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Solution to Problem 1, Compound interest, (p.3). The basic relation is:
F=01+i"pP (109)

In our case, : = 0.12, N = 6 and P = 1,500. Thus F = $2,960.73.
Solution to Problem 2, Compound interest, (p.3). See table 4, which explains that:
$200 interest is paid each year for years 1-4.
$100 interest is paid each year for years 5-8.
$1,200 is the total interest paid.

Year | Amount owed | Interest | Payment
at beginning | accrued | atend
of year foryear | of year

1 2,000 200 200

2 2,000 200 200

3 2,000 200 200

4 2,000 200 1,200

5 1,000 100 100

6 1,000 100 100

7 1,000 100 100

8 1,000 100 1,100

Total: 1,200 3,200

Table 4: Solution to problem 2.
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Solution to Problem 3, Compound interest, (p.3). We can immediately obtain the answer from the
following relation:
F=(1+3)YP=1.1%x2000 = 4287.17 (110)

However, it is interesting to compare the details of the result, in comparison to table 4 from
problem 2. See table 5.
¢ 2nd column (amount owed at beginning of each year):

Compound interest on principal: row n = 1.1" " x row 1.
e 3rd column (interest accrued for year):

3rd column = 0.1 x 2nd column.
e Thus the total interest paid is $2,287.17, which is much greater than in problem 2 because of (1)
compounding (2) deferred repayment of all principal to year 8.

Year | Amount owed | Interest | Payment
at beginning | accrued atend
of year for year | of year

1 2,000 200 0

2 2,200 220 0

3 2,420 242 0

4 2,662 266.20 0

5 2,928.20 292.82 0

6 3,221.02 322.10 0

7 3,543.12 354.31 0

8 3,897.43 389.74 | 4,287.17

Total: 2,287.17 | 4,287.17

Table 5: Solution to problem 3.

Solution to Problem 4, Equivalent annual payment, (p.3). The basic relation is:

i(1+ )N

A:(1+0N—1

(111)
Inourcase: i =0.1, N =5, P =20,000. Thus:

A =0.263797 x 20,000 = $5,275.95 (112)
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Solution to Problem 5, Compound interest, (p.3). See table 6.
e 2nd column (amount owed at beginning of each year):

Remaining principal minus last year’s payment of $4,000.

¢ 3rd column (interest accrued for year):
3rd column = 0.1 x 2nd column.

e Thus the total interest paid is $6,000.

e The total payment in problem 4 is 5 x 5,275.95 = $26, 379.75. Thus the interest paid in problem 4

is $6,379.75.
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e The interest paid in problem 4 is greater than in problem 5 because of repayment of principal

during the loan in problem 5.

Year | Amount owed | Interest | Payment
at beginning | accrued | atend
of year for year | of year

1 20,000 2,000 6,000

2 16,000 1,600 5,600

3 12,000 1,200 5,200

4 8,000 800 4,800

5 4,000 400 4,400

Total: 6,000 26,000

Table 6: Solution to problem 5.
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Solution to Problem 6, Investment and return, (p.4). We will evaluate the present worth (PW) of the
new system. The basic relation between the PW and the net revenue at the end of the periods, £},

IS:

PW

= (1+)°FR+ 0+ "B+ + 1+ "F++1+i) VFy

N

= > (1+i)FR

k=0

In our problem:
e S = Initial cost of the project = $640,000.
e R; = revenue at the end of kth period = $180,000.
e (), = operating cost at the end of kth period.
= $44,000 for k =1, 2.
= $44,000 — 4,000(k — 2) fork =3, ..., 8.

OFQZ—S.

eF,=R,—Cj, k=1,..., N.
e N = number of periods = 8.
e M = re-sale value of equipment at end of project = 0.
e MARR = 15%, so 7 = 0.15.

Adapting eq.(114), the PW is:

PW =

N N
—S+Y A+ R =Y (1 +i) RO+ (1+ i) N M
k=1 k=1
1— (14N
—640, 000 + (jl) %180, 000
4.487322
807,717.87

1 1 8 1
— 44,000 — S —— (44,000 — 4, 000(k — 2 0
(157 e ) 4000 — 3 o (4:000 - 4,000k - 2)) +

. . k
Ryl i (1+19)

———
0.869565 0.756144 —90,459.12

1.625709

—71,531.20
5,727.55

We can also calculate the equivalent future worth (FW) from the relation:

FW = (1 +i)N PW = $17,520.71
——
3.059023

At the MARR of 15%, this project seems worthwhile.

(113)

(114)

(115)

(116)

(117)

(118)
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Solution to Problem 7, Size of a grant, (p.5). We will evaluate the present worth (PW) of the cost of the
project. That is the size of loan we need at the start of the project.
The basic relation between the PW and the net revenue at the end of the periods, Fy, is:

PW = (1+0) 'Fi+-+(1+i) " F+-+ (1 +i) Ny (119)
N

= Y (1+i)7FF (120)
k=1

In our problem:
e N = number of periods = 10.
e (', = operating cost at the end of kth period = $15,000=C. k=1, ..., N.
e M = re-sale value of equipment at end of project = $3,000.
oFk:—Ck,ki:L ...,N—l.
o Fiy =—-Cn+ M.
e ; = 0.06.

Eq.(120), the PW of the cost, is:

PW = §:1+z O+ (149N M (121)
k=1

- 1(1—+)C+(1+z) N (122)

= —7.360087C+0.558395M (123)

= —110,401.31 4 1,675.19 (124)

= —108,726.12 (125)

The smallest loan that will cover the costs is S = $108, 726.12. The cost terms are shown in table 7.

k| 1+4)7FC
14,150.94
13,349.94
12,594.28
11,881.40
11,208.87
10,574.40
9,975.85
9,411.18
8,878.47
10 | 8,375.92
Total | 110,401.30

oOoNO TR WN =

©

Table 7: Solution to problem 7.

The PW of the cost payments, $110,401.30, is less than the actual cost payments, 10x$15,000
= $150,000. Thus the loan itself is much less than the actual cost payments. The explanation is that
the un-used funds from the loan are invested at 6% until they are needed. This is accounted for by
calculating the PW of the cost payments based on 6% interest. In addition there is the end-of-life
salvage value.

Solution to Problem 8, Present worth of a loan, (p.6). The basic relation between the PW and the net
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annual payments at the end of the periods, Ay, is:

PW = (144 A1+ 4+Q+i) A+ + 149 Ny

N

= > (1414974,

k=1

In our problem:
e N = number of periods = 10.

65

(126)

(127)

e A, = annual repayment of loan, P, at end of kth period, K =1, ..., N, containing two parts:
o £ = repayment of principal.

o (P — (k- 1)%) i = payment of last year’s interest on remaining loan.

(a) Adapting eq.(127), the PW

PW =

is:

N

> (1+14)FA,
k=1
é(l +4)7F [; - (P — (k- 1)]1\37) z}

Pi(l +i)7* le + (1 — (k- 1)}1{) z}

k=1

qg=1
P

The terms in eq.(130) for part (a) are shown in table 8.

o

A+)" | g
0.9434 | 0.1600
0.8900 | 0.1540
0.8396 | 0.1480
0.7921 | 0.1420
0.7473 | 0.1360
0.7050 | 0.1300
0.6651 | 0.1240
0.6274 | 0.1180
0.5919 | 0.1120
0.5584 | 0.1060

QOWoONOCOGP,WN =

—

Table 8: Solution to problem 8(a).

(128)

(129)

(130)

(131)

(b) One could use an identity for arithmetic-geometric progressions (Gradshteyn and Ryzhik,

p.1, item 0.113).
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Solution to Problem 9, Choose quality and lifetime, (p.7). We will evaluate the present worth (PW)
of each design concept. The basic relation between the PW and the net revenue at the end of the
periods, Fy, is:

PW = (1+0)°Fo+Q+d) "B+ +Q+i) "+ +(1+i) VFy (132)
N

= Y (1+9)7FR (133)
k=0

Notation for design concepts m = 1, 2:

e N,, = number of periods during which this design is operational. N; = 2N, = 2N.
¢ S,, = initial cost of implementation.

e R,, = net revenue at the end of each year of implementation.

e MARR is 15% so i = 0.15.

Design concept 1. Adapting eq.(133), the PW of design concept 1 is:

N1
PW; = —S1+ ) (1+4) "R (134)
k=1

1—(1+i)™™

= |[=51+ ; Ry (135)

Design concept 2. The PW of the first N, years of design 2 is analogous to design 1:

Na
PWor = —So+ > (1+i) "Ry (136)
k=1

1—(1+44)~M

= —S+ R, (137)

The PW of the second N, years of design 2 is just like the first Ny years, but starting at the end of
year No. The PW of the second N, years is thus:

PWyo = (1+4) V2 PWy, (138)

Combining egs.(137) and (138) we find the PW of design 2:

PWy = PWyy+ (1+i)M2PWy, (139)
1— (144N

— (1 + (1 +i)_N2) (—Sz + (Z.H)R2> (140)
_ \—2N2

= (1)) Sy 4 (Hi” Ry (141)

= -1+ ) sy 4 S, (142)

where eq.(142) results from eq.(141) because N; = 2Ns.
Note that PW, can be derived differently by noting that revenue R; is obtained at the end of each
year during 2N, years, and that the investment S, is made initially and again at the end of year N-.

Thus:
2Ns
PWo = —Sh—(1+4i) 28+ > (1+i) "R, (143)
k=1
1—(144)2%

Ry (144)

= —(1+1+)™) 8+
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which is precisely eq.(141).

To choose between the design concepts, we must compare eqgs.(135) and (142). Note:

e The coefficients of R; and R» are the same, while Ry < R; because the design 2 has lower
projected earnings. This mitigates in favor of design 1.

¢ The coefficient of S, is more negative than the coefficient of S; (which is —1), but 0 < Sy < 55.
It is not clear which design is preferred.

Let’s define the following two discount factors:

1— (144N
p, — 1-(+97n (145)
1
Dy = 14140 (146)
The PW’s of the two designs are:
PW;, = -S4+ DRy (147)
PWy = —D3S5 + DRy (148)
We prefer design 1 if and only if:
PW; > PW, (149)
—-S1+D1R1 > —D3S9+ D1Ry (1 50)
Dl(Rl — RQ) > Sl — DQSQ (1 51)
R1 — R2 SQ
Di—— > 1—Dy— 152
g = (152)
Rl — R2 1 D2 52
_ > = - === 153
S1 Dy D15 (159
o Ny =10 = 2N, o Ny =10 = 2N, *
i 003 i—o1s Ny =10=2N,
RISIRZ o  Designl & ]RZ o Design 1 Lid le o i=0.15 e
Design 2 1=10.03
o Desié‘n 2 : o o Desigrl 2
[¢] 0.1 0.2 0;‘2/8‘14 0.5 0.6 0 0.1 0.2 ng/glzl 0.5 0.6 0 0.1 0.2 ng/glll 0.5 0.6
Figure 1: Eq.(153) in prob- Figure 2: Eq.(153) in prob- Figure 3: Eq.(153) in prob-
lem9, i = 0 03. The curve is lem9,i= 0 15. The curve is lem 9, i =0.03 and i = 0.015.
aplotof 4-— 5252 vs. 55/5), aplot of 5-— 3222 vs. 55/5,. The curves are plots of & —
Dy = 8.5302, Dy = 1.8626. D2 v, S, /8.

