Economics 410
Professor Chapman

Spring 2013
JH 4234

Problem Set 4

1. The diagram below describes a linear “beach” with 100 sunbathers uniformly distributed along it.  There are two hot dog retailers located on the beach.  “Albert” is located at ¼ and “Bertha” is located at ¾.   The hot dogs they sell are identical.



A. Find the demand function for firm A (Albert) and firm B.  Use qA for the number of hot dogs sold by firm A, qB is the number of hot dogs sold by firm B, PA is the price of hot dogs sold by firm A and PB is the price of hot dogs sold by firm B. 

B. Assuming that the marginal cost of each hot-dog is $1 and that there are no fixed costs, write down the profit function for each firm.  

1. Find each firm’s Bertrand best response function, and the Bertrand Equilibrium.

2. Illustrate the Bertrand equilibrium on a carefully drawn diagram with firm B’s price on the horizontal axis and firm A’s price on the vertical axis.  

3. Calculate the profits for each firm.  Can profits be positive in Bertrand Equilibrium?  If so, explain why.

C. Suppose that Albert’s marginal costs rise to $1.10, while Bertha’s marginal costs remain at $1.00 (there are still no fixed costs).  Find the new Bertrand best response functions and the Bertrand Equilibrium.  Illustrate the movement in firm 1’s reaction function from its position in part B to it’s new position.

D. In part C, Albert’s marginal cost went up by 10 cents.  Did the equilibrium price rise by less than 10 cents, more than 10 cents or exactly 10 cents?  Explain why in plain English.  
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