or potential competition, from CLECs in all market segments will set efficient prices.

8. ARC et al, however, submit that a third scenario better reflects the actual conditions in the Canadian telecom market.  It is evident that the extent of competition is very different in different market segments.  The available evidence strongly suggests that these differences reflect differences in entry barriers due to significant differences in the costs of CLEC entry relative to ILEC costs.  As the following example shows, the Bureau’s theory breaks down in this situation.

9. This third scenario relies on the assumption that (i) there are low barriers to competitive entry into the local business services market and high barriers to entry into the local residential market and (ii) the price elasticities of demand are identical in the two market segments (both are highly inelastic).  From the ILEC’s perspective, as opposed to the total market perspective, price elasticity in the residential market will reflect the inelasticity of the market demand.  That is, the elasticity of demand for the ILEC’s local residential services will be low; hence, it can raise prices without losing many customers.  However, the price elasticity of demand for the ILEC’s services will be high in the business market. Raising prices will attract competitors and result in significant market share loss. Conversely, price reductions will retain or recapture market share and may eliminate competitors.

10. Under these more realistic assumptions, it is clear that the ILEC’s optimal pricing strategy, assuming it has extensive pricing flexibility as proposed by the Bureau, will be to price in accordance with the “inverse pricing rule” based on the price elasticity of demand for its services (i.e., not the market elasticities).  ILECs will therefore mark up residential services substantially and set prices that include very little mark-up for business services.  This strategy is optimal from the ILEC’s perspective for at least three reasons.

11. First, by maximizing the mark up of the price of residential services while minimizing the mark up for business services, the ILEC will minimize the total loss of market share by keeping prices low in the market segment that is most susceptible to competitive entry.

12. Second, to the extent that it loses market share, which will occur primarily in the business market, the contribution to fixed costs that it loses will be minimized by maintaining a mark-up that is as low as possible on the competitively vulnerable business services.  Hence, the ILEC will maximize contribution to its fixed costs and profit by marking up residential rates far more than business rates, although, in this illustrative example, both have identical price elasticities in the market.

13. Third, the ILEC may be able to reduce mark-up on business services to a level that will not be sustainable for CLECs without incurring a revenue loss.  Price reductions in the business sector can be offset with higher residential rates without risking the loss of significant residential market share. 

14. For example, if both ILECs and CLECs require a markup of 25% on average and ILECs are able to reduce their markup on business services to 15% and increase the markup on residential services to 35%, no CLEC would be able to survive in competition with the ILECs.  Put simply, by recovering a disproportionate share of common cost from residential customers, ILECs would be able to reduce the markup on business services to something less than the markup needed by CLECs to break even in the business market, given that they do not have access to the residential market which provides relatively high margins for the ILECs.

15. This last scenario is consistent with the observable realities of the Canadian telecommunications market.   Entry barriers into the local residential market are far higher than they are for entry into the local business market. Clearly, CLECs that serve their customers by provisioning copper loops will have far higher costs than the ILECs. Furthermore, CLECs will have higher costs if they rely on alternate technologies as long as no alternate technology is both cost and quality competitive with copper. This is the reality in most residential markets at this time. CLECs have higher total costs even if they are able to purchase essential facilities from ILECs at Phase II costs due to their marketing costs, collocation inefficiencies, etc.

16. Furthermore, it is clear that the simplifying assumption that the business market has low entry barriers and the residential market has high entry barriers can be significantly relaxed without affecting the practical implications of the analysis.  The same concern arises due to differences in the competitiveness of local residential service in major urban centres and in less attractive markets such as smaller communities and rural areas, for example.

17. Put simply, wherever differences in competitive opportunities make it sustainable for the ILECs to set rates with a higher markup in some market segments, ILECs will maximize their profits by pricing on the basis of the inverse elasticity of demand for their services rather than on the basis of the inverse elasticities of market demand. 

18. If market elasticities are the same for two services, efficient pricing requires similar markups for both services.  However, as the preceding example shows, if the cost of competitive entry differs for the two services, an ILEC will profit maximize by adopting prices that deviate significantly from efficient Ramsey prices.  They will mark up the service that is less susceptible to competition for more than services that face more competition despite the Ramsey mark-ups being the same.

� See Comments of the Commissioner of Competition, Oct.22, 2001, pp.29-34.  This Appendix supports, and is meant to be read in conjunction with, ARC et al/BCOAPO et al’s Reply Argument under the heading “Basket Structure and ILEC Pricing Flexibility”.





