Economics 302: Intermediate Microeconomics I

~Assignment 4
{(Due 4:00 pm Thursday—Apr#8, in my office H1155-71)
2 Mﬁfﬂk
1. Consider the following game played between players 1 and 2. Player 1 chooses A, B or C
while player 2 chooses from a,b,c. Choices are made independently and simultaneously. Payoffs

are presented below. (30 pts)

2
a b c
A 87 54 00
1 B 45 76 0,1
C 0,0 -1,0 1,1

a) Find all of the pure strategy Nash equilibria for this game.

b) If we allow these players to talk to each other before the game what would you anticipate
to be the outcome(s) in this game Explain.

c) If player 2 is given the ability to move first what would you anticipate to be the outcome(s)
in this game? Explain.

2. Comnsider the following entry deterrence model. An entrant makes an initial decision either
to enfer or not into some industry... The incumbent observes this decision and subsequently de-
cides either to compete aggressively with the entrant, or to accommodate the entrant and not
compete aggressively., Suppose that aggressive competition pays both firms a profit of -1. Non
aggressive competition pays each firm a profit of 2. If the entrant stays out then the entrant
earns zero profit elsewhere and the incumbent earns a monopoly profit of 5. In this framework,
entry deterrence can be thought of as an initial threat from the incumbent to compete aggres.

sively should entry arise. (35 pts)

a) Present this game information in an extensive form.

b) Can entry deterrence arise in equilibrium in this game? Explain.

¢) Now suppose that we repeat this sequential game once. After the first period the entrant
decides to either be in the industry or not. Then the incumbent decides how to react if the
entrant enters or éﬁays in. Now there can be a reward for aggressive competition, because if the
entrant exits between periods the incumbent earns monopoly profit in the final period. Can we
have an equilibrium outcome where firm 1 competes aggressively in the initial period in reaction

to entry, and threatens to continue competing aggressively if the entrant stays in? Explain



3. Consider the following game. (35 pts)

Player 2

l 7

Player 1 ¢ 4,3 1,2
b 2,1 34

a) Solve for all of the pui-e and mixed strategy equilibria for this game if the players choose
strategies sirultaneously.

b) Now suppose that player 2 moves first and player 1 moves second. Show the game information
in an extensive form. What is the pure strategy Nash equilibrium in this case.

c) Would player 1 prefer the mixed strategy equilibrium in a) or the sequential move equilibrium
in b)? Why?
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