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STRATEGY
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Final Exam (first call)

Answer each question on a separate sheet of paper. Good luck!

1. [15 minutes; 4 points] A former student of this course stated that:

“If a market is contestable then it is not blockaded.”

State whether this statement is true or false and justify your conclusion while writing at
most 10 lines (graphs do not count towards the ten lines).

2. [15 minutes; 4 points] Joe Theory, the best student in his class, has said that:

“Having the possibility to commit to a strategy may help a firm increase its prof-
its. Keeping the commitment a secret can increase then even more.”

Classify this statement as true and supply a proof, or false and supply a counterexample,
while writing at most 10 lines (graphs do not count towards the ten lines).

3. [45 minutes; 6 points] Consider a market where a single firm sells a product, which the
firm can advertise. Let a denote the numbers of advertisements that the firm places. Placing
a advertisements costs a2. The demand for the product equals q = 11 � p + a. Each unit of
the product is produced at a constant marginal and average cost of 2.

(i) Verbally explain the demand function.

(ii) Write down the profit equation for this firm.

(iii) Suppose first that the manager decides not to advertise the product. How much will
it produce, at what price will it sell, and what will its profit be?

(iv) Suppose now that the manager opts for advertising the product. How much will it
advertise and produce, at what price will it sell, and what will its profit be? [Note: when
maximizing a function with respect to two variables, you should obtain two first-order con-
ditions, one for each variable, thus obtaining two equations that you should solve together
as a system of two equations with two unknown variables.]

(v) Compare the quantities, prices and profits obtained in the two previous answers and
explain their differences intuitively.

(vi) Use your answers to explain the likely effects of an advertising ban on tobacco adver-
tising, tobacco sales and tobacco companies’ profits.

4. [45 minutes; 6 points] Two firms, denoted 1 and 2, compete against each other to supply
a carmaker with a part. Each year, the carmaker organizes an auction in which the firm that

Leonor Goncalves Brigas




quotes the lowest price wins a contract that allows it to supply the carmaker with the part
for one year. If both quote the same price, each will get a contract for half the total number
of parts needed by the carmaker over a year. Both firms can produce the part at the same
constant marginal and average cost. The carmaker’s yearly demand for parts is constant
and it will remain in the market forever. Let � = 1

1+r denote the discount factor, with r
representing the yearly interest rate.

(i) What condition should be verified for the two firms to be able to price cooperatively
(tacitly collude) when selling the part to the carmaker? Answer quantitatively.

Suppose now that the carmaker decides to extend the contract to two years, thus having the
auction only every other year.

(ii) What condition should be verified for the two firms to be able to price cooperatively
(tacitly collude) when selling the part to the carmaker? Answer quantitatively.

(iii) Explain the difference between the two previous answers.

(iv) If you were the carmaker’s manager and could freely decide on the contract’s duration—
one, two, three,. . . ,y years—what would your decision be? Explain intuitively.
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