Figs. 1 and 2 show plots of the righthand side of eq.(153) vs S2/5S1, for two different choices
of the interest rate. For each curve, points above the line represent parameter values for which
eq.(149) holds and thus design 1 is preferred. Points below the line represent parameter values for
which design 2 is preferred We can understand these curves as follows.

e The ratio £ RQ is positive, and expresses the relative advantage of design 1 over deS|gn
2, in terms of greater revenue per year for design 1. At fixed S5/S;, design 1 is preferred as £ R2
increases.

e S5/5; is less than one, and is the ratio of initial capital cost of design 2 compared to design
1. At fixed &S;IRQ, design 1 is preferred as S, /9 increases.
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e We see in figs. 1 and 2 that, as RIS;IRQ increases, the preference for design 2 requires a
compensatory decrease in S;/S;. This is because a decrease in revenue from design 2 requires
compensation by a decrease in the capital cost of design 2, in order for design 2 to remain preferred
over design 1.

i 1/D; | 1/Dy | —=D2/Dy
0.0300 | 0.1172 | 0.5369 | 0.2184
0.0600 | 0.1359 | 0.5723 | 0.2374
0.0900 | 0.1558 | 0.6061 | 0.2571
0.1200 | 0.1770 | 0.6380 | 0.2774
0.1500 | 0.1993 | 0.6679 | 0.2983
0.1800 | 0.2225 | 0.6958 | 0.3198

Table 9: Solution to problem 9.

The vertical and horizontal intercepts of the curves in fig. 1 are 1/D; and 1/D,, respectively.
The slope is —Dy/D;. Values are shown in table 9. The table and fig. 3 both show that the range
of parameter values for which design 2 is preferred increases as the interest rate increases. This is
logical because design 2 defers a substantial capital investment to the end of year 5.
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Solution to Problem 10, Uncertain simple interest, (p.8).
(a) The robustness is defined as:

h(F,) = max {h : (zrerllj?}i) F(z)) < FC}

Let m(h) denote the inner maximum, which occurs when i =7 + s;h:
m(h) = [1+ (i + sih)N| P
Equate this to F.. and solve for h:

F.— (1+iN)P
SiNP

[1 + (i + Sih)N} P=F. = MF)=

or zero if this is negative.
(b) We require “several” units of robustness, for instance h=3. Solving eq.(156) for F¢:

Fo = s;NPh+ (14+iN)P =0.02 x 5 x 10,000 x 3 + (1 + 0.06 x 5) x 10,000 = 16,000

69

(154)

(155)

(156)

(157)

The estimated interest rate, 7, can err by 3 times the estimated error, s;, and the repayment will not

exceed $16,000.
The nominal repayment is:

Fo=(14iN)P = (14 0.06 x 5) x 10,000 = 13,000

(158)
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Solution to Problem 11, Uncertain compound interest, (p.9).
(a) The FWiis:
FW(i) = (1+i)NP (159)

because i is constant over time. The info-gap model is:

1—1

Uh) = {z i> -1,

gh}, h>0 (160)

where s is chosen to equal “tens of percent” of 7, for example s = 0.3:. If i = —1 then the FW is zero,
and any more negative value entails debt. We suppose that debt would terminate the operation
through bankruptcy.

The robustness is defined as:

icl(h)

h(FW,) = max{h : ( min F(z’)) > FWC} (161)
Let m(h) denote the inner minimum, which occurs when i = ¢ — sh, for h < (1 +1)/s:

m(n) = (1+7-sh)" P (162)

(1 47— (FgC)l/N> (163)

Equate this to FW, and solve for h:

(147-sh)" P=FW. = |A(FW,)=

®w | =

or zero if this is negative. Note that:

h(FW, = 0) = =

(164)

S
Thus eq.(163) is valid for all non-negative values of FW...
(b) We require “several” units of robustness, for instance h =3ands = 0.3i = 0.018. Solving
eq.(163) for FW.:

FW,. = (1+7—sh)NP = (1+0.06 — 0.018 x 3)°10,000 = $10, 303.62 (165)

Thus, even if the estimated rate of return errs by as much as a factor of 3 times s, (implying a
lower-than anticipated rate of return) the FW will not be less than $10,303.62.
Compare this with the estimated FW:

FW(i) = (14N P = (1 +0.06)310,000 = $13, 382.26 (166)

(c) and (d) Choose the uncertainty weights for each case as s, = gix, k = 1,2. Equate the
robustnesses of the two alternatives to find the value of FW, at which the robustness curves cross:

h(FW,,i1) = h(FWy,is) = FW, =P (167)
The robustness reaches zero at the estimated FW:
R(FW.) =0 if FW,=FW(@) =(1+)VP (168)

Thus h(FW,, iy) reaches the FW, axis to the right of h(FW,,7,) because i; < i. The robustness
curves cross at FW, = P, at which value the robustness equals h(P) = i/s; = 1/g. This is
illustrated in fig. 4 with ¢ = 1, where we see that i, = 0.03 is robust-preferred over i; = 0.02 for
FW. > $10, 000, which is precisely the initial investment, P.
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N =5, P =%$10,00

h(FW.)

o Bk N W & O o N

6000 8000 10000 12000
c

Figure 4: Robustness
curves for problem 11 (c),
eq.(163).
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Solution to Problem 12, Investment with uncertain costs and returns, (p.10).
(a)
¢ S = Initial cost of the project.
e 1R = estimated revenue at the end of each period.
e C' = estimated operating cost at the end of each period.
e N = number of periods.

e MARR = 1.
The PW is:
N N
PW(R,C) = —S+> (1+i) "Ry =Y (14147, (169)
k=1 k=1
The robustness is defined as:
h= max{h: < min PW(R, C)) > PWC} (170)
R,Cel(h)

Let m(h) denote the inner minimum, which occurs when:

Ri = R—epRh=R(1—¢cgrh), Cp=C+ecCh=C(1+ech) (171)
Thus:
N _ N .
m(h) = =S+ (1+i)"R(1—erh)— > (1+i)*C(1 +ech) (172)
k=1 k=1
o _ _ N
= PW(R,C) — (cgR+¢ecC)h > (1 +14)7" (173)
k=1
L _ _ _ -\ —N
= PW(R,C) — (egR+ ecC)hl(l;”) (174)
Equate this to PW, and solve for i to obtain the robustness:
~  PW(R,C) — PW, )
j = PWERC)—P L (175)
erR+ecC 1—(141)

or zero if this is negative.

(b) The conditions of egs.(3) and (4) cause the robustness curves of the two options to cross
(see fig. 5), where option 1 is nominally worse but with lower cost of robustness (steeper robustness
curve). Thus, the robustness criterion prefers option 1 when PW. is less than the value, PW,
at which the robustness curves cross one another. This is obtained by equating the robustness

functions:
BB s PW(RLC)-PW.  PW(R5, Cy) — PW, (176)
er,rR1 +e1,cCh €o.rR2 +e2,0C2
_ PW,E; — PW,E;
= PW,=— (177)
which is positive if: - -
PW; PW, (178)

E1>E2



EconDecMakHWO02.tex PROBLEM SET ON EcoNoMIC DECISION MAKING FOR ENGINEERS 73

Figure 5: Robustnesses vs
critical present worth, prob-
lem 12(b).

where we have defined:
E; =¢;pRi +¢,0Ci, PW; =PW(R;,C;) (179)

In summary:
option1 = option2 if PW. < PWy (180)
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Solution to Problem 13, Investment with uncertain probabilistic returns, (p.11).
(a)
¢ S = Initial cost of the project.
e R = estimated revenue at the end of each period.
e C' = estimated operating cost at the end of each period.
e N = number of periods.

e MARR = .
The PW is:
N N
PW(R) = —S+> (1+i)*R-> (1+i)*C (181)
k=1 k=1
_ sy (Rr-c) o (182)

1

)

The probability of failure is:

Py = Prob(PW < PW,) (183)
= Prob(—S + (R — C)5 < PW,) (184)
= Prop (R < Tt EE) (185)
= Prob(R < R.) (which defines R.) (186)
- /0 e p(R)dR (187)
= 1-—e M (188)

(b) The info-gap model for uncertain exponential distribution is:
L{(h):{p(R):)\eAR:)\ZO, A2 gh}, h>0 (189)

The robustness is defined as:

h = max {h : (pg% Pf(p>> < Pfc} (190)

Let m(h) denote the inner maximum, which occurs when X is as large as possible at horizon of
uncertainty h: A = (1 + h)X. Thus:

m(h) =1 exp [~(1+ h)AR.] (191)

We require:
1—exp |[~(14 h)AR| < Py (192)
Solve for h to obtain the robustness:

~ In(1 — P)

h(P) = —1 - . (193)

We see that h(P;.) = 0 when Py, = P(p). Also, h > 0 when Py > P;(p).
(c) Let P denote the set of all mathematically legitimate pdf’s. The info-gap model is:

U(h) = {p(R) : p(R) € P, [p(R) —p(R)[ <h}, h=0 (194)
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The robustness is the same as eq.(190) with the new info-gap model.
The estimated probability of failure, from eq.(188), is:

Pi(p) = 1— e e (195)

We are told that P;(p) < 1, so:
R, < 1/ (196)

Thus, from eq.(187), we see that the inner maximum, m(h), occurs when p(R) is a large as
possible in the interval 0 < R < R.:

p(R) =p(R) +h, R<Rc (197)

Because of eq.(196) we will be able to normalize this pdf by reducing the tail for R > R..

Now we find that: "
N e _ 1 _ a—ARc
m(h) = /0 (p(R)+h)dR =1 eN +h R, (198)

Px(p)

Equating this to P and solving for & yields the robustness:

~ P. — P,
Pi(p) +hR.=PFP. = h(P)= fRf(m (199)

or zero if this is negative.
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Solution to Problem 14, Investment with uncertain costs and returns, revisited, (p.12).

e S = Initial cost of the project = $640,000.
e R, = estimated revenue at the end of kth period = $180,000.
e C}, = estimated operating cost at the end of kth period.
= $44,000 for k = 1, 2.
= $44,000 — 4,000(k —2) fork =3, ..., 8.
e N = number of periods = 8.
e MARR = 15%, so i = 0.15.

The PW is:
N

N
PW(R,C)=—=S+> (1+4) "Ry —> (1414)7"Cy
k=1 k=1

The info-gap model for cost and return uncertainty:

Ll(h){R,C: ‘R’“iR’“ <, |GG
Ecc%

)

erRy

<h,k:1,...,N}, h>0

where eg = 0.3and e = 0.1.
The robustness is defined as:

h= max{h: ( min PW(R, C)) > PWC}
R,CEU(h)

Let m(h) denote the inner minimum, which occurs when:
Ry, = Ry — epRph = R(1 — egh), Ci = Cy +ecCrh = Cp(1 +ech)

Thus:

N N
m(h) = =S+ 3 (1 +i)FRe(1—erh) — S (1 +i)*Cix(1 +ech)
k=1 k=1

N
= PW(R,C)—h > (1+14) " (Reer + Crec)
k=1

Q

Equate to PW, and solve for & to obtain the robustness:

& PW(R,C) — PW.

or zero if this is negative.

76

(200)

(201)

(202)

(203)

(204)

(205)

(206)
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Solution to Problem 15, Benefit-cost ratio of two design concepts, (p.13).

