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STRATEGY
(Licenciatura)

Midterm Exam

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

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

“The strategic effect is always positive when the decision variables are strategic
substitutes and negative if they are strategic complements.”

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:

“One can compute the maximum number of firms operating in a market by taking
the following steps: (i) take the average cost associated with the minimum effi-
cient scale, (ii) assume that the price prevailing in the market equals that average
cost (i.e., that all active firms are operating at their minimum efficient scale), (iii)
take the quantity demanded at that price, (iii) divide it by the minimum efficient
scale and (iv) the number obtained will be the maximum number of firms that
one expects to see active in a market (ignoring that the number of firms must be
an integer).”

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

3. [45 minutes; 6 points] Is a pipeline subject to scale economies? Prove it or provide a
counterexample while explaining your reasoning clearly. [Note: the area of a circle, A, equals
�r 2, whereas the associated circumference’s length, C , equals 2�r ; recall that r stands for
the radius of the circumference.]
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4. [45 minutes; 6 points] Two firms, denoted 1 and 2, compete à la Cournot in a market
whose yearly demand equals p � 100 � q. They both use the same technology, which in-
volves a constant marginal cost of 10. The supplier of an input to firm 2 had its factory
burned down, and will be out of business for a whole year. As a result, firm 2 must now
import this input, which raised its marginal cost to 20. Firm 2’s management asked for an
estimate of the impact of the fire on firm 2’s profit. It hired three consultants which came
up with three different answers.

(i) The first consultant provided a “naive” estimate computed as the product of the
marginal cost’s variation by firm 2’s pre-fire output. Compute this consultant’s estimate



of the impact of the fire on firm 2’s profit.

(ii) The second consultant provided another estimate that took into account only the di-
rect effect of the fire on firm 2’s profit. Compute this consultant’s estimate of the impact of
the fire on firm 2’s profit.

(iii) The third consultant provided a final estimate that took into account both the direct
effect and the strategic effect of the fire on firm 2’s profit. Compute this consultant’s esti-
mate of the impact of the fire on firm 2’s profit.

(iv) Compare the results obtained in (i) and (ii) with the result obtained in (iii) and intu-
itively explain the differences.

– 2 –


