Decision-making under uncertainty

Case Study:  Mononpolistic competition

Scenario 1

Consider the following dilemma of a potential restaurant owner, Blanche Mayzone.  Blanche is a manager at a popular continental-style restaurant located in a downtown area.  She must decide whether to open a restaurant of her own or continue working as a manager.

Blanche makes $20,000 per year as manager.  She owns two houses, one of which she recently inherited.  She plans to convert one house into her restaurant.  She has been renting the house to a family at the market rate of $500 per month.  Since Blanche likes her job as manager, she has decided not to open a restaurant unless she can improve her financial status.  In order to make a sound judgement, she estimates all of the costs of opening a restaurant and all of the benefits she expects from the new venture.

Blanche expects to pay $80,000 to renovate the house.  Most of the money would go toward outfitting the kitchen.  She also expects to spend $5,000 in legal fees fighting a law suit to be brought by her tenants for illegal eviction.  Although her lawyer has assured her that the eviction case has no merit, she knows she will still have to absorb these costs. She also has to pay $3,000 to hire a consulting firm to work out the necessary rezoning procedures.

Since she is unsure of the success of the venture, Blanche chooses to rent all of her tables, chairs, linens, china, and other equipment from a restaurant supply company for $15,000 per year.  She never was particularly adept at cooking, so she will also have to hire a chef in addition to a serving and reception staff.  The expected total labour cost will be $70,000 per year.

She expects to rely primarily on the Forbe Produce and Meat Company for her ingredients, which will cost approximately $200,000 annually.  Liquor will cost $100,000 per year.  Yearly costs of utilities and other supplies will be approximately $30,000.  Given all of those cost, Blanche has to make a number of important decisions, not the least of which is whether or not to open the restaurant.

DISCUSSION QUESTIONS

1. What is the most critical cost that Blanche should consider when deciding whether to open a restaurant or not?

2. Calculate this cost.  Assume the interest rate is 10%

3. Should this cost be classified as fixed cost, or variable cost?  Discuss and support your answer.

Scenario 2

Blanche has determined that her opportunity costs will be $34,800 per year; her equipment rental, $15,000; and utilities, $30,000.  The total of these fixed costs will be $79,800 per year.  Since she expects to fill a void at the upper end of the market for continental cuisine and regional favourites, she expects that her prices will yield a revenue of $30 per customer, including food and drinks.

She determines that her food costs will account for 40% of the price of a meal on the average, liquor will be 20%, and labour, 15%.  All variable costs together will equal 75% of the price of the meal.

The restaurant has a seating capacity of 40 diners at any given time.

DISCUSSION QUESTIONS

1. When opening a restaurant, or any new business for that matter, one does not generally exactly how many customers there will be.  How should Blanche go about estimating the likely demand level for her restaurant?  How accurate will this estimation be?

2. What other technique could Blanche use in order to aid her decision as to whether she should go ahead with her restaurant venture?  The case study has provided sufficient information for you to make a recommendation.  See if you can calculate it.

Scenario 3

While Blanche may expect a specific number of customers per day, the actual number may be much different.  The more the number of customers varies from the number she expects, the greater the risk she will experience.  Once blanche has been operating her restaurant for a few years, she will be able to predict the number of customers with greater accuracy, and any decisions she makes that depend on knowing the number of customers will involve less risk.

All investment decisions depend on assumptions about future events.  While Blanche has had prior experience in the restaurant business, her new restaurant will be the only one of its kind in her town.  Careful market research prior to making the decision to open the restaurant may give her more information about her chances for success, or the probability of success.  Obtaining such information through formal research however, is often very costly.  There is a trade-off between information cost and the reduction of uncertainty.

Blanche’s experience in the restaurant business suggests to her that similar restaurants in her market areas generally succeeded 70% of the time and that the remaining 30% failed.

DISCUSSION QUESTIONS

1. Construct a probability distribution based on Blanche’s restaurant experience.

2. How probable is Blanche’s estimation of her restaurant’s probability distribution?  What other factors would she need to consider in order to evaluate her likely chance of success?

Scenario 4

Recall that Blanche invested $88,000 of her own money in the restaurant.  If she had decided not to open the restaurant, she would have continued to rent her house to tenants and would have invested the $88,000 in another venture.

For example, let’s assume she could have used the $88,000 to purchase more homes for renting to tenants.  She now has to choose between investing in the restaurnat business or in the real-estate business.  Although the success of each venture will depend on several factors, assume here that success depends only on the overall strength of the local economy.  If times are good, more people will be moving into the area and will be needing houses to rent.  People will also be going out to eat more often.  Blanche estimated the impact of the health of the local economy on the annual profits from both ventures as follows:

State of the economy

Annual economic profits from investment


Restaurant
Real Estate
Probability

Prosperity
$15,000
$12,000
.25

Normal Times
$10,000
$10,000
.50

Recession
$ 5,000
$ 8,000
.25

DISCUSSION QUESTIONS

1. Calculate the expected values of the profits for each of the investment possibilities.

2. Graph a discrete probability distribution for each of the investment possibilities.

3. Graph a continuous probability distribution for each of the investment possibilities.  Which is more realistic? Explain.

4. Would Blanche choose to open a restaurant if she was risk-averse? Would her decision be different if she was a risk seeker?  Explain in terms of the expected values and continuous probability distributions that you have derived.