(a) Present worth of the benefits of design j are:

N]

Bpw(j) = > (1+i)"B (207)
n=1

_ 1<Z+Z>"B (208)

= 6;;(i)B (209)

Present worth of the initial investment and maintenance costs of design j are:

Nj
Cow(j) = S+> (1+i)"C (210)
n=1
1—(1+44)~N
= s (211)
= S+64(0)C (212)
The BCR of design j is:
, Bpuw(j)
BCR(j) = =~ (213)
b) Cpw(7)
o7 (i) B
= — 214
Sj+65;(4)C (214)
The discount factors for the two designs are:
6p1(i) = 2.7232, &po(i) = 4.3295 (215)

dr1 is less than 64, because Ny < N2. However, the ratio is greater than the ratio of the durations:

Ny
—06290>06— 216
5f2 N, (216)

The reason: later periods get less weight than earlier periods.
The BCRs of the two designs are:

2.7232 x 4,000
BCR(1) = - = 0.452 217
CR{1) 20,000 + 2.7232 x 1,500 04523 (217)

4.3295 x 4,000
BCR(2) = ’ = 0.4348 218
2) 33,333 + 4.3295 x 1,500 (218)

Both the benefits and the costs are lower for design 1 than for design 2, but the BCRs are nearly the
same. Nonetheless, design 1 has a better (higher) ratio even though the costs and benefits each
period are the same and the initial investment per year is the same (S;/N; = S2/N2). The reason:
The benefits over 5 years from design 2 are discounted disproportionately, as shown in eq.(216).
Even though the initial investments look the same for both designs, they are not because future
benefits are discounted.

(b) Equate the BCRs and solve for the ratio S;/5s:

5B ;B

BCR(1) = BOR(2) — "0 = o5

- (SQ + 5f20)5f1 = (Sl + 5f10)5f2(219)

S1 5f1
2 - 2 220
3, 52 (220)



EconDecMakHWO02.tex PROBLEM SET ON EcoNoMIC DECISION MAKING FOR ENGINEERS 78

The BCRs will be the same if the ratio of initial investments, S; /S», equals the ratio § ¢ /d 2. However,
the initial investments are proportional to the lifetimes, S1 /52 = N1 /N, = 3/5 = 0.6, and the discount
functions are not: d1/0r2 = 0.6290. In other words, design 1 has a better BCR than design 2
because design 1 is under-priced relative to the initial cost of design 2. lts “discounted fair price”,
resulting in the same BCR for both designs, would be:

b
Sy = 5—”52 = 0.629 x $33,333 = $20,966 > 20, 000 (221)
12

Design 1 has a higher benefit-to-cost ratio because its initial cost is low; it is a better buy: more
benefit per dollar (of initial investment and discounted maintenance cost).
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Solution to Problem 16, Present worth or benefit-cost ratio? (p.14).
(a) Present worth of the benefits of design j are:

N

Bul(i) = Y (1+i)"B; (222)
n=1

L0y (223)

= 6;(i)B; (224)

Present worth of the initial investment and maintenance costs of design j are:

N
Cow(j) = Sj+ Y (1+0)7"C; (225)
n=1
L e (226)
= Sj+(5f(i)0j (227)

The present worth of design j is:
PW; = Bpu(j) — Cpw(j) = 65(i)Bj — S — 67(i)C; (228)

The BCR of design j is:

~_ Bpu(j)
BCR(j) = CZ 0 (229)
_ _%5@B; (230)

Sj + 5f(i)Cj

The discount function is 07(i) = 4.3295. Thus:

Bpw(1) = $5,500, S1+Cpy (1) = $1,000+$2,000 = $3,000. Thus PW(1) = $2,500 and BCR(1) =
1.8333.

Bpw(2) = $5,000, S + Cpy(2) = $800 + $1,800 = $2,600. Thus PW(2) = $2,400 and BCR(2) =
1.9231.

Hence: PW(1) > PW(2) so design 1 is PW-preferred.

But: BCR(2) > BCR(1) so design 2 is BCR-preferred.

The teams disagree. Objective economic analysis is not always unique.

(b) The robustness function for the PW of design j is defined as:

[ : i S > 1
hpw,; max{h (B’Cr‘rg}(h) PWJ> > PWC} (231)
where PW; is specified by eq.(228).

The robustness function for the BCR of design j is defined as:

Riperj = max{h: ( min BCRj> > BCRC} (232)
’ B,Ceu(h)
where BCR; is specified by eq.(230).
Let 1m,,, ; denote the inner minimum in eq.(231), which is the inverse of 7, ;. Similarly, let 7.
denote the inner minimum in eq.(232), which is the inverse of Ebcm.
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Both of these inverses occur, at horizon of uncertainty h, for:
Bj = Ej — wBJh, Cj = 6]' + wc,jh
Thus:

mpw’j = (EJ — ’LUBJ‘h)(Sf — Sj — (é] + U}C?jh)(Sf = ﬂ/\//j — h(wBJ' + wc,j)éf 2 PWC

Hence:
~ PW, — PW,

PO (wp j +we j)df

Similarly: B
B< _ .
Myer,; = ( L =~ wBJh)df Z BCRC

S;+(C;+ wc,jh)éf

Hence:

o (BCR; — BCR.)(S; + C;d;)
rd (wBJ + wcvaCRC)(sf

80

(233)

(234)

(235)

(236)

(237)

The nominal values are the same as before, so the nominal prioritization disagrees between PW

and BCR:
PW; > PW, but BCR1 < BCR2

(238)

However, the costs of robustness (slopes of the robustness functions) for PW and BCR depend
differently on the parameters. Thus there may be curve-crossing and preference reversal for one
criterion (PW or BCR) but perhaps not for the other. Also, the critical values at which curve crossing
occurs may be interpreted differently for the two criteria. Thus the robust prioritization based on PW

may or may not agree with the robust prioritization based on BCR.



EconDecMakHWO02.tex PROBLEM SET ON EcoNoMIC DECISION MAKING FOR ENGINEERS 81

Solution to Problem 17, Inspection system with uncertain diminishing inspection rate (p.15).
(a) Present worth of the benefits of are:

N
Bpw = Y (1+1i) "B (239)
n=1
_ 1—<1i”b>NB (240)
b
— 5;(in)B (241)

Present worth of the initial investment and maintenance costs are:

N
Cpw = S+ (1+i)"C (242)
n=1
_ =N
I e € 2 . QO (243)
= S+8¢(i.)C (244)
The BCRis:
B
BCR = 2 24
C o (245)
d¢(ip)B
= e 24
S +d(i.)C (246)

The discount functions are (i) = 7.3601 and 6¢(i.) = 8.1109. The BCR = 80.0847 inspections per
dollar, or 1/80.0847 = $0.0125/inspection.
(b) The info-gap model for uncertain reduction in inspection rate, i, is:

Z/{(h):{ib: Q> —1, |2 gh}, h>0 (247)
Sb
i, = 0.06 and s, = 0.31,,.
The robustness is:
E(BCRC,S) = max{h: ( min BCR(z‘b,S)> > BCRC} (248)
ireU(h)

Eq.(239) is correct because i, is constant over time. Hence the inner minimum occurs at iy, = i,+syh,
so, from eq.(246): ~
5f(’ib + Sbh)B
mih) = g7 5¢(ic)C

Robustness curves are shown in figs. 6 and 7 for initial investment of S =$20,000. The nom-
inal performance, BCR. = 80 inspection/$ or 1/BCR. = 0.0125 $/inspection, has no robustness
(the zeroing property). Fig. 6 shows that R equals 1 or 2 at BCR. = 73.5 or 68.0 [inspections/$]
respectively: more robustness entails lower BCR (the trade off property).

What is a reliable number of inspections per $? The error weight s, in the info-gap model of
eq.(247) is 30% of the nominal discount factor 7,. From fig. 6 we see that 7L(BCF{C = 73.5) = 1 which
means that the BCR will be no less than 73.5 if the rate of decrease of inspections/year is no greater
than 7, + 1 x s, = 1.34;. Our information is that “The percentage yearly reduction of the inspection
rate is estimated at i, = 0.06, but this may err by several tens of percent (plus or minus several times

(249)
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us S = $20,000
h(BCR.)?
* BOR. [wspec/s] TV BOR, [8/inspec]
Figure 6: Robustness Figure 7: Robustness vs
vs BCR., problem 17(b), 1/BCR., problem 17(b),
eq.(249). eq.(249).

0.006) or more.” Thus a robustness of h=1, meaning immunity again 30% error in 7,, is moderately
good. Robustness of h=2, meaning immunity again 60% error in 7;, would be quite good. From
fig. 6 we see that h(BCR. = 68.0) = 2 which means that the BCR will be no less than 68.0 if the rate
of decrease of inspections/year is no greater than i, + 2 x s, = 1.6y

In summary, BCR = 73.5 is moderately reliable; BCR = 68.0 is quite reliable.
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Solution to Problem 18, General inflation (p.15).
9 The nominal sum Ay buys a basket of goods, B, in year zero. The annual price inflation of
these goods is f. Thus the nominal sum required to purchase B in year k is:

Ay = (1+ f)F Ag (250)

The purchasing power of the currency is reduced by % if twice as many dollars are need in year k,
So:
Ap = 2A0 (251)

Thus:

1 A e 1 In 2
5= 4, (1+f) = ln2 Eln(l+ f) = (i1 /) 9.006 ~ 9 (252)
q Here is another way of looking at the problem (and getting the same answer). Let A, be the
nominal value (number of dollar bills) needed in year k to buy the basket of goods B. The real value
in year k is:
Ry = (1+f) "4 (253)

The real value of B is constant:
R, = Ry (254)

Real and nominal values are equal in the base year:
Ry = Ay (255)
So eq.(253) is:
Ag= (14 f)7*4 (256)

We seek the year, k, in which the purchasing power of $1 is reduced by half, so that twice as many
dollars are needed to purchase B:
A = 2A0 (257)

Thus eq.(256) becomes:

1

s=0+n* (258)
We now continue as in eq.(252).

{ Find £ for which Ay/Aj;, = 1/n (see fig. 8):

1 B —k 1 B B Inn
ﬁ_(“_f) = lnﬁ_—kln(ljtf) — k_iln(u-f) (259)
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30

25

20
k (years)

15

10|

4 6 8 10
n (reduction factor)

Figure 8: k (years) vs n (re-
duction factor), problem 18,
eq.(259).
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Solution to Problem 19, Comparing alternatives under inflation (p.16).
First consider alternative A. The real and nominal value of the expense in year k are related as:

R =1+ f) kA (260)
The PW of alternative A is:
N
PWA = > (1+i) "Ry (261)
k=1
N
= Y (A +ia)Fa+f)RAy (262)
k=1
= —388,476.01 (263)

Now consider alternative B. The PW of alternative B is:

N

PWg = > (1+i) "R} (264)
k=1

= —369,085.21 (265)

Alternative B has lower PW of its expenses and thus, from this point of view, is preferred.
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Solution to Problem 20, Salary erosion from inflation (p.17).

(20a) The year 0 real salaries are calculated as follows. See results in table 10 on p.86.
¢ Nominal income from end of year 1: The year 0 nominal equivalent of the nominal income
in year 1, correcting for inflation in year 1, is:

A071 = (1 + fl)flAl (266)
Nominal and real income in year-0 are the same, so the real year 0 income from year 1 is:
RO,l = A071 = (1 + fl)_lAl (267)

¢ Nominal income from end of year 2: The year 1 nominal equivalent of the nominal income
in year 2, correcting for inflation in year 2, is:

Arg = (1+ f2) A, (268)
The year 0 nominal equivalent of nominal income A, », correcting for inflation in year 1, is:
Apo =1+ f1) M A0 = (14 f1) 7 (1 + f2) 1Ay (269)
Nominal and real income in year 0 are the same, so the real year 0 income from year 2 is:
Rop=Aoa= 1+ f1) '(1+ f2) 142 (270)

e Nominal income from end of year k: Generalizing eq.(269), the nominal income in year 0

from the income in year k is:
k

Ao = A [T+ f) (271)

j=1
Nominal and real income in year-0 are the same, so the real year 0 income from year £ is:

k

Rojp=Aor=Ap [J(1L+ f;)7" (272)
j=1

The nominal and real salaries are shown in table 10.

