Managerial Economics:
A Problem-Solving Approach
6th Edition

Solutions to End-of-Chapter Individual Problems



Table of Contents

(O] 1101 ) S APPSR 7
1-1 Goal Alignment at a Small Manufacturing CONncCern ..........ccecveeeveeerieeesiieeesiee e eevee e 7
1-2 Goal Alignment at a Small Manufacturing Concern (CONt.).......ccceeveveeercveeerveeeecveeesieeeenens 8
1-3 Goal Alignment at a Small Manufacturing Concern (CONt.).......cccueereveeercveeercieeerireeenveeeenns 8
1-4 Goal Alignment at New York City SChOOIS ......c..cocieriiiiiieiieiieeiiceece e 8
1-5 Goal Alignment between Airlines and Flight Crews.........ccccoooiiiciiiiieniiieniecieceeeeeeeee, 8
1-6 Goal Alignment between Hospitals and the British Government.............cccccecvvevieeieenenne.. 9

(O] 110 ) USSR 10
2-1 ATTIINE DRIAYS ....veeniiieiiieiie ettt ettt ettt e et eebeesteeesbe e saesnbeesaseenseessseenseens 10
2-2 SelliNG USEA CAIS.....ccuiiiiriiiiiiiieiteeiteteet ettt ettt ettt st be et st sae e 10
2-3 F1OOA INSUTAINCE.......eieuiieiieiiietieeite ettt ettt ettt ettt e et e bt e esbeesteeeateesaeeenbeesneesnneans 10
2-4 France’s Labor Unions Force Early Closing Times .......c..cccceevvirieninniinieneeneeicnecenne 10
2-5 Kraft and CadbUury.......ccceoiiiiiiiiiiiicieeeee ettt 11
2-6 Price of Breast Reconstruction Versus Breast Augmentation ...........ccceccveeevvereeeieenvennnens 11

L0 110 ) N RPN 12
3-1 Concert OPPOTtUNILY COSE....cciuiiieiiiieeiiieeiieeeiteeeitteeeieeeetreeeteeesbeeesbeeesbeeenaseeesnseesnnseeennns 12
3-2 Concert OPpPOortuUNItY COSE 2 .....viiiiiieeiiieeiieeeiieeeiteeeteeeere e eteeesbee e eesbeeesnbeeesnseesnnseeennns 12
3-3 HOUSING BUDBDIE ..ottt s 12
3-4 OPPOTLUNILY COSL....iiiiiiiiiiiiieieeit ettt ettt ettt sbe ettt sae bt et e saeeees 13
3=5 SHATDUCKS ...ttt ettt ettt ettt et e s nbe et e e saaeenne 13
3-6 Dropping UniVErSity COUISES .......coeeruiriirieriirieniierieeitenieeste st sieesteeisesieesteetesieesaeesnesneenees 13
3-7 BUSINESS COSLS ...eutieiiiiiieeiieeitee ettt ettt ettt et ettt et e s bt e et esab e et esbeesabeesabeeabeesbeeenbeesaaeenne 14

[0 110 ) N S RRUSS 15
4-1 Extent Versus Discrete Problems........cocueoiuiiiiiiiiiiiiiiiceee e 15
4-2 Game Day ShUttle SEIVICE ......cuuiiiiuiiiiiiieiie ettt e e e 15
4-3 Paid fOT GIAES ....ccveeiuiiiiiiiiiieieeteete ettt ettt sttt sbe b 16
A4 SUPPIET BIAS...cuiiiiiiiiieiie ettt ettt et et e s e b e staeenneens 16
4-5 Processing INSurance Claims ..........cccuevcuieriieeiiieniie ettt ettt et esieeesbeessneenneens 16
4-6 COPICT COMPANY ....veieerieiieeiiieiieeteesiteeeteestteeseesstesteesseeasseesssesseesseeasseenssesseesssessseesssesnseens 17

