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Abstract

In the classical literature on vertical differentiation, goods are assumed to be single
products each offered by a different firm and consumed separately one from another.
This paper departs from the standard setup and explores the price competition in
a vertically differentiated market where a firm’s product is consumed not separately
but in fixed one-to-one ratio with another complementary type of good supplied by
a different producer. An optimal solution for market setting with two entrants of
a type is proposed, to show that there could be an equilibrium at which the so-
called "mixed-quality combinations”, consisting of one high-quality good and one low-
quality good each, remain unsold. For such an equilibrium to exist, it is sufficient the
mixed-quality combinations to be at least as differentiated from the best as from the
worst combination which retains its positive market share. Thus, the mixed-quality
exclusionary outcome appears as a further form in which the well-known maximum-
differentiation principle could be implemented in a multi-market setting. It provides a
new explanation of the self-selection bias in consumption observed in some industries

for complementary goods.

Keywords: complementary goods, vertical product differentiation, market foreclosure
JEL classification: L11, 113, L15

*I would like to thank Levent Celik, Vahagn Jerbashian, Eugen Kovaé¢, Michael Kunin, Fabio Michelucci,
Martin Peitz, Avner Shaked, John Sutton, Sherzod Tashpulatov, Silvester Van Koten, Jan Zdpal, Kresimir
Zigi¢ (in alphabetic order) for valuable comments and helpful suggestions. All errors remaining in this text
are the responsibility of the author.

TCERGE-EI is a joint workplace of the Center for Economic Research and Graduate Education, Charles
University in Prague, and the Economics Institute of the Academy of Sciences of the Czech Republic.
Address: CERGE-EI, Politickych veznu 7, Prague 11121, Czech Republic.

This paper was supported by the Grant Agency of the Charles Univeristy [Grantovd agentura Univerzity
Karlovy v Praze], No. 0324/2010.