Year, k [ TTF_ (1 + /)1 | A Ry,
1 0.9337 | 34,000 | 31,746
2 0.8859 | 36,200 | 32,068
3 0.8135 | 38,800 | 31,563
4 0.7315 | 41,500 | 30,359

Table 10: Solution to problem 20a.

(20b) An info-gap model for uncertain inflation is:

fr— Fr

Sk

Uh) = {fﬁ fe>—1,

gh,k:1,...,4}, h>0 (273)

where f, is the estimated inflation in year k and s;, = ¢f,..
The performance requirement is:
Ry > Ry (274)
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The robustness for year & is defined as:

ﬁk = max{h: ( min Ry k(f)) > ch} (275)

feu(n)

The inner minimum, my(h), is the inverse of the robustness and occurs when each fj is as large as
possible at horizon of uncertainty h: fi, = f). + sph = fi +efph = (1 +¢h)f,. Thus, from eq.(272):

k —1
H [1++en)f] (276)
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Solution to Problem 21, Exchange rate devaluation (p.18). An initial US$ investment S has returns

Ry dom iN US$inyears k=1, ..., N, or returns Ry tor in the foreign currency, where:

Ry dom = Tk B for (277)
and:

re = (1+ 6)_k7“0 (278)

Recall that y = 1 US$ per unit of foreign currency. For (a) e = 0.08, and for (b) ¢ = —0.06.
The PWg4om, calculated with domestic currency, is:

N
PWdom - Z(l + idom)_kRk,dom (279)
k=1
where igom = 0.26.
The PWg,,, calculated with foreign currency, is:

N
PWfor = Z(l + Z'for)ikRk,for (280)
k=1
where ig,, must be determined.
[Note: The PW terms in egs.(279) and (280) do not include the initial investment. If one includes
them then they become:

N
F)Wdom = =S+ Z(l + idom)ikRk,dom (281)
k=1
N
PWfor = _TOS + Z(l + ifor)ikRk,for (282)
k=1

Recall that o = 1. Thus the same “—S” terms on both sides of eq.(283) cancel out.]
The PW’s in egs.(279) and (280) must be equal, after exchanging one of the currencies. Thus,
using eqgs.(277) and (278):

N N
Z 1 + zdom 1 + 5) kRk,for = Z(l + Z.for)_k:Rk:,for (283)
k=1 k=1

This relation holds if:

(1 + idom) "1 42)7% = (1 4+ igor)* forall k (284)

Thus:

ifor = (1 + idom)(l + 5) -1 (285)

For (a):
ifor = (1 +0.26)(1 + 0.08) — 1 = 0.3608 (286)

For (b):

ifor = (1+0.26)(1 — 0.06) — 1 = 0.1844 (287)
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Solution to Problem 22, Real and nominal preferences with inflation and interest (p.19).

(a) Take b = 0 as the baseline year. The present worth for nominal series Afj) is

N .
PW; = (1 + inom) AL (288)
k=1
where:
inom = tr + (1 +4)f orf 14 idnom = (1 +4x)(1+ f) (289)

This is also the present real worth in the base period, because real and nominal worths are
equal in the base period. To see this, calculate the real value in each period and then calculate the
PW of these real values:

R = (1+ f)~*al (290)

The PW is:

PW, = S (1+4) *RY (291)

M=

k=1

N

= S (+i)Fa+ AP (292)
k=1
N .

= 3 (1 + inom) *AY (293)
k=1

which is €q.(288). Thus, using the definition of nominal interest, i,om, in €9.(289), the present real
and nominal worths are equal.

(b) Since the nominal and real present worths are the same, the preference between the two
series is the same.

(c) We will show how to choose the time-varying nominal interest rates, inom 1, SO that the PW
in the baseline period is the same for both the real and nominal the values. This will then cause
the prioritization to be the same. In other words, we will derive the time-varying generalization of
eq.(289).

e The PW in the baseline period, of the nominal value A,(j), is:

k
PW, = A H (1 + %nomj) " (294)
7j=1

I~ 1

nom,k

where the nominal interest rates, i,om,j, are not yet defined.
e The real value of A,(;) in period k is:

k
RO = A9 T+ 5 (299
7j=1

e The PW in the baseline period, of R(i), is:

ok
PW; = RV +iny) ™ (296)

= I} FtAY (297)
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e We want egs.(294) and (297) to be equal because they are in the baseline period, so:

Loe =L F " (298)

nom,k

which defines the nominal interest rates introduced in eq.(294). Note that this is the same as
eq.(289) if k = 1 or if both the inflation and the real interest rate are time-independent.
Now we can calculate the PW from nominal and real values of the entire series.
e From eq.(294), the PW in the baseline period, for the nominal series, is:

nom,k

N .
PW; =S 7L Al (299)
k=1

e From egs.(295)—(298), the PW in the baseline period, for the real series, is:

N
PW, = S IR} (300)
k=1
N .
= Y I lFAY (301)
k=1
N .
= Y LAY (302)
k=1

e E@s.(299) and (302) are the same. We have proven that baseline nominal and real PWs
are the same if the nominal interest rate is defined with eq.(298).

(d) We can calculate the PW with either eq.(292), which depends on both f and i, or with
eq.(291) which depends only on i,. The robustnesses of these two alternatives may be different,
resulting in different preferences. We will first derive the robustness with eq.(292). The derivation
with eq.(291) is analogous.

The PW of series i given by eq.(292) is:

N
PW; = >~ (1+in) (1 + f)* 4 (303)
k=1

Suppose, without loss of generality, that:
PW; > PW, (304)

with the estimated real interest rate and inflation, 7, and f, so we nominally prefer series 1. How
robust is this preference to uncertainty in i, and f? How wrong can we be in our estimates, 4, and
f, and the choice of series 1 over series 2 does not change?

Consider the following fractional-error info-gap model:

ir_fZYr f_f

Sf

Sh’f>_]-a

Sy

U(h) = {(lraf) Dy > -1,

< h} , h>0 (305)
The robustness is the greatest horizon of uncertainty up to which eq.(304) holds:

haga = max {h : ( min  [PW,; — PW2]> > o} (306)
ir,fEU(R)
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Let mag2(h) denote the inner minimum, which is the inverse of the robustness function. From
eq.(303) we can write:

N
PW; — PW, = 3~ (1+4) F(1+ )7 (4 — 41 (307)
k=1
One can use a numerical procedure to evaluate and plot mag2(h) vs. h. The value of h at which
mag2(h) = 0 is the robustness of the preference for series 1.
Now consider the other representation of PW.
The PW of series i given by eq.(291) is:

N .
PW; = 3" (1 +i,) "R (308)
k=1

The robustness is the greatest horizon of uncertainty up to which eq.(304) holds:
hag1 = max {h : ( min [PW; — PWﬂ) > o} (309)
ir€U(h)

Let mag1(h) denote the inner minimum, which is the inverse of the robustness function. From
€q.(308) we can write:
N
PW; — PW, = > (1+i) " (R - RYY) (310)
k=1
One can use a numerical procedure to evaluate and plot mag; (k) vs. h. The value of k at which
mag1(h) = 0 is the robustness of the preference for series 1. The function mag;(h) is different from
the function mag2(h), so the robustnesses are different.
(e) We can easily generalize part (d). The definition of the robustness is very similar to eq.(306):

h(5) = max {h : (imlgégl(h)[F>w1 - PW2]> > 5} (311)
We calculate the inner minimum, m(h), as before, as explained in connection with eqs.(307) and
(310). This yields the inverse of h(): a plot of h vs. m(h) is the same as a plot of () vs. 4.

(f) We proceed similarly to part (d). The PW of series i is given by eq.(303). Suppose, without
loss of generality, that eq.(6), p.19, holds with the estimates series, so we putatively prefer series 1.
How robust is this preference to uncertainty in the nominal values A,(f)?

Consider the following fractional-error info-gap model:

A _ z@
U(h)_{A,(j) S < h k=1, Ni= 120, h=0 (312)
Sk
The robustness is the greatest horizon of uncertainty up to which eq.(304) holds:
h(6) =max{h: | min [PW; —PW,y]| >4 (313)
AP eu(n)

Let m(h) denote the inner minimum, which is the inverse of the robustness function. From eq.(303)

we can write:
N

PW; — PW, = 3" (1+i) (1 + )" (4 - 4) (314)
k=1
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It is evident that m(h) occurs for:

AY = A0 sy (315)
AD = AP 4O (316)

Put these expressions into eq.(314), equate to ¢, and solve for h to obtain the robustness. We find:

N o N

m(h) = S (1+i) ka4 )k (A,i)_A,ﬁ)) (i) 7R (s + s (317)
k=1 k=1

— Ar-hA, (318)

which defines A ;- and A,. Equating this to ¢ and solving for h yields the robustness:

h(s) = A/?A_ ° (319)

or zero if this is negative.
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Solution to Problem 23, Project financing (p.21).
(23a) Define the following quantities:
to = 0 = start time.
t, = duration of the nth stage, for n =1, 2, 3.

n—1
0, = Z t; = the year in which stage n starts. Thus: 6; =0, 62 =t;, 03 =t; + to.

J=1
4

T, = Z t; = duration from start of stage n to ¢, years after the end of the project. Thus:

Th=ti+to+ts+ty, To=to+tz+ty, T3 =1t3+1ts, Thy=14

Note that 71 = 6,, + T,,.

Stage n starts 6,, years after the beginning of the project. The cost of stage n, in t = 0 shekels,
is ¢,,. This cost inflates at the annual rate f. Thus at the start of stage n we take a loan of (1+ f)%¢c,
shekels. We pay this loan at nominal interest rate iy, after 7,, years. This nominal payment is:

Ay = (1 +inom) ™ (1 4 f)mc,, (320)
The total nominal payment is:
3 3
:ZAn:Z (14 inom) ™ (1 4 £)P7¢, (321)
n=1 n=1

The real shekel value, in project-start-time (t = 0) shekels, is:

R = (1+f)"hA (322)
3
= 1+f Zl+2nom 1+f) Cn (323)
\ n=1
= (i) (14 1) ey (324)
;
= Z + Znom 1+ f) (325)
> 1+ inom n
Iy

(23b) Nominal income I3 is received at the end of each of ¢3 years, invested at interest i, and
held an additional ¢4 years after completion:

End of year 1: I3 invested for t3 — 1 +t4 years = (1 + iyom )13 when loan repaid.

End of year 2: I3 invested for t; — 2+ t4 years = (1 + inom ) 2713 when loan repaid.

