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Candidates shoulct attetnpt ALL questions from Section A and ANY THREE qnestion. 
fron1 Section B. Each question should start on a fresh page. 

SECTION A: Answer ALL questions in this section ( 40 marks). 

Al. The demand for a product of a company is affected by the govern1nent policy. The 
effects of a policy by the governtnent can st in1ulate de1nand. It n1ay take no such 
action or it 1nay stitnulate detnand but a lso increase corporate tax. The con1pany 
1n ust decide in ad vance of the governn1ent action, which is either to increase the price 
of the con1n1odity or to keep at it::; con::;tant level. The effects of the six possible act ion ' 
on profits are as shown below. 

Govern1nent Action 
Price remains constant : No policy action 

Price ren1ains constant: Demand stimulated 
Price ren1ains constant: St in1ulation plus tax 

Increase price: No policy action 
Increase price: De1nand stin1ulated 
Increase price: St in1ulation plus tax 

Estilnated Profits ($n~) 

6.0 
6.5 
4.5 
5.5 
7.0 
4.0 

If the con1pany is too optimistic then they n1ay incur losses when den1and 
stin1ulated. As a result, the con1pany chooses to be conservative. 
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(a) \i\That appropriate decision ~hould the company imple1nent before the governtnent 
docs any action? [5] 

(b) If the con1pany apply a 1nini1nax regret approach in the analysis then what would 
be their decision? [5] 

(c) If the con1pany is 65% pessin1i tic then what would be their optirnal decision? [4] 
(d) Explain why the three approaches give different optin1al decisions and yet they 

are being applied on the ~an1e proble1n. [1) 

A 2. A farn1er packs ton1atoes she produces fron1 her plot at a cost of $10 per case and sells 
then1 at a wholesale price of $15 per case. For quite a long t ime now she could sell 
100 200 or 300 cases each week. If she packs n1ore t han den1anded for any week then 
::;he ha::; to throw away the cases because ton1atoes can not be sold after week of being 
packed. If den1and is 1nore than she had packed then she buys the tornaLoes fron1 other 
farn1ers at a cost of $18 per case (that includes buying price and cost of hiring extra 
labour as well as t ransport ing the ton1atoes to her plot for packaging) . She does that 
so that she n1aintains her reliability and dependability to her clients , so she still sells 
thern at $15 per case. 

(a) 

(b) 

Set. up a pay off Lable for Lhe fanner. [5] 

She esti1nated that there are 20% chances that 100 or 200 cases 111ay be bought in 
a week and 60% chances that 300 cases could be bought. How many cases should 
she pack in order to maxin1ise her weekly profit~? [6) 

A3. (a) Distinguish between decision n1aking under risk and decision n1aking under con-
flict environn1ents. [2] 

(b) Explain when expected utility approach is 111ore appropriate to use than the ex-
pected n1onetary value approach. [2] 

A4. Two players are involved in the following gan1e. 

4 1 
2 3 

(a) Find t he opti mal strategy for each player. 

(b) Find the value of the gan1e. 

(c) Hence "ho \\·otdd be the winner of the game? 

• 
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SECTION B: Answer ANY THREE questions in this section (60 marks) . 

B5. Such As Investlnents (Pvt) Ltd. would like to buy land but has two different investinent 
options . The economic instabilities currently prevailing in the country is n1aking the 
investors difficult to ascertain the future sales on their invest1nent . A big investlnent 
like constructing a shopping mall followed by low sales could be very costly to t he 
investors . However , if Such As n1akes a conservative investment like developing town 
houses and finds high sales, the investor's profits will be lower t han t hey n1ight have 
been. After a thorough market and financial research the con1pany estin1atecl that t he 
following annuR.l net profits (in t housR.nds of dollars) n1ay be realise<i . 

Investment Low Medium High 
Strategy Profits Profits Profits 

Resident ial Flats -10 300 600 
Shopping 1vlall -500 200 900 

Probability II o. 2 0.35 0.45 

(a) Use a decision tree diagran1 to advise Such As (Pvt) Ltd. on t he best invest-
Inent . [5] 

(b) The con1pany can conduct a n1arket survey but need a total of $200 to finance it 
and n1ay result in three indicators of den1and namely v\ eak, IVIoderate or Strong 
indicator. The relationship between t hese detnand indicators and possible net 
profi ts can be written in the following conditional probability function. 

