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UNIVERSITY OF OSLO 
DEPARTMENT OF ECONOMICS 

 
Exam: ECON4820 – Strategic Competition, spring 2012 
 
Date of exam: Wednesday, May 30, 2012  Grades are given: June 13, 2012 
 
Time for exam: 2:30 p.m. – 5:30 p.m. 
 
The problem set covers 2 pages 
 
Resources allowed: 
• No resources allowed 
 
The grades given: A-F, with A as the best and E as the weakest passing grade.  F is fail. 
 
 

Question 1. (20%) 
Explain the following concepts: 

• Puppy-dog strategy. 
• Strategic complements. 
• Bayesian equilibrium. 
• Non-drastic innovation. 
• Second-price sealed-bid auction. 
• The efficiency effect of mergers. 

 

Question 2. (40%) 
(a) Consider a situation where consumers are uniformly distributed along the line segment 

[0, 1]. Two firms, A and B, are located at the two extreme points 0 and 1. Assume 
consumers’ transportation cost is quadratic, so that a consumer located at x incurs cost 
tx2 to go to A at 0 and cost t(1 – x)2 to go to B at 1. Firms set prices simultaneously. 
Find their equilibrium prices. 

(b) Explain, if necessary with the help of the model in (a), that two firms, when free to 
choose their locations on the line segment [0, 1], end up in the extreme locations 0 and 
1. Why do we assert that this entails too much product differentiation? 

(c) Discuss how a location in an extreme point, as indicated in (b), can be viewed as a 
puppy-dog strategy. 

(d) Suppose, contrary to the situation in (a), that prices are fixed, say, at p . Would that 
change the firms’ location decisions, compared to what was found in (b)? 
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Question 3. (40%) 

(a) Consider a duopoly where firm i’s demand is given by Di(pi, pj) = a – bpi + dpj, where 
i, j = 1, 2, i ≠ j, pi and pj are the two firms’ prices, and a, b, and d are parameters such 
that a > 0 and b > d > 0. Suppose the two firms have identical unit costs of production 
equal to c, where 0 < c < a, and let firms choose prices simultaneously. Illustrate the 
equilibrium in this market by drawing firms’ best-response curves in (p1, p2) space. 
Explain why firms’ prices are strategic complements. Find firms’ equilibrium prices. 

(b) Suppose now that firm 1 has a unit cost equal to c1, which is known to both firms, 
while firm 2 has a unit cost equal to c2, which is known only to firm 2 itself. Firm 1 
only knows that c2 = cL with probability x, and c2 = cH with probability (1 – x), where 
c1 > 0, cH > cL > 0, and 0 < x < 1. Illustrate the equilibrium in this situation with the 
help of a graph similar to the one used in (a). 

(c) Discuss, in the situation described in (b), how an increase in x, the probability of firm 
2 being low-cost, affects equilibrium prices. If firm 2 could choose x, which value 
would it choose? 

(d) Discuss whether, by way of signalling, the privately informed firm can credibly 
convey information about its true cost to its rival firm. 
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