End of year t3: I5 invested for t3 — t3 +ty years = (1 + ipom)® #*% I3 when loan repaid.
Hence the total nominal cumulative income at repayment is:
t3 ]
I=1I5% (14 inom)® 7th (327)
j=1
(23c) The solution is the same as part (23a) except that we must calculate ¢; from the euro cost
~1 as: ¢; = rvy1. Now the solution is the same eqgs.(321) and (326) with ¢, replaced by 7.
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(23d) The definition of the robustness is:

h(R.) = h: R(¢) | < R, 328
- 0) < ) o
where R(c) is the real shekel cost of the project from eq.(326). Let m(h) denote the inner maximum,
which is the inverse of the robustness. This maximum occurs when ¢, = ¢, + hw,. From eq.(326),
where we define the coefficient of ¢,, in that expression as b,,, we find:

3 p—
=3 bu(@n + hwy) = R@) + hRw) < Re = B(Re) = 71O (3p9)
n=1 R(w)
or zero if this is negative.
(23e) The definition of the robustness is:
h(Re) = max {h : (ﬁ?&% R(f)) < Rc} (330)

where R(f) is the real shekel cost of the project from eq.(326). Let m(h) denote the inner maximum,
which is the inverse of the robustness. This maximum occurs when f = f— hs. From eq.(326) we

find: .
3 n
Z A bom ) (331)
1 \1+ f—hs

This is the inverse of the robustness function, h(RC).
(23f) The probability of default is defined as:
Py =Prob(R > R.) (332)

From eq.(326), where we define the coefficient of ¢,, in that expression as b,,, we find:

3
R = Z bpen = biey + g (333)

n=1
where defines g whose value is known. Thus the probability of default becomes:

9) _ Prob (Cl —a, Rezg cl) (334)
01

1 bio1 o1

_ 1_@(&—9_51) (335)

bioy o1

Py = Prob(b101 +g 2> RC) = Prob (61 >
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Solution to Problem 24, Compound interest (p.23). See table 11, which explains that:

$420 interest is paid at the end of year 1.
$350 interest is paid at the end of year 2.
$210 interest is paid at the end of year 3.

PROBLEM SET ON EcoNoMIC DECISION MAKING FOR ENGINEERS

Year | Amount owed | Interest paid | Principal paid
at beginning atend at end
of year of year of year

1 6,000 420 1000

2 5,000 350 2000

3 3,000 210 3000

Table 11: Solution to problem 24.

95

Solution to Problem 25, Start up (p.23). Let I and P, denote the interest and principal payments at

the end of year k. The revenue at the end of year k is R;. The PW with interest i = 0.07 is:

3
PW = Z 1—|—Z Ik—Pk+Rk) (336)
= 07 1(—420 — 1000 + 800) (337)
—620

+1.0772(=350 — 2000 + 3200) (338)

+850
+1.0773(—210 — 3000 + 7200) (339)

+3990
= —579.44 + 742.42 + 3257.03 (340)
= $3420.01 (341)

Solution to Problem 26, Start up, continued (p.23). The present worth is:

N
(1+14) " (=1 — P + Ry) (342)
k=1

The robustness is defined as:

h(PW,.) = max {h : (Rrenbi{?h) PW(R)) > PWC} (343)

The inner minimum, denoted m(h), is the inverse of the robustness function. m(h) occurs for Ry, =
ﬁik — sih:

m(h) = Z(l + z‘)*k <_[k — P+ Ry, — skh) (344)
k=1
N
= PW(R) —h) (1+i) " sy (345)

Equating this to PW, and solving for & yields the robustness:

PW(R) — PW.
Shiy (1 41)~Fsy

R(PW,) = (346)

or zero if this is negative.
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Solution to Problem 27, BCR of a measurement device (p.23).

(27a) The BCR is defined as the ratio of discounted benefit to discounted cost:

Z;qul(l +ip) "B

BCR = , =Q@B (347)
Yl (1 +ic) Ik + Pr)
which defines the quantity Q.
(27b) The probability of violating the BCR requirement is:
P = Prob(BCR < BCR.) (348)
= rob (< 22) (349)
- / Ae B dB (350)
0
— 1 _ e MBCR/Q (351)
(27c) The info-gap model of uncertainty in A is:
A=A
u(h):{A:A>O, = gh}, h>0 (352)
The robustness is defined as:
h = max {h : < max Pf()\)) < PC} (353)
AeU(h)

The inner minimum, m(h), which is the inverse of the robustness function, occurs when \ is maximal
at horizon of uncertainty h: A = (1 + k)A. Thus:

m(h) =1 — e—(1+h)ABCR./Q <P (354)
Thus the robustness is: .
ho o @DO-F) (355)
ABCR,

or zero if this is negative.
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Solution to Problem 28, Loan and investment (p.24).
(28a) The answer is in the fourth column of table 12, according to the following relation:

I=iP (356)
where i = 0.07.
Year | Amount owed | Princ. paid | Interest paid
at beginning at end at end
of year, P of year of year, I
1 60,000 20,000 4,200
2 40,000 20,000 2,800
3 20,000 20,000 1,400

Table 12: Solution to problem 28a.

(28b) The return on the investment at the end of year & is:
Ry, = [60,000 — (k — 1)20, 000]iyy (357)
where i;,, = 0.15. The interest paid at the end of year & is:
I, = [60,000 — (k — 1)20, 000): (358)

where i = 0.07. The present worth is:

3

PW = > (1+iimy) *(Re — I) (359)
k=1
3
= > (1 + i) 60,000 — (k — 1)20, 000] (iiny — 7) (360)
k=1
3
— 3(1.15)7%[60,000 — (k — 1)20,000](0.08) (361)
k=1
— 0.08 [1.15—1 x 60,000 4+ 1.15~2 x 40,000 + 1.15~3 x 20, ooo} (362)
—  7.645.60 (363)

(28c) Define:
A = equal annual payments.
P = principal of loan = $60,000.
1 = annual interest rate of loan = 0.07.
K = number of years of loan = 3.
These are related as:

i(1+410)%
(1+)K -1
Thus, the total interest paid is 3 x (22,863 — 20,000) = 8,589.30. The total interest paid in part 28a
was 4,200 + 2,800 + 1,400 = 8,400 but spread out differently (less favorably) in time.

(28d) The definition of the PW is:

A= P = 22,863 (364)

K
PW = 3" (1 + i) *13 (365)
k=1
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The PW of the loan payments, I, is small if the discount rate (rate of return on the investment),
v, IS large. If the rate of return on the investment is large, then distant interest payments have low
present worth because, by the time we have to pay that interest, we will have earned lots of money.

We can understand this in more detail as follows. The basic idea is expressed by the following
two arguments:

(1) The present worth of future money is LOW if the rate of return on investment is HIGH. That
is, if the rate of return is LARGE, then $1 today is equivalent to many dollars in the future, or $1 in
the future is equivalent to much less than $1 today. Likewise, if the rate of return is LARGE, then
future debt is LESS meaningful in the present because MUCH money will be earned before that
future debt is realized.

(2) The present worth of future money is LARGE if the rate of return on investment is LOW. That
is, if the rate of return is LOW, then $1 today is equivalent to only slightly more than $1 in the future,
or $1 in the future is equivalent to only slightly less than $1 today. Likewise, if the rate of return is
LOW, then future debt is MORE meaningful in the present because LITTLE money will be earned
before that future debt is realized.

In problem 28(d) you are asked to find the most negative present worth at horizon of uncertainty
h. That is, you must find the condition for which the present worth of future debt is high (very
negative). Thus case (2) applies: The present worth of debt is large (very negative) if the rate of
return is low, because we won’t earn much money before we have to pay that debt.

Stating these two arguments differently: The money-value of time is SMALL if the rate of return is
small: A small increment of time has a small impact on money. The money-value of time is LARGE
if the rate of return is large: A small increment of time has a large impact on money.

The most negative PW at horizon of uncertainty 4 is:

m(h) = min PW (366)
iinvE€U(h)
The I’s in eq.(365) are negative so the minimum (most negative) PW occurs when the discount
rate i, iS as small as possible: i;,, = [va - sh]+:

K - —k
m(h) =3 (14 [ime —sh]") Iy (367)
k=1
(28e) See fig. 9 on p.99.
(28f) Eq.(11), p.24, implies this ranking of the estimated PW’s:

PW(il,inv) < PW(iQ,inv) <0 (368)

Thus the first discount scheme has a more negative (less desirable) present worth of the interest
payments. Thus, if there were no uncertainty, we would prefer the 2nd scheme.

However, Eq.(12), p.24, implies that the relative error for scheme 1 is lower than for scheme 2.
This implies that the cost of robustness for scheme 1 is lower than the cost of robustness for scheme
2. Thus their robustness curves cross, as in fig 10, implying the potential for a reversal of preference
between the two schemes. At very negative PW,. we prefer scheme 1 which is more robust, while
at less negative PW, we prefer scheme 2.
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Zk [k PW(ZDV) )
PW,

Figure 9: Solution for problem 28e.
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Zk [k PW(’;inv,l) Pw(iinv,Q)

PW,

Figure 10: Solution for problem 28f.

99
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Solution to Problem 29, Future foreign earnings, (p.25).
(29a) The real value at time 0, in $'s, of the $ payment A, at the end of year k is, from eq.(272)
(see the derivation there, p.86):

k
Rop = Ao =A [T+ ;)" (369)

j=1
(29b) The foreign nominal value in year k is:

Ak for = 1Ak (370)

Eq.(369) applies to pesos when using the peso inflation rates, so the real value at time 0, in peso’s,
of the $ payment A, after transfering to pesos at the end of year k& is:

k

Rojsor = Aojefor = Apgor [J(1+ ;)" (371)
j=1
k
= A [T +0)7" (372)
j=1

(29c) The uncertainty in the $ inflation is irrelevant, because the $ inflation rate does not
influence the peso value. This is because the value of A; is fixed in dollars. However, the uncertainty
in the exchange rate is relevant. The robustness is:

h = max {h : ( min Ro,k’for('l"k)> > RC} (373)

rr€U(h)
Let m(h) denote the inner minimum, which occurs for the lowest exchange rate at horizon of uncer-
tainty h: rp = (1 — h)+Fk. From eq.(372):
+ ~
m(h) = (1 - h) R07k7f0r(rk) (374)

Equating this to R. and solving for h yields the robustness:

~ R.
h=1— ——— 375
Ro k. or (Tk) (375)

or zero if this is negative.



EconDecMakHWO02.tex PROBLEM SET ON EcoNoMIC DECISION MAKING FOR ENGINEERS 101

Solution to Problem 30, Interest payment, (p.26).

(830a) The solution appears in column 3 and last entry of column 4 of table 13. Examples of
2nd column calculations:

row k = 2: Amount owed at beginning of year 2 is 40,000(1 + 0.05) — 11,000 = 31, 000.

row k = 3: Amount owed at beginning of year 3 is 31,000(1 + 0.05) — 11,000 = 21, 550.

Year | Amount owed | Interest Payment
at beginning | accrued at end

of year for year of year
1 40,000 2,000 11,000
2 31,000 1,550 11,000
3 21,550 | 1,077.5 11,000
4 11,627.5 | 581.375 | 12,208.875

Table 13: Solution to problem 30a.

(30b) Each of the 3 missed investments was I =$11,000. The annual rate of return is i = 0.07.
The value of the first investment at the end of year 4, made at the start of year 2, would have

been:
(1+4)3T =1.225 x 11,000 = $13,475.473 (376)

The value of the second investment at the end of year 4, made at the start of year 3, would have
been:
(1+4)%T = 1.1449 x 11,000 = $12,593.9 (377)

The value of the third investment at the end of year 4, made at the start of year 4, would have
been:
(1+4)'I =1.07 x 11,000 = $11, 770 (378)

(30c) The solution combines egs.(376)—(378). If the rate of return is i, then the total return at
the end of year 3, from the 3 combined investments, is:
3 .
R=1I» (1+i) (379)
j=1
The minimum occurs when i is as small as possible at horizon of uncertainty h: i = min[0, 7 — ).
Call this minimum m(h). Thus:

1 (L4i—hy  ith<i
m(h):{fzjl(u h  ifh< 380)

31 else
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Solution to Problem 31, Random returns, (p.27).

