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In the dynamic world of microeconomics, understanding how firms compete in a market is crucial for
grasping overall market behavior and outcomes. When two firms, referred to as Firm 1 and Firm 2,
compete by choosing quantities of output to produce, their strategic interactions significantly influence
market prices and quantities. This scenario, often modeled through Cournot competition, offers rich insights
into oligopolistic markets where firms are interdependent, and their decisions directly impact each other's
profits and market equilibrium. The market demand function, represented as P(Q), where Q is the total

quantity supplied by both firms, serves as the foundation for analyzing these strategic interactions.

Understanding the Basics of Quantity Competition

What Is Cournot Competition?

Cournot competition is a model of oligopoly where firms simultaneously decide the quantity of output to

produce, assuming their rival's output remains fixed. The central assumptions include:

- Each firm chooses its quantity to maximize profit.
- Firms have full knowledge of the market demand function and their rival’s output.
- The market price is determined by the total quantity supplied, Q = q1 + q2.

- No cooperation or collusion occurs between firms.

This strategic setting emphasizes how firms anticipate rivals’ actions and adjust their output accordingly,

leading to a stable equilibrium called the Cournot-Nash equilibrium.

Market Demand Function: P(Q)

The demand function P(Q) captures the relationship between the total market quantity and the market

price. Typically, P(Q) is decreasing in Q, reflecting that higher quantities lead to lower prices. For example:

- Linear demand: P(Q) = a - bQ, where a, b > 0.

- Nonlinear demand functions can also be used for more complex analysis.



The inverse demand function allows firms to determine the price they can charge based on the total

quantity supplied, which is crucial for their profit maximization problem.

Profit Maximization in Cournot Competition

Firms' Profit Functions

Each firm aims to choose a quantity that maximizes its profit, which depends on the market price and its

production costs. The profit functions are expressed as:
- Profit for Firm i: n_i(q_i, q_j) = q_i P(Q) - C_i(g_i)
where:

- q_i is the quantity produced by Firm i,

- q_j is the rival’s quantity,

- C_i(q_i) is the cost function for Firm i.

Assuming constant marginal costs (c_i), the profit simplifies to:

n_i(q-i, q-j) = q-i P(q-i + qj) - ciqi

Best Response Functions

Each firm determines its best response to the other firm's quantity by solving:
Maximize n_i(q_i, q_j) with respect to q_i.

The solution yields the firm's best response function, denoted as BR_i(q_j), which indicates the optimal

quantity for Firm i given Firm j's choice.

Example: Linear Demand with Constant Marginal Costs
Suppose:

-P(Q) =a-bQ,

- Both firms have constant marginal costs c.

The profit function becomes:

n_i(q-i, q-j) = q-i (a - b(q-i + qj)) - c qi



Maximizing this with respect to q_i gives:
dn_i/dgi=a-2bqi-bqj-c=0
Solving for g_i:

i = (a-c-bqj)/(2b)

This is Firm i’s best response function, which depends on q_j.

Finding the Cournot Equilibrium

Equilibrium Conditions

The Cournot equilibrium occurs where both firms’ best response functions intersect. That is:
g_1=BR_1(q_2)

q-2 = BR_2(q_1)

At equilibrium, the quantities satisfy:

g_1=(a-c-bg_2)/(2b)

g-2=(a-c-bg_1)/(2b)

By solving these equations simultaneously, we find the equilibrium quantities:
g.1=q2=(a-c)/(3b)

The total equilibrium quantity is:
Q=q.1+q2=2(-c)/(3b)=(2/3)(a-¢c)/b

And the market price at equilibrium is:
P(Q=a-bQ=a-b(2/3)(a-c)/b=a-(2/3)(a-c)=(1/3)a+ (2/3)c

Implication: The equilibrium price is a weighted average of the maximum willingness to pay (a) and the

firms’ marginal costs (c).



Profit at Equilibrium

The profit for each firm at equilibrium is:
n_i=q_iP(Q)-cq_i

Substituting q_i and P(Q) yields the expected profit levels.

