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Vasco Santos

STRATEGY
(Licenciatura)

Final Exam (second call)

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

1. [15 minutes; 4 points] Joe Theory, the best student in his class, has said that:

“A compensation scheme consisting only of a performance-based component will
surely be acceptable by a risk-neutral employee.”

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).

2. [15 minutes; 4 points] A former student of this course said that:

“An opponent’s strategic reaction may make an investment profitable when it
would not be so were the opponent not to change its behavior. In this case, the
strategic effect is crucial for the success of the investment.”

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).

3. [45 minutes; 6 points] The demand for mobile telecommunications in a country is given
by q = 10 � p. The whole country is served by one firm that produces at a constant marginal
and average cost of 2. In an effort to lower the price of mobile telecommunications, the gov-
ernment of this country is about to auction a second license allowing another firm to start
offering the service. All potential entrants produce at a constant marginal and average cost
of 2. Firms compete in quantities. The incumbent can also bid for the second license.

(i) How much is an entrant willing to bid for the second license? Quantify and explain.

(ii) How much is the incumbent willing to bid for the second license? Quantify and ex-
plain.

(iii) Explain the difference between your answers to (i) and (ii).

The stated aim of the government when auctioning the second license was to lower the price
of telecommunications.

(iv) Will it achieve its goal? Explain.

(v) Propose a simple measure that would guarantee that the government’s aim is achieved.

4. [45 minutes; 6 points] A market for an homogeneous good whose demand equals p =
120 � q is supplied by two firms whose constant marginal and average cost are assumed,
for simplicity, to equal zero. These two firms will supply this market forever. Denote the



discount factor by �.

(i) Suppose that firms set prices simultaneously and independently in each period. What
is the lowest value of the discount factor such that the two firms can sustain a tacit collusion
agreement? Compute and explain.

(ii) Suppose instead that firms set quantities simultaneously and independently in each
period and wish to sustain a tacit collusion agreement whereby each produces half the
monopoly quantity. What is the lowest value of the discount factor such that the two firms
can sustain such an agreement? Compute and explain.

(iii) Compare your answers to the two previous questions and explain the differences.
Conclude that the firm’s decision variable may impact the effectiveness of a collusive agree-
ment.
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