L0 1 F:1 011 e OO SUPUUPUUPRURUSTPRRIPRO 18

5-1 George’s T-Shirt SROP ..c..viiiiii e e eaaeeeaaeas 18



S-2NEt Present ValUe .oooooiiiiiiiiii e, 18

5-3 Doctor’s Human Capital ...........cccuieriieiiiiiiieiiieieeie ettt st 18
5-4 Solar Panel INStallation ...........c.cocuerieiiiiinierieeiereeee et 18
R I I ) A I 41 (0] SRR 19
5-6 Running a Hotel During @ RECESSION.........ccciiieiiieciiieciieeee et 19
5-7 Short Run versus Long RUN ........c..cooiiiiiiiieeeeeeeee e 20
(0] 110 ) A USRS 21
6-1 Elasticity Of T-Shirt SAIES .........cccieriiriiieiieiii ettt eseeeaae e 21
6-2 Increasing Movie TICKEt PIICES .....cccecvuieriiiiiieiieeieeitecte ettt 21
6-3 Promotional PIICING ........ccccviiiiiiiiiiiieeie ettt ettt e ebe e aaeenseessaeensaesnne e 21
0-4 BAT INULS ..ottt s b e et esat e et e s bbbttt et sbe e et et 22
(O] 1101 ) U U PRUSURRRRUR 23
T-1 SCale ANA SCOPE ...nveeeeieniieeiie ettt ettt et e st e et e sab e et e s aee e bt e ssbeenbeesaeeenne 23
7-2 Pre-prepared MEALS ........cccuiiiiiiiecieecee ettt et e e e e e e areeeanes 23
7-3 RANEEIS™ T-SRITTS ....ooviiiiiiiiiiiiiit ettt et ettt e 23
7-4 Average and Marginal CoStS.......ccuiiiiiieiriieeeiieeeieeeiee e eetee e sree et e e e eeeereeeeaee s 24
7-5 LeaINING CUTVES .. .uvieeiiieeiieeeiieeeiteeeiteeeetteestteesseeessseeessseeeasseeeasseeensseeessseesnsseesnsseessssessnes 24
7-6 Multiconcept Restaurants Are a Growing Trend...........occveevciieeniieeniiieeniie e 25
(O] 110 ) SR PPRRUSS 26
8-1 WAt MATKEL ..ottt st 26
R 010111031 g 4 1o SRS SRPR PSR 26
8-3 HANA SANTHIZET ....c.uiiiiieiiieiiee ettt ettt et e ettt e st e e bt e eabeeseeeenbeeeaeeenne 27
8-4 Chocolate Candy Bars Market...........cccooeiiiiiiiiiiiiieeiieeeee et 27
8-5 DemMaNnd SHIfES....cc.eiiuiiiiiiiiieieee e st 28
8-6 ValeNtINe’s DAY ....eeeiiiiiiiiieiiie ettt ettt e tee e ste e e sab e e e e enaeeennbeeennaeeenreas 28
L0 110 ) A R RRUSRRT 29
9-1 Faculty Housing Benefits..........ccooiiiiiiiiiiiieciecceece e 29
9-2 Snacks, Beer, and Marijuana .............cceeevuiieeiiieeniiieeciie ettt 29
9-3 Competition OF MONOPOLY ...cccueiiiiiiiiiiieiieee ettt et et 29
0-4 CompetitiVe INAUSIIIES .....ccuvieiiiiiieiieeie ettt ettt e e e seeeenbeeeaae e 29
9-5 ECONOMIC PrOfIt ..c..eiiiiiiiiiiiiciee ettt s 30