Strategic Implications of Quantity Competition

Effect of Market Demand on Firm Strategies

Changes in the demand function P(Q) influence firms' strategic decisions:

- If demand increases (higher a), equilibrium quantities and profits typically increase.
- If demand decreases or becomes more elastic, firms may reduce output to maintain profitability.

- The shape of P(Q) affects the intensity of competition and the resultant market equilibrium.

Impact of Cost Structures

Differences in marginal costs (c_i) between firms can lead to:

- Asymmetric equilibria where one firm produces more than the other.
- Competitive advantages for firms with lower costs.

- Possible strategic behaviors like price wars or capacity expansion.

Extensions and Real-World Applications

Adding Capacity Constraints
In real markets, firms face limitations on how much they can produce. Capacity constraints modify the best

response functions and equilibrium outcomes. For example:

- If a firm’s maximum capacity is q_mazx, its optimal quantity cannot exceed gq_max.

- This leads to corner solutions or shifts in market power.



Dynamic Competition and Entry Barriers

Beyond static models, firms may consider:

- Entry and exit dynamics over time.
- Investment in capacity or technology.

- Strategic moves to deter entry or expand market share.

Real-World Industries Using Quantity Competition Models

Many industries exhibit Cournot-like competition, including:

- Oil and gas production
- Agriculture markets
- Manufacturing industries

- Telecommunications

Understanding these models helps firms strategize and policymakers design effective regulations.

Conclusion

The competition between Firm 1 and Firm 2 through quantity choices, grounded in the Cournot model,
highlights the interplay between strategic decision-making and market demand. By analyzing best
response functions, equilibrium quantities, and prices, firms can optimize their strategies under different
market conditions. The market demand function P(Q) serves as the cornerstone for understanding how
total output influences prices and profits. Recognizing these dynamics is essential for economists, business

leaders, and policymakers aiming to navigate or regulate oligopolistic markets effectively.
Summary of Key Points:

- Cournot competition models quantity-based strategic interaction.
- Market demand P(Q) determines pricing based on total output.
- Equilibrium is found where firms’ best responses intersect.

- Demand elasticity and cost structures influence strategic choices.

- Real-world applications span multiple industries, illustrating the model’s relevance.

By mastering the principles of quantity competition and demand functions, stakeholders can better

anticipate market outcomes and develop strategies to enhance profitability and market stability.



Frequently Asked Questions

What is the basic setup of the Cournot competition between Firm 1 and
Firm 2?

In Cournot competition, Firm 1 and Firm 2 choose their output quantities simultaneously to maximize
their profits, given the market demand function P(Q). Each firm considers the other firm's quantity when

deciding how much to produce.

How do the firms determine their optimal quantities in a Cournot
duopoly?

Each firm determines its optimal quantity by setting its marginal revenue equal to marginal cost, taking
the other firm's quantity as given. This results in best response functions, which intersect at the Cournot

equilibrium.

‘What role does the market demand function P(Q) play in the firms'

strategic decisions?

The market demand function P(Q) determines the price at different total quantities. Firms use this to

calculate their revenue and profit, influencing their quantity choices to maximize their payoffs.

How is the Cournot equilibrium derived from the firms' best response

functions?

The Cournot equilibrium is found where both firms' best response functions intersect, meaning each firm's

chosen quantity is the optimal response to the other firm's quantity.

What happens to market prices and quantities when Firm 1 and Firm 2

increase their outputs?

Increasing output generally leads to a lower market price due to higher total supply, and the equilibrium

quantities depend on the firms' strategic interactions as defined by the demand function.

Can one firm dominate the market in a Cournot model, and under what

conditions?

Yes, if one firm has a cost advantage or strategic advantage, it may produce more and influence the

equilibrium, potentially leading to dominant or asymmetric outcomes.



How does the shape of the demand function P(Q) affect the firms'

competitive behavior?