Net P (Ii/sj) 
Profits \iVeak l'v1oderate Strong 

Low 0.6 0.3 0.1 
l\1Iediun1 0.4 0.4 0.2 

High 0.1 0.4 0.5 

vVhere i = VVeak , 1\Ioderat.e , Strong and j =Low) l\!Iedi Ul11 , High. 
Hence, what would now be Such As (Pvt) Ltd . investment strategy? [15] 

B6. (a) A n1anufacturing con1pany would like to launch a new product. As a result, their 
Finance Depart1nent estin1ated the following profit projections and associated 
chances of realising then1 in t he following table . 

Profit ($) 
150,000 
100,000 
50,000 

0 
-50,000 
-100,000 

Chance (%) 
0. 10 
0.25 
0.20 
0.15 
0.20 
0.10 
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Becau~e of the high dollar values involved. especially the possibility of a ~100, 000 
loss , the rnanage1ncnt has expressed son1e concern about the risk. 

(i) \1\/hat \:vould be the appropriate lottery the ma.nagernent should consider? [3) 
(ii) Suppose t hat the n1anagen1ent is indifferent on the estin1ated profits with t he 

follo\\·ing probabilities· 

Profit (S) 
100,000 
50,000 

0 
-50,000 

Indifference 
Probability (p) 

0.95 
0.70 
0.50 
0.25 

then should the co1npany launch the new product? [9] 

(b) Un1lilo Electricals has seen its busine~ expanding to the points where it needs to 
increase its services beyond their existing capacity. It has narrowed their options 
for increasing their n1axin1un1 capacity to either expand their capacity at a cost 
of $8n1, or n1odernise at a cost of $5rn. Both approaches would require the same 
an1ount of t in1e for i1nplen1entation. 1\llanagen1ent believes that over the required 
payback period, demand will either be high or n1oderate. Since high demand is 
considered to be son1evvhat less likely to happen than moderate den1and then the 
chances of high demand have been set to thirty-five percent. If de1nand is high 
then expansion would gross an esti1nated revenue of $12rn but 1noclern isation 
would gross on $6rn of revenue because of a low n1axin1un1 capability. On the 
other hand ) if den1and is 1noderate then the con1parable revenues would be $7 for 
expansion and $5m for modernisation. 
\tVhat would be t he different possible net profits for Utnlilo Electricals? [8] 

B7. (a) In an election can1paign, the strategies adopted by the ruling and opposition 
parties along with ruling party ls percentage share in vote~ polled are as given 
bclov.r. 

Ruling Opposit ion 
Par tv 1 2 3 

• 

1 55 40 35 
2 70 70 55 
3 75 55 65 

\i\-here ,, Can1paigning one day in each city" ,, Ca1npaigning two days in large 
towns·' and '' Spend two days in rural areas'' are strategies 1, 2 and 3 respectively 
which can be adopted l>y l>otll parties. A sum iug that this is a zero su111 ga111e 
situation then what would be t he optin1um strategy for each party? Hence or 
otherwise find the party with the greater percentage share in t he votes polled. [12) 

(b) u~e the Graphical lnethod to find the probabilitie~ of the strategies aYailable to 
the second player. 

-6 7 
4 -5 

-1 -2 
- 2 5 
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[8) 

B 8. A certain petroleum corporation is considering whether to go for an offshore oil drilling 
contract to be awarded. If they bid for the contract, t hen the value of the bid would 
be $600nz, and they have a 65% chance of winning the contract . They can use all of 
the $600nz, (bid value) to set up the offshore dri lling operation. They n1ay set up a 
new drilling operation or n1ove already existing operation to the offshore contract site, 
which has proved ·ucce!:>sful. The probability of ·ucces · and expected return!:> are a!:> 
follows . 

New Operation 
Outco1ne Probability Revenue ($rn) 
Success 0. 75 800 
Failure 0. 25 200 

Existing Operation 
Probability Revenue ($m) 

0.85 700 
0.15 350 

The corporation ha estin1ated an oil production cost of about $10m in order to supply 
the contractual oil quantities. 

If the corporation loses the contract, t hen they are left with 95% of the bid value 
on \vhich they can use to 1nodernize their existing operation (i.e 5% of the bid value 
would have been usec.l in t he bic.l casting proces ) . However, if they do not bid for 
the contract then they have to use the $600rn to n1odernize their existing operation. 
1odernizing would result in a return of either 5% or 8% on the sun1 invested with 45% 

and 55% chances respectively. 

Advise t he corporation on the be t investn1ent' st rategy to follo·w. [20] 

END OF QUESTION PAP ER 
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