9-6 EcOnomics VErsus BUSITESS ....ccooiiiiiiiiiiiiieiei e 30



O] F:1 o115 ol PSPPSRI 31

TO-1 High RIVAITY..c.eiiiiiiiii ettt et ettt et e e e et e ebaesabeenseessseensaens 31
10-2 Increasing CuStOmMETr VAlUC.........c.ocvuieiiiiiiieeiieiie ettt eteeiee et seeebeesiaeebeessaeensaens 31
10-3 Intan@ible RESOUICES .....ccuviiiiiieeiiieeciee ettt ettt e e e e e e save e e aaeeenseeenseeennns 31
10-4 Five Forces and the Airline INAUSIIY ........oooiiiiiiiiieiieceeeeeee e 32
10-5 BAITIers 10 ENIIY . .viiiiiiiiiie ettt ettt e e e e e e e naeeenneeenaeeenens 33
10-6 Salons and Teeth Whitening ..........ccccuvieiiiieiiieciie e e 33
(O] 110 ) S USRS 34
I1-1 The Carry Trade......cccueeeiiieeiiie ettt ettt et e et e e s bee e snbeeennseeennseeenseeennes 34
T1-2 BIEXIE FEATS ..ottt ettt st ettt et st e bt et eneeees 34
11-3 Effects of the Pound Devaluation on Tourism and Bank Profits...........c.cccccevveeveenennnne. 34
11-4 The Effects of a Pound Depreciation on Whirlpool...........cc.ccoovieeiiiiniiinciicie e, 35
11-5 DOMESTIC CONTENL. ....eeiuiieiieiiiieiie ettt ettt ettt e et e st e e bt esttesabeesaeeenbeesseeenseesaaeenne 35
11-6 Dollar Devaluation...........coouiiiiiiiieie ettt sttt 35
11-7 Effect of Expectations on the Exchange Rate............c..ccoooiiiiiiiiiiiiiii e 36
L0 1101 ) S RS 37
12-1 Parking Lot OptiMIZAtion .........cccuiierieeeiiieeiieeeieeeiiieeeireeeaeeeereeesaeeesbeeesnseeennseesnnseesnnns 37
12-2 Parking at Cowboys StadiUm.........ccciiieiiieeiieeiiee et e e 37
12-3 Product Store LOCALIONS ......ccueiiuiiiiiiiiieiiieeiieeee ettt ettt 37
12-4 Macintosh Versus 1PhONE ........cccooiuiiiiiiiiiiieeeeeeee et 38
12-5 CONCEIE PTICES ..ottt ettt ettt et sttt e bt e et e sabeessbeenbeesseeeaseens 38
12-6 Radio Stations and ROCK CONCETLS.........cc.eeriieiiiiiiiiiieeiieiie ettt 38
CRAPLET (13)-14 .. ettt ettt et e et e et e sae et e e bt e enbeessbeeaseesnseenseesssesnseens 40
14-1 Barbie Dolls and ACCESSOTIES .....c..eeruerueriieriiiiiniierieeie ettt sttt ettt st 40
LYY o Yo 110 o1 40
14-3 DOJO PIICINE ....eiiiiiieiiie ettt ettt e e e e et e e s te e e e sbeeeesbeeensseeennseeennseessseesnnes 40
14-4 FItNeSS TTACKETS ....eeiuiiiiiiiiiiee ettt st et 40
145 MUSIC PIICINE ..eeiiiiiiiie ettt ettt et e e et e e st e e e e e s saeeessseeennseeennseesnseesnnns 41
146 BUNALIING. .....viiiiieiiieie ettt ettt et et e et e e bt e s bt e aaeeabeessbaenbeessseenseens 42
(O] F:1 01157 ol 1 SO UPUUPROUSRRRRRPI 43
15-1 TO VOte OF NOt t0 VO ..ccuviiriiiiiiiiiieniieciteee ettt st e 43

15-2 To Vote or NOt t0 VOUE Part IL......ccoooviieieeiiieeiiiieeeee ettt e e e eevaeee e 43



15-3 COMPAIDILILY ...eeeivieiiieiieeiie ettt ettt e e be e s e sabe e eeeenbeessaeenbeensneensaens 43

