OMGT3223 — Quiz #2

Please show all formulae, notation, calculations, definitions, assumptions, etc. Please include a brief
explanation of your answer to receive full credit. Feel free to use additional sheets of paper to complete
your work and attach them to this quiz when you turn it in.

1. Table 1.1 depicts three investment alternatives, two different states, and probabilities associated with
those states. Please show your work.

Table 1.1
States
Decisions Boom Bust
Growth Stock 100 -50
AAA Bonds 7 12
Saving Account 16 6
Probability 0.4 0.6

a. Which decision would you make using the Maximax criterion?
b. Which decision would you make using the Maximin criterion?

¢. Which decision would you make using the Minimax Regret criterion?

d. Find the expected value of each decision and comment on which you would choose (Hint: Think about the
three areas of sensitivity analysis)?
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2. Alan Fang has a decision to make. He can invest in one of three different real estate projects: State and
Main, Hillcrest II, or Fort Street IV. He knows three things can happen after he invests: the market
could boom, the market could hold steady, or the market could tank. He also knows his $ returns from
State and Main could be $1000k in a boom, $375k in a steady market, and -$500k if the market tanks.
On the other hand Hillcrest II offers $800k in a boom, $300k during steady conditions, and $250k if the
market tanks. Finally, Fort Street IV offers $2000k in a boom, $125k if things are steady, and -$4000k

if things tank.
a. Create a payoff table for the real estate decision problem.
b. Which real estate choice would you make using the Equal Likelihood criterion?

C. If the probability of future events follows the distribution in Table 3.1, find the expected value of
each of the real estate choices. Which real estate project do you prefer and why (Hint:
remember to discuss with regards to sensitivity analysis)?

Table 3.1
Future State | p(Future State
of Market of Market)
Boom _ 0.72
Steady 0.08
Tank 0.20
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3. Given the following diagram comment with regard to 1) dominance, 2) trade-offs, and 3) risks. Also,

explain which decision you would prefer and why. NOTE: This problem is not related to problem 1 in
any way. Answer this problem as a stand-alone problem.
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Formulae Sheet

Standard Deviation

i(xi - .u)z
i |

n-1

+ 3 SD ~ 99.7% of values, + 2 SD ~ 95% of values

SD

Expected Value

E(x)= zxip(xi)

Bayes’ Formula
p(AandB)
p(B)

p(AlB)=