The elasticity and curvature of P(Q) influence how sensitive the price is to quantity changes, affecting the

firms' incentives and the resulting equilibrium quantities.

What are the limitations of modeling competition using the Cournot

framework?

Limitations include assumptions of simultaneous decision-making, profit maximization, and fixed demand,; it

also doesn't account for dynamic strategies or entry and exit in the market.

How would the introduction of a capacity constraint alter the firms'
quantity choices?

Capacity constraints limit the maximum output each firm can produce, which can prevent the firms from

reaching the Cournot equilibrium and may lead to different strategic behaviors.

In what ways can firms use the knowledge of the market demand
function P(Q) to their advantage?

Firms can predict how changes in their own and competitors' outputs affect prices, allowing them to

strategize production levels, influence market prices, and maximize profits accordingly.

Additional Resources

Firm 1 and Firm 2 compete with each other by choosing quantities is a classic scenario in microeconomic
theory, particularly within the framework of Cournot competition. This model captures a fundamental
aspect of oligopolistic markets where firms simultaneously select the quantity of output to produce, and the
market price is then determined by the aggregate quantity supplied. Understanding this dynamic provides
insights into strategic decision-making, market equilibrium, and welfare implications in industries
dominated by a few key players. This article delves into the core features of Cournot competition, analyzes
the strategic interactions between Firm 1 and Firm 2, and evaluates the implications for market efficiency

and firm profitability.



Understanding the Cournot Model

The Cournot model, named after the French mathematician Antoine Augustin Cournot, is one of the
foundational models in oligopoly theory. It assumes that firms choose quantities simultaneously and
independently, with each firm aiming to maximize its own profit based on the expected output decisions of

its rivals.

Market Demand Function

At the heart of this model lies the market demand function, denoted by P(Q), where Q = q; + q, represents
the total output supplied by Firm 1 and Firm 2. Typically, P(Q) is a decreasing function, reflecting that

higher total output tends to lower the market price. Common forms include linear demand functions like:
\[P(Q) =a-bQ\]
where:

- a > 0 represents the maximum price when no goods are supplied.

- b > 0 indicates the rate at which the price declines as total output increases.

The properties of P(Q) significantly influence the strategic choices of the firms and the resulting market

equilibrium.

Strategic Interaction and Best Response Functions

In the Cournot framework, each firm chooses its quantity to maximize profit, taking the other firm’s

quantity as given. The profit functions are expressed as:
\[ \pi_i(q_i, q_j) = q_i \times P(Q) - C_i(q_i) \]
where:

- \('\pi_i \) is the profit of Firm i.
- \( C_i(q_i) \) is the cost function for Firm i.

Assuming constant marginal costs \( c_i \), the profit simplifies to:

\[ \pi_i(q_i, q_j) = q_i \times (a - b(q_i + q_j)) - c_i q_i \]



Each firm determines its best response function \( BR_i(q_j) \), which indicates the optimal quantity for

Firm i given the rival's choice:

\[ BR_i(qj) = \arg \max _{q_i} \pi_i(q_i, q.j) \]

Deriving the best response functions involves taking the first-order condition (FOC) with respect to \( q_i

\):

\[ \frac{\partial \pi_i}{\partial q_i} =a-2bqg_i-bq_j-c_i=0]
which leads to:

\[ g_i = \frac{a - c_i - b q_j}{2b} \]

The intersection points of these best response functions determine the Cournot equilibrium.

Market Equilibrium Analysis

The Cournot equilibrium occurs where both firms are simultaneously optimizing, meaning each firm’s

quantity is a best response to the other’s.