15-4 Salary NEQOtIATION ....eeuieriiieiieeieeiie ettt e et erieesteesteeebeesseesbeesaeesseenseesnseessseanseessseenseens 44
15-5 Renegotiating EMployment CONTIACES ........ccueeruieriieniieeiieriieeieeniieeieeniee e esireeveeseeeneeens 44
15-6 Entry Game with Withdrawal ...........ccccoooiiiiiiiiiiiicceeee e e 45
(0] 1103 ) W U RPRRUSRS 47
16-1 Streamer BargaiNing ..........ccccuveeiiiieiiieeiieeecieeesieeerieeesreeeeaeeesaeeessseeessseeensseeensseessseesnnns 47
L N 14 B33 S LY (S ) SRR 47
16-3 HOUSE CIOSINE ...cuviiiiiieiieiiiieiieeiieeiee et et e eveeteeseteeteessaeeseesnseeseessseensaesasaessseesseenssenseens 47
16-4 A City and ItS UNIONS .....ccueieiiiiiieiiieiieeitieeieesiteeieesteesteeseeeeteesssessseesssesnsaesssessseesssesnseens 48
16-5 Entering International Markets ...........c.eeeieeiierieriiienieeieeie e et eseesreesereeveeseneenneens 48
L0-0 PBIMIS.....iiiiiiiettete ettt ettt ettt e h et et h et e h e bt et e e e e b et eneeees 49
(O] 110 ) W RSP PRURURURRPR 50
17-1 Global EXPANSION .. ..eiiitiiiiiiiieiieeitete ettt ettt ettt et e st e et e e e enbeesaeeenne 50
17-2 Game ShOW UNCEITAINLY .....coviruiiiiiiieiieieeienie ettt ettt 50
17-3 Al AEIICIES ...ttt ettt ettt et et et e bt e et e e bt e et e e s bt e et e e snteenbeesnneenne 51
17-4 DiSpOSING Of USEA ASSELS ..ecuvvieeiiieeiiieeiieeeitee et e et e eire e et e e eteeesaeeessbeeeseseeennseesnseeennns 52
17-5 Saint Petersburg GambIes ..........ccoieiiiiiiiiieiiieciieeeeee e e e 52
I776 HITINE ..eeevieeiee ettt et e ettt e et e e et e e st e e essaeeensteessseeeesseeensseeensseeennseesnnseesnnseesnnns 52
L0 1101 ) S I RS 54
18-1 Effects Of COIUSION ...cc.uiiiiiiiiiiiii ettt ettt sttt 54
18-2 RESETVE PIICES ...cutieiiieiiieiie ettt ettt ettt et sttt e et aeesabeessteebeesseeenseens 54
18-3 RESETVE PIICES I1 ..ottt ettt e 55
18-4 Asset AUCHIONS 1N SWEACH ...c..eiuiiriiiriiiieiieieetee et 55
I8-5 ATt AUCLIONS ...ttt ettt st sb ettt sbe e bt et eaeeees 56
18-6 Contractor BiddiNg........cccuvieiiiieiiiieiie ettt e e e e e e e e e e ensee e 56
L0 1101 ) W R RRUSRRS 57
19-1 Leasing ReSIAUALS ........oooviiiiiiiciieeee et e e e e 57
19-2 College Degrees Required for Police OffiCers........cccuvvviiiieiiiieiiiieiieceeeeeee e 57
19-3 Bicycle Insurance and Information ASYMMELIy ..........cccueevieeiiierieeiiienieeieeeie e see e 57
19-4 JOD AUCHION ..ttt ettt sttt st ettt e bt eaeeees 58
19-5 “Soft Selling” and Adverse SeleCtion ..........c.ccvuiiriieriiiiiierie ettt 58

19-6 Hiring EMPLOYEES ...vveeuiiiiiieiieeie ettt sttt ettt st esbeesaeesbeessaesnbeessneenseens 58



CRAPLET 20 ... ittt ettt et e et e e bt e s teeeate e aeeesbeesaeenbeesbeenbeensseenseennseenseensseensaens 60

