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Question 1  
A crucial question is whether innovation of new technology is most likely to take place in 
monopolies or in competitive markets. Discuss this question in a setting where a firm makes 
an innovation that is patent-protected forever and that reduces the firm’s constant unit costs of 
production from c  to c, where c  > c. Discuss, in particular, cases where the firm at the 
outset is (i) a monopolist, (ii) in a competitive industry, and (iii) a monopolist threatened by 
an outside firm that will enter and make the innovation unless the monopolist himself does. 
Make assumptions about market conditions as appropriate for the discussion. Explain, finally, 
why the private value of this innovation is less than its social value. 
 
 

Question 2  
(i) Present a model of duopoly with identical firms where, in the unique equilibrium, 

price equals marginal cost. Explain why this is so. 
(ii) When we set out to study a particular industry, we need to make a choice whether 

to assume price competition or quantity competition. Discuss features of the 
industry that could come into consideration in this modelling choice. 

 
 

Question 3  
In many markets, products are differentiated in the sense that consumers differ with respect to 
which product variants are their preferred ones. Use the so-called “linear-city model” to 
discuss whether, in such a market, products offered in equilibrium tend to be more similar to 
each other, or more different, than what is socially optimal. 
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