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For full credit, you must show all the necessary steps (including the necessary
‘mathematical calculations) for your answer. If applicable, stay within the limit for the number
of the words of an answer, any additional words will not be graded and receive no credit.

1. Consider a market with two firms and one potential entrant. First firm 1 decides about whether
she wants to start a price war or not, and hence, she can decide among the strategies py and p..
After observing firm 1’s choice, Firm 2 can decide about setting a high or low price and has the
following two possible strategies py and p.. Firm 3 (potential entrant), observes the two firm
actions and then chooses among the two strategies Entering the market and not entering the
‘market. The payoffs of each firm equals their profit and is as follows:

Firm 3 enters into the market:

Firm2
pu P
Firm 1 Pu 20,20,10 [15,25,5
P 25,15,5 18,18,2

Firm 3 does not enter into the market

Firm 2
Pu P
Firm 1 P 20,20,0 10,25,0
). 25,15,0 12,12,0

a) Derive the Nash equilibrium(ia) of the game. Demonstrate that you checked the mutually best
responses by underlining the payoffs. Use blue color for player 1, green for player 2 and red for
player 3. Mark all Nash-equilibrium-matrices with a star.

b) Derive the corresponding Strategic form of the game. Show the Nash equilibrium(ia) of this
game by thickening the branches of the game tree with a double line, which correspond to the
best responses of each player.

2. Maximum 60 words for entire question.
a) What is the difference between first price and second price auction? (35 words)

b) If you are participating in an auction, under which of the two auction types do you have an
incentive to shade your bid below your valuation in order to lower the price you pay in the event
you win? Why do you not have this motivation in the other auction type? (30 Words)
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Part B: These questions are regarding the book “Decision analysis for Management
Judgement”

3. Maximum 60 words for entire question.

) What are heuristics?
b) What are “fast and frugal heuristics” and why are they ever used?

4. Maximum 60 words for the entire question

a) What are compensatory vs non compensatory strategies?
b) Provide an example for each.




