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1. An investment advisor went to his client with the following:  “Right now, if we follow the most conservative strategy, we can guarantee that your net worth will increase by $1 million.  However another plan would give you a 90% chance that your investment will go up by $10 million, but run a 10% chance that your net worth will drop by $10 million.”  The client responded by saying, “Pick the conservative strategy, I need to make sure I’ve got that extra million.”
A few days latter the advisor came back and said the following:  “Um, there’s been a slight miscalculation.  If we follow the first strategy, there’s actually a 90% chance that you’ll lose $10 million and a 10% chance that you’ll make $1 million.  If we follow the second strategy, there’s a 91% chance that you’ll lose $10 million but a 9% chance that you’ll make $10 million.”  The client responds by saying “You miserable, reeking, wretched blob of undigested protein.  I’m going to make it my life’s work to see that you end up as Ken Ley’s Big House B…(substitute vulgar word here that rhymes with “big, rich”).  In the meantime, I guess we’ll go with the second strategy.”  

In his preferences for strategies (the first over the second in the initial proposal and the second over the first in the revised proposal) the client is behaving irrationally (or at least in a manner that is not consistent with the assumptions of an expected utility maximizer.)  Using decision trees, explain why.

2.  Two years ago your five-year old joined a soccer team.  Since watching little kids play soccer is one of the single most boring events in a parent’s life, several of the soccer moms decided to start betting on the games.  One thing led to another, Vegas got involved and now several million dollars are wagered every weekend.  Much like NFL football, Vegas sets the point spread in an actuarially fair manner and so the odds of winning by picking a team at random are exactly 50%.    Here are some other relevant facts:

· Your local bookie will accept no wager for less than $100 and he collects $4 on each winning bet.  That is, if you win, he gives you $96 and if you lose, you pay the bookie $100.  

· One of the Moms has a reputation as a skilled predictor.  In fact she will sell you her prediction on the outcome of a game for exactly $10. In a game involving two random teams, she is as likely to advise that you bet on one team as she is to advise you to bet on another.  There is a P probability that her pick will win.    

You want to make a bet on this weekend’s game involving two teams of five-year-old girls: “The Angels of Death” and “The Killer Bees”, but you don’t know anything about either team.

A. Draw the decision tree if you make the bet without any addition information.  

B. Draw the decision tree if you pay for the advice of the Mom.  

C. What is the minimum P at which you will be better off hiring the advisor (as compared to making the bet without the advice.)

3. Suppose that you manage the sales force in charge of selling advertising for a chain of regional radio stations.  Many of your customers are classified as local, meaning that they will only buy ads on one or two stations in their immediate geographic area.  Others you think of as “blockbuster”, the large businesses that if they can be sold, will pay top dollar to advertise on all your stations (for example, a regional grocery store chain or a national brewery).   The locals need to be called on by the sales people but if they are treated properly, will be good customers.  The blockbusters are much more fickle, since they can ignore radio ads and buy time on television.  You can’t be sure of winning a blockbuster customer, but the returns are so great as to be worth the effort.  You’re struggling with the question of how best to structure compensation for the sales staff.  Using the concepts of risk aversion and moral hazard, discuss the tradeoffs and issues you face.
4. You work for a chain of restaurants that is considering expanding into a new market.  You estimate that there is a 25% chance that the restaurant in the new market will earn $200,000, a 25% chance that the new place will earn $100,000 and a 50% chance it will lose $80,000. 

a. Calculate the expected value and the variance.

b. Suppose that your manager chooses not to open the new restaurant but instead makes improvements at an existing location that he knows will increase profits by $30,000.  If these are really mutually exclusive alternatives, what does this tell you about his attitude towards risk.  (Explain carefully.)
c. Suppose Professor Kreps, the author of your textbook, read the question above and made the following comment:  “good enough question, but it also provides an opportunity to illustrate the difference in decisions made by managers at a chain of restaurants and the decisions that might be made by the owner/manager of a single restaurant.”  In a two or three sentences, explain what he might mean.
5. Dilbert and Wally have been assigned different aspects of the same design project.  At the end of six months,  they will be called before Ratbert (recently promoted from his job as Evil Director of HR) to evaluate their project to see how much bonus they will get. Ratbert can only judge relative work.  If both have done well, both get the same bonus,  and similarly if both haven’t accomplished much, Ratbert figures it was just a hard project and still gives each the same generous bonus.  But if one of has done well and the other hasn’t, the winner gets the bonus.  Dilbert and Wally have essentially two choices: to eat lunch at their desk or go drink lunch at the local Pub.  If they work, they get the project done, and if they drink, they don’t.  The payoffs are given below. 

	
	
	Dilbert’s Choices

	
	
	Work at lunch
	Drink at lunch

	Wally’s
	Work at lunch 
	Payoff to Dilbert=3

Payoff to Wally =3
	Payoff to Dilbert=0

Payoff to Wally =6

	Choices
	Drink at lunch 
	Payoff to Dilbert =6

Payoff to Wally =0
	Payoff to Dilbert =5

Payoff to Wally =5


a.  Identify a likely equilibrium (explain your reasoning).

b. At a recent meeting of his Total Quality Management Team, Ratbert presented this problem and said, “You can see this example shows that cooperation and team-spirit are vastly over-rated in the management environment.  In my opinion truly great corporations are run on the basis of fear, greed and envy.”  Explain. 