(31a) The PWis:
N N NN

PW=3 (144 *p=""UTD" (1+0)

k=1 —

R (381)

which defines the quantity . The probability that the PW is less than PW_ is:

P = Prob(PW < PW,) = Prob(yR < PW.) = Prob (R < P\;VC> (382)
0 i P\T/]Vc <R,

= OV, < PN (383)
1 if PY7VC >R,

(31b) The robustness is defined as:

h = max {h : ( max Pf> < PC} (384)

Ro€U(h)
Denote the inner maximum by m (k). From the middle line of eq.(383) we see that m(h) occurs when
Ry is as small as possible at horizon of uncertainty h: Ry = max|R;, Ry — syh).

Consider first the case:
Ry — Ry

EQ —soh >Ry <— h< 5 (385)
2
We find: P R
m(h) = (NC/# (386)
RQ - Sgh - Rl
Equating this to P, and solving for h yields the robustness:
RQ — Sgh — R1 1 ~ (PWC/U) — R1
= - = = — — -~ v @ - 7
m(h) P. — (PWC/U) "Ry P, ~— Ry SQh Ry P, (38 )
Thus: -
P Ry — Ry (PW¢/n) — Ry (388)

59 59 P,
or zero if this is negative. We see that the condition in eq.(385) holds for all non-negative robust-
nesses. Note that the robustness is zero if:

P.> w (389)
Ry — Ry
where the RHS is the nominal value of P;.
(31c) The nominal peso value obtained by exchanging $ Ry, is:

A = rp Ry (890)

The real value at the start of year 1 of this nominal peso value is:

k k
T, = Ag H(1+fj)_1 =ripRy, H(l—l—fj)_l (391)
j=1 j=1

(31d) Let m(h) denote the lowest value of 7, at horizon of uncertainty h. From eq.(391) we see
that this minimum occurs when 7, is small and each f; is large. Hence:

k
m(h) = (1 n) "R [ (1+ QA +0F;) (392)
j=1
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Solution to Problem 32, Loan with interest, (p.28).

PROBLEM SET ON EcoNoMIC DECISION MAKING FOR ENGINEERS

(32a)
Year | Loan | Amount owed | Interest | Payment
at beginning | accrued | atend
of year for year | of year
1 (5,000 5,000 300 300
2 | 3,000 8,000 480 480
3 | 1,000 9,000 540 540
Table 14: Solution to problem 32a.
(32b)
Year | Loan | Amount owed | Interest | Payment
at beginning | accrued atend
of year for year of year
1 | 5,000 5,000 300 0
2 | 3,000 8,300 498 0
3 | 1,000 9,798 | 587.88 | 10,385.88

Table 15: Solution to problem 32b.

Explanation of line 1: 300 = 5,000 x 0.06.

Explanation of line 2: 8,300 = 5,000 + 3,000 + 300.

498 = 8,300 x 0.06.

Explanation of line 3: 9,798 = 8,300 + 1,000 + 300 + 498.

587.88 = 9,798 x 0.06.

Total payment at end of year 3 is 10,385.88 = 9,798 + 587.88

A different route to the same answer is to treat each of the 3 loans separately:
Total payment is: 10,385.88 = 5,000 x (1 + )3 + 3,000 x (1 + i) + 1000 x (1 +1).

(32c)
N ~ 1 NN
PW:—S+Z(1+¢)’“R:—S+R1(1;LZ)
k=1 —
Q

(32d) The definition of the robustness is:

h = max{h: ( min PW(R)) > PWC}

REU(h)

Let m(h) denote the inner minimum which occurs for R = (1 — h)"R.
For h < 1:

m(h)=-S+(1-h)'QR = h= QR _SR_ PWe

where @ is defined in eq.(393).
For h > 1:

103

(393)

(394)

(395)

(396)
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Combining egs.(395) and (396) we obtain:

00 if PW, < —S
h= ﬂ“%%— PWe it _9<PW.<-S+QR (397)
0 if — S+ QR < PW,
Note that PW(R) = —S + QR.
(32¢)
Rc
P; = Prob(R < R.) — / p(R)dR =1 — e M (398)
0
(32f) The definition of the robustness is:
h= h: P\ | < P 399
max{ ()\IGHL?(}E) #( )) < F; } (399)

Let m(h) denote the inner maximum which occurs for A = (1 + h)X. Thus:

m(h)=1-e 0+ < p 0y |h=—1— Xl In(l — P,) (400)

C

or zero.
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Solution to Problem 33, Earnings and investment, (p.29).
(33a) If $F is earned at the end of year k, then the present worth of this income, with interest 1,
is PW = (144)"*F. Inour case, k = 3, i = 0.06 and F' = 150,000. Thus PW = 1.06~3 x 150,000 =
(33b) If $F is earned at the end of year 1, then the present worth of this income, with interest 1,
is PW = (1+14)"1F.
Similarly, if $F is earned at the end of year 2, then the present worth of this income, with interest
i,is PW = (1 +1i)2F.
The present worth of the entire income stream is the sum of the individual PWs:
N N —
PW=> (1+i)FF = ﬂ
k=1

F (401)

1

For F' = 30,000, i = 0.06 and N = 5 we find| PW = 126,370.91
(33c) The peso interest rate is i, = 0.06. The US inflation rate is f,s = 0.04.
The nominal dollar earnings at the end of year k are (1 + f,s)*F.
The peso value of these earnings are r(1 + f,)*F.
The sum of the peso holdings at the end of N years is:

N N+1
Ty =1F> (1+ fus) = pp it fus) 1 fus) (402)
k=1 fUS
The present worth of the sum of pesos is:
N+1 _
PW = (1+iy) VT, =rF(1+i,) " 1+ fus) A+ fus) (403)

Jus

The numerical value is:

1.04% — 1.04
PW = 20 x 30000 x 1.06‘5W =12,525,572 (404)

The following procedure is not correct because it presumes that each yearly earning is re-
invested.

The nominal dollar earnings at the end of year k are (1 + f,s)*F. (Correct)

The peso value of these earnings are (1 + f.s)*F. (Correct)

Hence the present worth in pesos is:

g: k k g: 1+ f : ivz k pNt—p
PW =Y (1+ip) "r(1+ fus)"F =rF ( ?”) =rFY pf=rF—" (405)
k=1 k=1 1+ tp k=1 p— 1
p=1.04/1.06 =0.982231. Hence the PW is:
19822316 — 09.82231
PW =20 x 30,000 x 0.98223 09.82231 _ 2,834, 382.905 (406)

0.982231 —1

(33d) The peso and US interest rates are i, = 0.08 and i,,s = 0.06. The US inflation rate is f,s =
0.04. The real annual earnings are ' = $30,000 and the duration is N = 5 years.

The nominal dollar sum earned at the end of year & is (1 4 fus)*F.

The nominal peso sum obtained at the end of year k is r(1 + f,s)*F.

The pesos obtained at the end of year k earn interest 4, for N — k years. Thus, at the end of the
N years, the pesos from year k obtain the value (1 + i,)Y *r(1 + fu5)*F.
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Thus the total peso balance at the end of N years is:

N

= 13.9417 x 10°

The nominal dollar value obtained by exchanging 7}, pesos is:

T,
Ays = 7” =1.9709 x 10°

The real value of A,; is:
Rus = (1 + fus)_NAus

The PW of these dollars is:

PW = (14 i) N (1 4 fus) N Aus = 1.2105 x 10°

(33e) From eq.(401), the PW is:
N
PW=> (1+i)"F=
k=1

The definition of the robustness is:

h= max{h: ( min PW) > PWC}
Fel(h)

Let m(h) denote the inner minimum, which occurs for F = F — sh so:

i—(1+4)~N
i

| —
p

?L:1<~_PWC>
$ p

m(h) = (F — sh) > PW,

Thus the robustness is:

or zero if this is negative.
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(407)

(408)

(409)

(410)

(411)

(412)

(413)

(414)

(415)

(416)

(417)

(418)

(33f) We will use the robustness function from eq.(418). The robustness curves for the two plans

intersect at PW.,:

- 1<~ PWX) 1<~ PWX):>E_152_PWC(1_1>

S1 52

S1 59 P

— (419)

(420)
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We conclude from the two inequalities in eq.(20) that sy < s1. Hence the term on the right in eq.(420)
is positive.

The horizontal intercept of the robustness curve is at PW, = pF. Thus plan 1 is more robust
than, and hence preferred over, plan 2 if and only if:

PW, < PW, < pF} (421)

The economic interpretation for this preference reversal is as follows.
First, F'1 > F» in €qg.(20) implies that plan 1 nominally has greater present worth than plan 2:

PW(ﬁl) = pF1 > pFy = PW(ﬁQ) (422)

However, g—f < % in eq.(20) implies that plan 2 is less uncertain than plan 1, and this more than

1
compensates for plan 1’s nominally greater PW. Consequently, the cost of robustness for plan 2 is
lower than for plan 1, and their robustness curves cross. We will robust-prefer plan 1 only at large
PW. where its nominal predominance still entails greater robustness than plan 2.
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Solution to Problem 34, Great idea for a start-up(p.30).
(34a) The present worth if the project succeeds and if it fails is:

PWsuccess = _C+(1+7;)7NR
PWgi = —C

The expected value of the present worth is:
E(PW) = pPWsuccess + (1 - p)PWfail =-C +p(1 + i)_NR

(34b) The definition of the robustness is:

?L:max{h: ( min E(PW)) > PWC}

ReU(h)

Let m(h) denote the inner minimum, which occurs for R = R — sh so:

108

(423)
(424)

(425)

(426)

m(h) = —C +p(1+i)N(R—sh) >PW, = |h= _

—C+p1+i)™R-PW, PW(R)—-PW.,

sp(1+i)~N sp(1+i)~N

or zero if this is negative.
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Solution to Problem 35, Artistic restoration (p.31).
(35a) The discounted PW of the benefit, B, and the cost, C, and the BCR, are:

B = (1+i) VR (428)
N
C = > (1+i)"A=05s(ic)A (429)
k=1
B E_ (l—l—ib)_NR
BCR, = &= 57(ic) A (430)

(35b) The discounted PW of the benefit, B, and the cost, C, and the BCR, are:

N
R R
o N _ N
B = ;(1 +ip) ~ 5f(zb)N (431)
N
C = > (1+i)"A=05s(ic)A (432)
k=1
_ B ()R
BCR, = &= 5¢(ic) AN (433)
(35¢) The ratio of the BCR of the 2nd to the 1st option is:
BCRsy . (5f(ib) . Zévzl(l + ib)_k N(l + ib)_N

= = =1 434
BCR;y N(1+id,) N N1 +i,)~N N1 +i,)~N (434)
The economic or time-value reason that the 2nd option has greater BCR is that its benefit is dis-
counted less due to benefits accruing throughout the restoration period, while its cost has the same
time profile.
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Solution to Problem 36, Earnings and investments (p.32).

