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Exercise #2: A Patriotic Decision

Lee Dobbs has a decision to make.  Lee has designed a novelty item based on the New England Patriots football team.  The item is a pen set representing various athletes on the team.  A large department store serving the area in which Lee lives has expressed interest in the item.  In fact, the store is prepared to accept an initial order of 1000 of the items at a price of $4.00 per unit.  Additional novelties would then be purchased in batches of 4000 each.  Lee and the Buyer for the store are very sure that the novelty will not sell more than 9000 units (initial batch plus two additional 4000-unit batches).

The production of this novelty will involve only a small part of Lee's time next year.  Lee has just started as an MBA student at a very prestigious school in the Northeast.

To produce the item Lee needs to lease a machine for the year.  Lee has identified two options.  One is a fairly standard machine for $4000.  The variable cost of production with that machine is $2 per unit.  Alternatively, there is a more sophisticated machine for $10,000 with a variable cost of $.40 per unit.

Lee is single and has $10,000 in savings from a previous job.  The Management program has promised Lee enough loan and scholarship support to get through the MBA program, if Lee is very careful about expenses.

The Buyer, whose judgment you trust, thinks that there is a 50-50 chance that sales will be 5000, and only a 20% chance that sales will be sufficient to justify an order of 9000 units.  (For simplicity, interpret this as a 50% chance of selling 5000 units, a 20% chance of selling 9000 units, and a 30% chance of selling only the initial 1000 units, with the Buyer handling any problems with excess inventory, and Lee producing units to match the Buyer’s orders.   Lee is not choosing how many units to produce, only which machine to lease.)  

Note that this is not a continuing opportunity for later years!

1. Provide a structure for solving Lee's problem.  That is, provide a set of procedures to follow.  Be sure to identify the key subjective judgments Lee will have to make.

2. If you were Lee, what would you decide?

3. What does your decision imply about your attitude toward risk?

4. What is missing from the above structure?  If this were a really important decision, what values, consequences, uncertainties, and procedures would you include?  Would this change your decision?

Write up a 1-2 page report on your thoughts.  Due Feb. 21.