20-1 EXtended WaITANTIES ... .eouvertieiiriientieteeiiesitesie ettt sttt ettt est e sttt e nbeenae st 60
20-2 BUSINESS LOAMN ..ottt sttt et 60
20-3 Kitchen Remodel COSES ......coouiiiiiiiiiiiiiiieeieee ettt 60
20-4 AULO INSUTANCE ...ttt ettt s e st e et e s e s eaeee s 61
20-5 BPO SEIVICES ...uveeueeiieieeiiesiieieeieettete et e st esteete et eteenaesstesseensaeseesseensesneesseenseensesseenseensenns 61
B O O B (T | 1) A 2 S U 61
(O] 1101 <) N RSP RRUSTRR 63
21-1 Real EState AZENLS ..c.uviiiiiiieiieeeiie ettt ettt et ee e re e s tre e st e e st e e sabeeesnseeenseeennseeennes 63
21-2 AIrlINE DEPAITUIES......eevieiiietieeiiieiieeteesteettestteeteesteeesbeessaesseesseeesseesssesnsaesssessseesssesnseens 63
21-3 INCENLIVE CONTIICES ....eeuieiiiiieiieiiest ettt sttt et be e 63
21-4 Public SChoOl PrINCIPALS .....ooouiiiiieiieiieeie ettt 64
21-5 Venture Capital .......cccuiieeiiiiiiieciie ettt ettt e et e e e e e e b e e e eeearae e 64
21-6 Meeting MIlESIONES. ....c.ueeiiieiiieiiieiiie ettt ettt ettt ettt e et e st e et e e teesbeesaeeenbeesseeenneens 64
CRAPLET 22 ..ottt et ettt e et e e e tae e e taeeesaeeeasaeeessaeesssseessseeesssaeessseeeassaeensseeensseensseeans 66
22-1 TranSTer PriICING .....cooouiiiiiiieiiieeeie et ettt e e et e e st e e snb e e snbeeesnseeenseeennes 66
22-2 Transfer Prices Set by HeadquUarters..........oooveieiiieeiiiieiiiecieeciecee e 67
R O F: 3 (<) o T o) PR 67
22-4 Divisional Profit MEASUTIE ........ccuiiiiiiiiiiiieiteiteeeet ettt 67
22-5 FUrniture FOTECASTING ....c...evueiiiiiiiiieieiienitee ettt ettt 68
22-6 Jet TUIDINE DESIZN . ..eeuviiiiiiiiieitiieeee ettt et 68
CRAPLET 23 ...ttt et ettt e b e bt et h e b et he e bttt nb et as 70
23-1 Telephone Pole AttaChments ............cocieriiiiiiiiiieiiee et 70
23-2 Integration of Physician Groups and Testing ServiCes ........cccceevuererrierieneenieeieeneeniennenn. 70
23-3 ONINE COSMELICS ..nuvieniieiiiietieeiie ettt ettt ettt e bt et e bt e sabeesbeeeabe e beesabeesbeeenbeenseeeseens 70
23-4 WEAdING DICSSES ...eeecvvieiiiieiiieeeiiieeeieeeeiteestteestteeeseaaeessbeeesseessaeessseeessseeensseesnsseesnsseesnns 71
23-5 Herbicide INTEGIation .........ceeuiiiiiiieciie ettt et ee et e s tee et e e eibee e eeeeseeenaeeennes 71

R Ol 00 21 1A A 0 11 1S 1L 71



Chapter 1

Short Answer Key:

1-1 Goal Alignment at a Small Manufacturing Concern

The owners of a small manufacturing concern have hired a manger to run the company with the expectation
that he will buy the company after five years. Compensation of the new Vice President is a flat salary plus
75% of the first $150,000 profit, then 10% of profit over $150,000. Purchase price for the company is set at
4.5 times earnings (profit), computed as average annual profitability over the next five years.

a. Plot the annual compensation of the vice president as a function of annual profit.

Assume for now the VP has a base salary of 50,000. If so, when P<$150000, his compensation can be
determined by the equation C = 50000+0.75(P). When P>150000, compensation is determined by the equation
C=(50000+0.75(150000)) + 0.1P, which means C=162500+0.1P. The plot for compensation can be seen below.

VP Compensation v Company Profit
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b. Assume the company will be worth $10million in five years. Plot the profit of buying the company as a
function of annual profit.

The purchase price will be 4.5x earnings, calculated as 4.5x average annual profitability. Therefore, the
profitability of the purchase can be seen by the equation Ppurchase = 10,000,000 - 4.5(Pannua). The plot of this
equation can be seen below.

Purchase Profit v Annual Profit
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1-2 Goal Alignment at a Small Manufacturing Concern (cont.)
Does this contract align the incentives of the new vice president with the profitability goals of the owners?

No. Both the purchase price and the profit sharing create perverse incentives. The VP keeps $0.75 of
each dollar earned up to $150,000, but only $0.10 of each dollar earned after $150K. Since earning more
requires more effort (increasing marginal effort), he has little incentive to earn more than $150,000. And every
dollar the VP earns raises the price that he will eventually pay for the company by $4.50, effectively penalizing
him for increasing company profitability.

