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Abstract

In many manufacturing and service industries, firms frequently differ in both product quality and unit variable costs. In a standard model of vertical differentiation characterizing such heterogeneities, this paper gives a comprehensive treatment on the profitability of the firms, a subject still under-explored in the extant literature. In this model profit margin is essentially a firm’s decision variable, and profitability is measured in terms of both profit margin and profit. The two major tasks of this paper are to identify sufficient conditions for selling a higher quality product to be more (or less) profitable, and to establish lower and upper bounds on each firm’s profitability in equilibrium. 

The key results are as follows. First, I develop the notion of relative cost efficiency and show that its (increasing or decreasing) monotonicity in product quality implies that of firms’ profitability at equilibrium. Second, a firm selling a higher quality good is shown to be more profitable when it has a higher absolute cost efficiency. Third, I provide a set of lower and upper bounds on profitability, which delineates the feasible range of profitability for each firm. 
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