Finding the Equilibrium Quantities

To find the equilibrium quantities \( q_1" \) and \( q_2"\), solve the system of best response functions:

\[ g_1" = \frac{a - c_1 - b q_2"}{2b} \]
\[ g_2" = \frac{a - c_2 - b q_1"}{2b} \]

Substituting one into the other yields:

\[ g_1" = \frac{a - c_1 - b \left( \frac{a - c_2 - b q_1"}{2b} \right)}{2b} \]
Simplify to solve for \( g_1" \):

\[ g_1" = \frac{a - c_1 - \frac{a - c_2 - b q_1"}{2}}{2b} \]

Multiplying through to clear denominators:



\[2bg_1"=a-c_1-\frac{fa-c_2-bq_1"}{2}\]
Rearranged:

\[2b q_1" + \frac{fa-c_ 2 -bq_1"}{2} =a-c_1\]
Multiply both sides by 2:
\[4bg_1"+a-c2-bqg_1"=2a-2c_1\]
Simplify:

\[(4bg_1"-bg_1")+a-c2=2a-2c_1\]
\[3bg_1"+a-c2=2a-2c_1)\]

Finally:

\[3bg_1"=2a-2c_1-a+c2)\]
\[3bg_1"=a-2c1+c2\]

Thus,

\[ g_1" = \frac{a - 2c_1 + c_2}{3b} \]
Similarly, \( g_2"\) is:

\[ g_2" = \frac{a - 2c_2 + c_1}{3b} \]

These equilibrium quantities depend on the market parameters and costs, illustrating how firms' decisions

are interconnected.

Characteristics of the Equilibrium

- Symmetric Equilibrium: When \( c_1 = c_2\), the equilibrium quantities are equal.
- Dependence on Costs: Higher costs reduce the equilibrium output.
- Market Price: The resulting market price at equilibrium is:

\[P*= P(Q) =a-b(q_1" + q_2) \]

which can be substituted to analyze profitability and consumer surplus.



Comparison with Monopoly and Perfect Competition

Understanding the Cournot equilibrium offers valuable insights when compared with other market

structures.

Features of Cournot Competition

- Firms recognize the strategic interdependence.
- Equilibrium quantities are typically higher than in a monopoly but lower than perfect competition.

- Market prices are above marginal costs but below monopoly prices.

Pros and Cons

Pros:

- Reflects realistic strategic interactions among oligopolists.

- Explains how market power influences output and prices.

- Highlights the importance of competition policy.

Cons:

- Assumes firms have complete information about rivals' costs.

- Simultaneity assumption may not hold in all industries.

- Ignores potential for collusion or dynamic strategies.

Extensions and Variations

The basic Cournot model can be extended in various ways to better capture real-world complexities:

Dynamic Cournot Models

- Firms adjust quantities over multiple periods.

- Incorporate learning and reputation effects.



Asymmetric Costs

- Firms with different cost structures.

- Leads to asymmetric equilibrium outputs.

Entry and Exit Dynamics

- How new firms enter or existing firms exit based on profitability.

Product Differentiation

- Moving beyond homogeneous products to imperfect substitutes.

Market Efficiency and Policy Implications

Analyzing Firm 1 and Firm 2's strategic quantity choices sheds light on several policy considerations.

Welfare Analysis

- Cournot equilibrium often results in allocative inefficiency compared to perfect competition.
- Consumer surplus is typically reduced due to higher prices.

- Producer surplus may increase for the firms involved.

Regulatory Considerations

- Antitrust policies may aim to prevent collusive behavior that mimics Cournot equilibrium.

- Price regulation or production quotas could aim to move the market closer to competitive outcomes.



Concluding Remarks

The interaction between Firm 1 and Firm 2 in choosing quantities under the Cournot model is a
fundamental illustration of strategic decision-making in oligopolistic markets. The equilibrium analysis
reveals how firms balance their desire for profitability against the competitive pressures exerted by rival
firms. The characteristics of the market demand function, firm costs, and strategic interdependence all
shape the resulting market outcomes. While the model provides a clear framework for understanding
oligopoly behavior, real-world applications often require considering extensions, uncertainties, and dynamic
factors to fully capture market complexities. Ultimately, studying such models enhances our understanding
of market structures, strategic behavior, and the role of regulation in fostering competitive, efficient

markets.
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