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Bundling
• Can a firm extract more surplus by bundling 

products together?
• Yes, if customers have heterogeneous demands
• Reservation price – highest price a consumer is 

willing to pay for a product

$4,000$10,000Theater B

$3,000$12,000Theater A

Getting Gertie’s
Garter

Gone with the Wind

• How much can the firm make selling the movies 
separately?

• Now, bundle
– How much revenue can firm make? 
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Making Bundling Work
• Correlation of reservation prices

– If negative, bundling can increase revenue
– If positive, bundling cannot increase revenue

• Bundling diagrams:
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How Bundling Works
• Compare “buy both region” with and w/o 

bundling

• Consider examples with positive and negative 
correlations:
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Monopolistic Competition
• What happens with differentiated products 

and free entry?
– Examples?

• SR and LR
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Monopolistic Competition and Welfare

• Compare perfect competition with monopolistic 
competition

• There is DWL under monopolistic competition
– A big deal?
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Free Entry and Social Inefficiency
• Is free entry always good?

– Plus: reduces prices, increases variety (if d.p.)
– Minus: can increase cost of production

• Suppose there are fixed costs
• Broadcasting example

– What is cost structure?
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Oligopoly Models
• A few firms in the market
• Barriers to entry
• Examples?

• Firms are large relative to market.  Also, worry 
about strategic interactions among firms.

• Examples?

• Equilibrium
– Before: firms doing the best they can; no incentive to 

change their behavior
– Now: each firm does its best, given what rivals are 

doing… while rivals are also doing their best, given 
what we’re doing

• Hence, game theory is useful
• Introduce Nash Equilibrium (more on this later)

– Each firm is doing the best it can, given what its rivals 
are doing



8

Cournot Model
• Augustin Cournot (1838)

– Homogeneous good
– Both firms know market demand curve
– Firms choose output simultaneously

• E.g. P=100-Q, Q=Q1+Q2, MC=25
• Consider firm 1’s situation with two different 

levels of Q2

• For any firm 2 output level, there is an optimal 
firm 1 output level



9

Reaction Curves
• E.g. setting MR1=MC gives firm 1 reaction curve
• Solving reaction curves together gives equilibrium
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Cournot Duopoly vs. Monopoly
• Characterize monopoly solution

– Also collusive solution
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As N increases…
• N firms: 

– Demand: P = A-BQ
– Q=Q1+Q2+…+QN

– MC=0 (for simplicity)

• As N increases, Cournot solution approaches 
perfectly competitive solution
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Comparing 

• Cournot Duopoly vs Monopoly vs 
Competition 
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First Mover Advantage
• Suppose firm 1 knows firm 2’s reaction curve?
• Then firm 1 controls Q2