1-3 Goal Alignment at a Small Manufacturing Concern (cont.)
Re-design the contract to better align the incentives of the new vice president with the profitability goals of
the owners.

One approach would be to establish a purchase price at the initiation of the contract. This would
encourage the VP to make the company as profitable as possible, as the increases to his marginal wealth of 10%
above 150000 are not offset by the dramatic increases in purchase price. Also, this encourages him to make the
company as profitable as possible as it will ultimately be his once the 5 years have passed.

[note to instructors: the material in red in Q1-4, along with all of Q1-6 and Q1-6 were inadvertently deleted
from the final version of the text]

1-4 Goal Alignment at New York City Schools
1,800 New York City teachers who lost their jobs earlier this year have yet to apply for another job despite
the fact that there are 1,200 openings. Why not?

New York is the only city in the U.S. where teachers are guaranteed pay for life even if their school closes
and they no longer have a permanent job. The policy costs DOE more than $100 million per year in salary and
benefits. Those teachers go into the Absent Teacher Reserve pool, where they can be used as substitutes. The
average salary for an ATR pool teacher? $82,000, with some making $100,000. Some teachers have been in the
pool since 2006.

1-5 Goal Alignment between Airlines and Flight Crews

Planes frequently push back from the gate on time, but then wait 2 feet away from the gate until it is time to
queue up for take-off. This increases fuel consumption and increases the time that passengers must sitin a
cramped plane awaiting take-off. Why does this happen?

Airlines are often evaluated and measured by their “on time” performance metrics. As this refers to
boarding times rather than the time of actual departure, airlines would rather board the planes on time and
wait on the tarmac than leaves passengers waiting at the gate.



1-6 Goal Alignment between Hospitals and the British Government
In 2008, the Labour party in Britain promised that patients would have to wait for no more than four hours to
be seen in an emergency room. How is the National Health Service meeting this performance goal?

To meet this performance goal, seriously ill patients are being kept in ambulances. Thousands of people
a year are having to wait outside the emergency departments because the trusts will not let them in until they
will be able to be treated within four hours in accordance with the Labour pledge and government targets. In
addition to keeping people outside, this also has reduced the ability of the ambulances to respond to emergency
calls, leading to serious problems throughout the region.
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Chapter 1

1. Why might performance compensation caps be bad?

a.

b.

Different pay rates promote dissent. [A compensation cap is a maximum salary limit; it does
not necessarily produce varied pay rates]

Compensation caps can discourage employees from being productive after the cap.
[Correct; at least with regards to salary, the employee is not rewarded for further
productivity beyond the amount that produces the cap value]

Compensation caps can discourage employees from being productive before the cap.
[Employees are incentivized to reach the value of the cap, encouraging productivity prior to
its achievement]

Bothband c

2. What is a possible consequence of a performance compensation reward scheme?

a.

It creates productive incentives. [As pay is tied directly to performance, such a policy may
motivate workers to improve their performance for the additional compensation]

It creates harmful incentives. [Such a policy may create incentives to manipulate the
performance indicators or outputs, or view that performance metric exclusive from the
overall interests of the firm]

Both a and b [Correct; could produce productive or harmful incentives depending on the
situation and the character of the person being rewarded]

Neither a nor b [Performance compensation schemes will produce some kind of incentives]

3. Which of the following is NOT one of the three problem solving principles laid out in Chapter 1?7

a.

Under whose jurisdiction is the problem? [Correct; this is NOT one of the key problem
solving principles].

Who is making the bad decision? [This is one of the key problem solving principles]

Does the decision maker have enough information to make a good decision? [This is one of
the key problem solving principles]

Does the decision maker have the incentive to make a good decision? [This is one of the key
problem solving principles]

4. Why might it be bad for hotels to not charge higher prices when rooms are in higher demand?

a.

