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1. Suppose that there are two firms producing identical products.  Because their products are identical, the two firms must charge the same price, so that the inverse market demand curve may be written P = 1 - .001(q1 + q2) where q1 is the number of units of the product sold by firm 1 and q2 is the number of units of the product sold by firm 2. Costs for the two firms are given by the following equations:

Cost for firm 1 =.5q1
Cost for firm 2 = .4q2

A. Find the Cournot best response function for firms 1 and 2.  In plain English explain what is described by a Cournot best response function.

B. Graph the two best response functions carefully, and find the Cournot equilibrium.

C. Suppose that the cost for firm 1 change to 

Cost for firm 1 = .6q1
Derive firm 1’s new best response function, illustrate it in your diagram and then find the new Cournot equilibrium.  Did the increase in marginal cost cause firm one to produce more or less?  Did the increase in marginal cost for firm one cause firm 2 to produce more or less?  Defend your answer with intuition as well as mathematics.  

D. In part C, firm 1’s marginal cost increased by 10 cents.  Did the market price rise by more or less than 10 cents?

