Externality: C#(N,) = aN, - N7
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Figure 1

Vertical product differentiation:
(x;+x)) <0 or (x;+x)=2
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The low quality (store 1) swrvive: %
f_-t:j+_-t;j;|,=:ﬂ 4.'-.-.-}*4—5.4 .......
The low quality (store 2) survive: x, x,
(x;+x,) =2 SEREREES -
Figure 2
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Horizontal product differentiation
0 <(x;+x, <2

Positional advariage of store 2: x, x;

'y

= fx;+x) =1

Positional advantage of store 1:

I=fx;+x) =2 # f

Figure 3
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