Arbitrageurs might establish a black market by reserving rooms and then selling the
reservations to customers. [This black market allows the arbitrageurs to capture the value of
the increased demand rather than the hotels who are providing the rooms as well as creating
a less reliable system for the consumer]

Rooms may be rationed. [If demand increases but prices do not, demand for rooms may
exceed supply, forcing the hotel to ration the rooms and turn customers who would have
been willing to pay higher rates away]

Without the profit from these high demand times, hotels would have less of an incentive to
build/expand, making the long run scarcity problem even worse. [Such a policy essentially
creates a performance cap on the hotels, limiting their profitability to the number of rooms
rather than overall demand]



d. All of the above. [Correct; all of these are potential negative impacts of hotels not adjusting

prices to accommodate demand]

5. The rational-actor paradigm assumes the people do NOT

a.
b.

Act rationally. [The rational actor paradigm does assume that people act rationally]

Act randomly. [Correct; the rational actor paradigm assumes people will act rationally,
optimally and self-interestedly. Random actions are not one of the assumptions]

Act optimally. [The rational actor paradigm does assume people will act optimally, selecting
or creating the outcome that provides them with the most benefit]

Act self-interestedly. [The rational actor paradigm does assume that people will act in their
own best interest]

6. The problem-solving principles analyze firm problems,

a.

from the organization’s point of view. [Correct; considering a problem from the view of
the overall organization will help ensure all elements and impacts are considered.]

from the manager’s point of view. [Managers are also employees of the organization,
thinking of a problem from only their perspective may overlook its impact on the company
as a whole]

from the worker’s point of view. [Thinking about a problem only from the employee’s point
of view risks missing the fundamental problem of goal alignment with the overall
organization]

from society’s point of view. [Society does not have the same goals and incentives as the
firm.]

7.  Why might welfare for low income households reduce the propensity to work?

a.

It will not. [It can if working can only provide similar benefits to those that can be received
from welfare without working]

It reduces the incentive to work. [Correct; those receiving welfare may have less incentive
to work if the benefits of working are similar to or worse than those that are received
without it. Additionally, welfare may reduce the value of working for higher income workers
who have to support the system, also reducing their incentives]

It is unfair. [Perception of fairness alone will not alter the propensity to work unless it also
impacts the value of that work for the individual, which would impact his overall incentives]
It encourages jealousy. [Jealousy itself will not alter the propensity to work unless it also
impacts the perceived value of that work, which changes the incentives]

8. Why might a “bonus cap” for executives be a bad policy for the company?

a.

It isn’t. Executives shouldn’t make more than a certain amount. [Just like other types of
employees, setting a maximum value for executives eliminates the ability to separate,
reward and motivate them based on their performance]

It would sow discontent. [Even if discontented, the rational actor paradigm indicates
executives would still perform to reach the cap value in order to maximize their bonus]



It would encourage shirking after the executives reached the cap. [Correct; limiting the
bonus may reduce the incentive of executives to continue improving or performing once it is
achieved]

The cap could be set too high, so execs may work too hard and not reach it. [This is a
problem not with the cap itself, but with the level, which can be adjusted as needed]

9. What might happen if a car dealership is awarded a bonus by the manufacturer for selling a certain
number of its cars monthly, but the dealership is just short of that quota near the end of the month?

a.

It may sell the remaining cars at huge discounts to hit the quota. [Correct; the loss of
income from the reduced rate will be offset by the manufacturer’s bonus]

It creates an incentive to sell cars from different manufacturers. [The dealership is more
inclined to sell cars from the manufacturer providing the bonus]

It would ruin the relationship between dealer and manufacturer. [The dealer is working to
meet the requirements of the manufacturer to achieve the bonus]

Potential buyers will lose buying power at the dealer. [Potential buyers would gain buying
power in this scenario since the dealership has incentive to lower prices]

10. Why might a supermarket advertise low prices on certain high profile items and sell them at a loss?

a.

It is a way for companies to be charitable. [The rational actor paradigm tells us the firm will
act in its own self-interest]

The store will sell other groceries to the same customers, often at a markup. [Correct;
by using the discounted items to bring consumers into the stores, the supermarket can profit
by increasing the prices on the other items they will purchase while they are there]

They would not. [Actually, they do quite often. Can you think of why this may be?]

This reduces the incentives of trade. [Trade incentives do not apply in this case]