(36a) Present and future worth are related as PW = (1 +i)"*F, so F must equal:

F = (1+4)"PW = 1.07% x 100,000 = [ 140, 255.17 (435)

(36b)
Year k = 1: F'is earned at the end of year 1. The present worth of this is:

PW; = (1+i)'F =1.03"'F = 0.97087F (436)

Year k = 2: 1.1F is earned at the end of year 2. The present worth of this is:
PWy = (1+4i)"21.1F = 1.037% x 1.1F = 1.036855F (437)

Year k = 3: 1.2F is earned at the end of year 3. The present worth of this is:
PWs = (14i)1.2F = 1.037% x 1.2F = 1.0981699F (438)

Thus:

PW = PW; + PW, + PW5 = 3.10589F = 250,000 = |[F =80,492.10 (439)

(36¢c) Consider year k. The real earnings at the end of the year are F' = 50,000 pesos. The
annual peso inflation rate is f, = 0.07. Thus the nominal peso earnings at the end of year k are
(1+ fp)®F. This is invested for N — k years, N = 3, at nominal annual interest of i = 0.05. Thus the
nominal peso value of the year-k earnings, at the end of year N, is:

App= A +)VNFA+ f)fF (440)

This is exchanged to dollars at the rate of » pesos/dollar, so the nominal dollar value, at the end of
year N, of the earnings from year k, are:

Apg=App/r = 1+ )N R0+ ) F/r (441)

These yearly nominal dollar values are:

Ajg = 1.05% x 1.07" x 50,000/30 = 1,966.13 (442)
Ayg = 1.05' x 1.07% x 50,000/30 = 2,003.58 (443)
Asg = 1.05” x 1.07* x 50,000/30 = 2,041.74 (444)

The total nominal dollar value obtained at the end of year N is:

Ag=A1 g+ Ag g+ A3 4 =16,011.45 (445)

(36d) The present worth of the earnings of year k is:
PWj = (1+4) %1+ (k—1)z|F (446)

The present worth of the sum of the earnings is:

N N N
PW = S PWe=Y (1+i) "1+ (k- DalF =F Y (1+i)F+aF > (k—1)(1 +1i)7447)
k=1 k=1 e =

=

Py Py
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The definition of the robustness is:
h = max {h: < min PW) > PWC} (449)
x€U (h)

Let m(h) denote the inner minimum, which is the inverse of the robustness function, and occurs for
x =2 — sh:

PyF + Pl FZ — PW,  PW(Z) — PW,
P,Fs a P\Fs

m(h) = PoF + PLF(Z — sh) > PW, = |h= (450)

or zero if this is negative.

(36e) With F' = Fjq, we know that PW(Z) = 250,000. Hence h(PW. = 250,000) = 0 by the
zeroing theorem.



EconDecMakHWO02.tex PROBLEM SET ON EcoNoMIC DECISION MAKING FOR ENGINEERS 112

Solution to Problem 37, Investment and expected returns (p.33).
(37a) The return of project j, if it succeeds, is r;q;/Q. The present worth of this return is
PW; = (1 4 i)"™r;q;/Q. The return is zero if the project fails. The probability of success is
p; = ¢j/Q. Thus the expected return of the investment is:

2 _ 2
E(PW) = p1PW; + psPWy = | (1 + i)_"lrl% +(1+ z‘)‘”?rzL QQ1) (451)
(37b) Define p; = (1 +4) ™rj, so:
2 2
E(PW) = p & 4 (@ a) 452
(PW) =1y +p2 (452)
Thus:
OE(PW) _ 2pmq1  2p2(Q —q1) (453)

oq Q Q
Assuming that p; > 0, the slope is negative for small ¢;, and positive for large ¢;. Thus E(PW) vs.
q1 is U-shaped. Note that:

E[PW(q1 =0)] =2p2Q and E[PW(q1 = Q)] =2mQ (454)

Consequently, the allocation that maximizes the expected worth is:

’(I1:Qifp1>p2 and q1:Oifp1<p2‘ (455)

(837c) The definition of the robustness is:

h(PW,) = max {h : (Ténui(rllz) E(PW)) > PWC} (456)

Let m(h) denote the inner minimum, which is the inverse of the robustness, and occurs for r; =
7; — s;h. From eq.(451) we obtain:

i (Q—q1)?

m(h) = (14+4)™@F — slh)% F(L+) T =) g (457)
= E[PW(7)] — hE[PW(s)] > PW, (458)

where:
EPW(F)] = (1+ i)—”m‘g +(1+ z’)—mg@;)q”z (459)
EPW(s)] = (1+ i)_”lslg +(1+ z‘)—%Q@E}ql)Q (460)

Hence:
h(PW,) = E[P\é\’[g\z\]l (;)']DWC (461)

or zero if this is negative. It is evident that the allocation in eq.(455) does not necessarily maximize
the robustness.
(37d) The present worth of the project is PW = (1 +i)~™R. The probability of failure is:
Pr = Prob(PW <PW,) =Prob ((1+1i) "R < PW,) = Prob(R < (1 +4)"PW,) (462)

—_—
R

Re —
_ / e AR = |1 — g~ 1+)" P (463)
0
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(837e) The definition of the robustness is:

h(PW,) = max {h : ( max Pf> < Pfc} (464)
xeud(h)

Let m(h) denote the inner maximum, which is the inverse of the robustness, and, in light of eq.(463),
occurs for A = X + sh, so:

m(h) =1 — e~ CHM"PWe < p (1 - Py = (A4 sh)(1 + i)"PW, (465)
Hence:
~ 1 /-In(1-PF) ~
h(Py) = 5 ((1 PW, A) (466)

or zero if this is negative.
(87f) The discounted total cost and benefit are:

N
C = S+ (1+i) ¢ (467)
7j=1
N .
B = Z(l + ib)fjbj (468)
j=1
Thus the benefit-cost ratio is: N
> (141,)b;
BCR= '~ (469)

S + Z(l + ic)_jCj

N
j=1

In the special case of constant cost and benefit, eqs.(467) and (469) become:

1—(1 + ic) NC
lc
1—(1+3) "
ip
1—(1+ ib)_Nb
BCR = o (472)
S 1-— (1;—10) .

C = S+ (470)

B = b (471)
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Year | Debtat | Interest | Payment
start of | accrued | atend of

year in year year
10,000 500 2,500
8,000 400 2,500
5,900 295 2,500

3,695 184.75 2,500
1,379.75 | 68.9875 | 1448.7375

(21 >N ST\ IR

Table 16: Solution of problem 38a. Currency is $.

Solution to Problem 38, Income and uncertainty (p.34).
(38a) We solve this problem one year at a time, as explained in the table 16. The payment in
the last year is $1448.7375. The interest that accrues in the 5th year is $68.9875.
(38b) The present worth of the income stream is:

1—(1+d)~N
i

N
PW=> (1+4)"A=
k=1

A (473)

With N =10, ¢ = 0.04 and A = 15,000 we find:

PW = 8.11089 x 15,000 = [121,663.44 (474)

(38c) The present worth of the cash flow is:
N . NN
PW=3"(1+i) "4 )= - 0D

k=1 _Z,_/
0

(A-C) (475)

which defines the discount factor §. The robustness is defined as:

h(P,) = max {h : ( min (A — c>5> > PC} (476)

A,CEU(h)

Let m(h) denote the inner minimum, which is the inverse of the robustness function. This inner
minimum occurs for A = A — s4h and C = C + sch. Thus:

. ~ (A—C)s— P,
hy=|A—-C—-h > P, hP)=-——"——
m(h) = [A=C=h(sa+s0)|0 > P = |h(P.) TEmY (477)
or zero if this is negative.
(838d) The future worth of the investment is:
F=(1+i)NA (478)
The probability of satisfying the future-worth criterion is:
F 1/N
P, = Prob(F > F.) = Prob ((1 +i)NA> F) = Prob (1 +i > (A> ) (479)

c

1/N o , ,
Prob ( i > (I::f) -1 ) = / e M di = (480)
. N

1c
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where i, is defined in q.(480).
(38e) The robustness is defined as:

h(P,) = max {h : < min PS()\)> > PC} (481)

AEU(R)

Let m(h) denote the inner minimum, which is the inverse of the robustness function and occurs for
A = (1+h)A. Thus:

N ~ - In P,
m(h) =e HMXe > P — (14 h)Ni,=-InP, = |W(P)=— ]; —1 (482)
ic

or zero if this is negative.
(38f) Option 1 guarantees a future worth of exactly Fy. This can be expressed as the following
robustness function:

~ (0. ¢] if FC < Fl
hy(F.) = (483)
0 else
Comparing &1 (F,.) with ko (F,.) in €q.(28), p.34, we see:
ho(F.) > h(F.) if Fy < F,<2F (484)
ho(F.) < hi(F.) if F.<F (485)
ho(F.) = hi(F.) if F.>2F (486)

Thus, based on a robust preference ranking, we prefer option 2 if F} < F. < 2F;. We prefer option
1 if I, < F;. We are indifferent otherwise.

hi

Figure 11: Robustness curves for problem 38f.
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Solution to Problem 39, Present worth, interest, inflation and uncertainty (p.35).
(39a) The present worth is:

1— (144N

(;H) (487)

N———
(1)

PW = —5+§j(1+z‘)—’“(3—0) =|-S+(R-C)
k=1

(39b) R > C, soeq.(487) implies that the present worth increases as the duration, IV, increases.
This makes sense economically, because longer duration implies more years in which positive net
income balances the negative initial investment. Thus, to find the shortest time at which the present
worth is non-negative, equate PW to zero and solve for N:

_ NN :

PW=0 — S§=(R—C)3(i) ! “Zﬂ) :Rfc . 1—R€ZC:(1+¢)*N (488)
ln(lfRS_vic)

= N:_W: (489)

or 18 years if one wants an integer result for the shortest duration with non-negative PW.
(39¢) R > C, s0eq.(487) implies that the present worth increases as the duration, IV, increases.
Thus the present worth is maximal at infinite duration:

lim PW:—S+R_C

N—oo )

(490)

Equating this to zero and solving for S yields the lowest initial investment at which the present worth
is negative for all finite durations:

R-C R—C 2000 — 1000
0=-S+—= — S="——-= - =14, 285.71 (491)

(39d) The definition of the robustness is:

h(PW.) = max {h : (éﬁi&) PW(Z)) > PWC} (492)

Let m(h) denote the inner minimum, which is the inverse of the robustness function, A(PW,). From
eq.(487) we see that this minimum occurs when i = i + s;h. Thus:

m(h) = —S + (R — C)5(i + s:h) (493)

(39e) The definition of the robustness is:

E(ch)zmax{h: ( min  PW(R, 0)> > PWC} (494)
R,Cel(h)

Let m(h) denote the inner minimum, which is the inverse of the robustness function, 2(PW.). From
eq.(487) we see that this minimum occurs when R is minimal and C' is maximal:

R=R—sgrh, C=C+sch (495)
Thus the inner minimum becomes:

m(h) = =S+ (B sgh— C = sgh) 6(i) = PW(R, C) = (sr + s¢)d(i)h > PW, (496)
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Equating m(h) to PW,. and solving for A yields the robustness:

PW(R, C) — PW,
(sr+sc)0(i)

h(PW )= (497)

or zero if this is negative.
(39f) The nominal net income at the end of year k is (1 + f)*(R — C). Thus the present worth
is:

N
PW = —S+> (149 "1+HR-0) (498)
k=1 N .
— S+ (R-0) z( 5 (499)
= |-S+(R- c( 1) 5 (500)

(39g) With f =i, we see from eq.(499) that:

S 104
PW = — — C)N N=_2_— =1 1
S+(R-C)N = =0 = 1000 (501)

(39h) The definition of the robustness is:

h(PW,) = max {h : (i,frgli/}(lh) PW(s, f)) > PWC} (502)

Let m(h) denote the inner minimum, which is the inverse of the robustness function, 2(PW.). From
eq.(498) we see that this minimum occurs when i = i + s;h and f = (f— syfh)T. Thus:

m(h) = =S+ (R —C)8 (i +sih, (f = spf0)) (503)

where (i, f) is the fractional expression in eq.(500).
(39i) Let PW, and PW. denote the present worth of the benefit and the total cost (including
initial investment), respectively. Thus the PW and the BCR of the project are defined as:

PW = PW,-PW, (504)
PW,
BCR = PW. (505)
We see that:
PW >0 ifandonlyif BCR > 1 (506)

Thus Joe and Jane agree on accepting or rejecting the project.
(39j) Let i, denote Jane’s discount rate for benefits. We know that i, > i, so:

N N
PWjjane = B> (1414) " < RY (1+1)7F = PWp joe (507)
k=1 k=1

Combining this with egs.(504) and (505) we see that:

PWj.e <0 implies BCRje <1 (508)
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Hence if Joe rejects the project, then so does Jane.
However, we also see that:

PWjee > 0 does notimply BCRjane > 1 (509)

Indeed, the left hand condition (causing Joe to accept) can co-exist with the righthand condition in
eq.(508) (causing Jane to reject).
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Solution to Problem 40, Present worth, interest, inflation and uncertainty (p.37).
(40(a)i) The present worth is:

N
PW = —S+> (1+4) "Rr—C) (510)
k=1
N N
= —S+RoY (1447 144" Zl—i—z (511)
k=1 k=1
1—(1+4)"
- —S+R0N—(Z,+Z)C (512)
N—————
5(i)

(40(a)ii) From eq.(512) we find:
, 1—1.04710
PW=—gC+NC-6(i)C>0 = g<N- MZN‘W: (513)
(40b) From eq.(510), the present worth is:

PW = —-S+4(i)(R-C) (514)

where §(7) is defined in eq.(512). The parameters for which the PW is zero are all positive, which
implies that R — C > 0. From the geometric series that defines (i), e.g. the righthand sum in

eq.(511), we conclude that:
94(7)

i <0 (515)
Hence, from eq.(514) we conclude that:
PW
0 — <0 (516)
01

Finally, we conclude that, if i increases from a constellation of parameters at which PW = 0, we see
that R — C' must increase in order for the PW to remain positive.

]Thus statement 40(b)i is the only true statement. ‘

(40c) The present worth is:

PW=-S+63i)(R-C) (517)
We note that: .
ngnooé(z) == (518)
Hence the PW is: R_C
PW= -5+ — (519)

i

This is finite for any positive 1. ]Thus statement 40(c)iii is the only true statement.
(40d) The present worth is:

PW=-S+03i)(¢gC-C)=-S+43i)(g—1)C (520)
The robustness is defined as:

h(PW,) = max{h: ( min PW) > PWC} (521)
geU(h)

Let m(h) denote the inner minimum, which occurs for g = g — wh, so:

m(h) = —S + 8(i) [(§ — wh)C — C] > PW, (522)
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Hence:

~ —S+0(i)(gC—-C)—PW. PW(g) — PW,

= p— 2

h(PWe) 0(i)wC 0(i)wC (523)

or zero if this is negative.
(40e) The present worth is specified in eq.(520). The robustness is defined as:
h(PW,) = max {h : ( min PW) > PWC} (524)
g,CeU(h)

Let m(h) denote the inner minimum. The info-gap model requires that g > 1, so define z* to equal
x if z > 1 and to equal 1 otherwise. Thus m(h) occurs for:

g=(§—wgh)*, C=C—wh (525)

Thus the inverse of the robustness function is:

m(h) = =8 +6(i) [(§ — wgh)* — 1] (C — wch) (526)

(40f) Your nominal salary at the end of the kth month is:

Sk = (1+ /)" Ro (527)
(40g) The robustness is defined as:
h(PW,) = rnax{h: ( min sk> > SC} (528)
feu(h)
Let m(k) denote the inner minimum which occurs for f = f — wf:
~ . - 1 ~ S\ VF
m(h) = (14 f —wh)*Ry > S. = |h(S.) = " 1+ f— (R) (529)
0
or zero if this is negative.
(40h) The nominal value at the end of k years is:
Ap = (14 ipom)*S = |A1p = 1.08'2 x 1000 = $2,518.17 (530)

The real value at the end of k years is:

1. 12
Rp=(1+f) A =1+ )" +inom)*S = |Riz= <08> x 1000 = $1,251.45| (531)

The real interest rate is defined by:
Ry = (1+i)"s (532)

Comparing this with the left hand part of eq.(531) we see that the real interest rate, i, is related to
the inflation, f, and the nominal interest rate, inom, by:

(1+i)f = A+ /) A 4inom)* = (+i) FA+1)7F = A tinom) ™ = (1+4)(1+f) = 1+inom
(533)
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Hence:
. 1+ %hom Tnom — f . 0.02
r = — = r= ——=Vu. 1 4
i 157 117 = |i 106 0.018867 (534)
(40(i)i) The real value of the investment at the end of k years is, from eq.(531):
. 1+ dnom \ ¥
Rilinom £) = (125) 8 (535)
The robustness is defined as:
ﬁ(RC) = max {h : (inomrf;cie%(h) Rk> > RC} (536)

Let m(h) denote the inner minimum, which occurs for iyom = (?nom —w;h)T and f = f+ wyh. Thus
the inverse of the robustness function is:

~ A\ k
m(h) = <1+(Z“°1“_“’ih) ) s (537)
1—|—f+wfh

(40(i)ii) From eq.(537) we see that m(h) is positive for all finite positive h. Also:
lim m(h) =0 (538)

h—o0

Thus m(h) = R. = 0 implies that 2(0) = cc.

~ k
(40(i)iii) From eq.(537) we see that m(h) = R. = (1 1+ ln}”’) Sif h =0.|Thus h(R.) = 0| for
+
this value of R..
(40(j)i) The BCRiis:
BCR = PWs where PW, = i(lJr )"*R =6(i)R, PW,= S+%(1+ )kC = S+6(i)C (539)
_PWC b_k;:1 Z R o k=1 Z N Z
S = 0 implies that BCR = R/C. Thus:
. . R
BCR > 1 ifand only if ol >1 (540)
(40(j)ii) C = 0 and eq.(539) imply:
BCR = 2A (541)
S
0(i) is:
i) = (149t = L0 (542)
oo k=1 v ‘
From these relations we see that:
94(1) ) L1
N >0 and ngnooé(z) = (543)
Hence: R
max BCR = < (544)

We require that % < 1, so we can assert:

BCR < 1 forall N, ifandonlyif S > ? (545)
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Solution to problem 41, Present worth of yearly profit (p.39).
(41a) The present worth is:

N
PW=> "(1+i)"R, = 1.097"2,500 + 1.09723,500 + 1.0975,000 = $9,100.4 (546)

n=1

(41b) The total accumulated value at the end of year 3 is:
N
V=> (1+4i)" "R, = 1.152,500 + 1.15'3,500 + 1.15°5,000 = $12, 331 (547)
n=1

The present worth of this value is:
PW(V) = (144)7°V = 1.097%12,331 = $9,521.8 (548)

(41c) The present worth of the profit stream is:

N
PW(R)=> (1+14) "R, (549)
n=1
The definition of the robustness is:
h= max{h: < min PW(R)) > PWC} (550)
ReU(h)

Let m(h) denote the inner minimum, which occurs when each profit is as low as possible at horizon

of uncertainty h:
N

m(h) = > (1+i)™"(1—h)R, = (1 — h)PW(R) (551)

n=1

Equating this to the critical value, PW,., and solving for & yields the robustness:

ho1o We (552)
PW(R)
or zero if this is negative.
(41d) The definition of the robustness is:
h = max {h : ( min PS(RC)> > PC} (553)
Rcel(h)

Let m(h) denote the inner minimum, which occurs when the critical value, R., is as large as possible
at horizon of uncertainty h:

Ry — (1+h)R. . ~ Lo Ry
m(h) = T — Ry if (1+h)R. <Ry (equiv: h < R ) (554)
0 else
Equating this to the critical value, P., and solving for h yields the robustness:
oz R)E (555)

R

or zero if this is negative. Note that h<fz_q

=R,
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(41e) The present worth is:
N
PW=> (1+i)"R, = 1.05""5,000 + 1.05723,500 + 1.0572,500 = $10, 096 (556)
n=1
(41f) The total accumulated value at the end of year 3 is:

N
V=> (1+41i)N""R, = 1.1%5,000 + 1.1'3,500 + 1.1°2,500 = $12,400 (557)

n=1

The present worth of this value is:
PW(V) = (1 44)7%V = 1.047312,400 = $11,024 (558)

(41g) The present worth of the profit stream is:

N
PW(R) = (1+14) "R, (559)
n=1
The definition of the robustness is:
h = max{h: ( min PW(R)> > PWC} (560)
ReU(h)

Let m(h) denote the inner minimum, which occurs when each profit is as low as possible at horizon
of uncertainty h:

N
m(h) =" (144) 7" (R — wh) = PW(R) — hPW(w) (561)
n=1
Equating this to the critical value, PW,, and solving for & yields the robustness:
~  PW(R) — PW,
— _ T¥c 2
L PW(w) (562)

or zero if this is negative.
(41h) The definition of the robustness is:

h = max{h: < min PS(RC)> > PC} (563)
Rcel(h)

Let m(h) denote the inner minimum, which occurs when the critical value, R., is as large as possible
at horizon of uncertainty h:

Ry — (R +wh) . = .~ Ry— R,
m(h) = { Tt — Ry if Re + wh < Ry (equiv: h < o) (564)
0 else
Equating this to the critical value, P., and solving for h yields the robustness:
~ — R.— (Rs — R)P,
5 Ry — R, — (Ry — R1) P, (565)

w

RQ_EC

or zero if this is negative. Note that 1 <



EconDecMakHWO02.tex PROBLEM SET ON EcoNoMIC DECISION MAKING FOR ENGINEERS

Solution to problem 42, Time, money and benefit. (p.41).
(42a). The present worth of the cash flow is:

N
PW = —S+> (1+4)7"I,
k=1
4,000 3,000 6,000
= —10,000 + = ’ ’

1.091 + 1.092 + 1.093
= |$827.87

124

(566)

(567)
(568)

(42b). The nominal income at the end of year k is I,. Correcting for inflation, the real value is
(14 f)~*I,. Discounting this to time ¢t = 0 is (1 +4)~%(1 + f)~*I;. Thus the total present worth of

the cash flow is:

N
PW = —S+> (1+49) "1+ f) "L
k=1
4,000 3,000 6,000
= —10,000 +

1.091 x 1.071 * 1.092 x 1.072 * 1.09% x 1.073

~ o)

(42c). The benefit-cost ratio is:

S (143 7F,
Shoi(1+iq) "k Dy,
20,000 | 15,000  45.000

BCR =

— 1.041 1.042 1.043

- 40 70 50
1.151 + 1.152 + 1.153

$73,104

T 12059

(42d).

(42(d)i). The nominal euro income at the end of year 3 is:

A3,f0r = (1 + ffor)er,for

(569)

(570)

(571)

(572)

(573)

(574)
(575)

(576)

(42(d)ii). This is exchanged to shekels to produce the nominal shekel income at the end of year

A3,d0rn = rA?;,for
= T(1+ff0r)3Rr,for

(42(d)iii). The real shekel value of this sum, at the end of year 3, is:

R3,dom = (1 + fdom)_BA?),dom
= T<1 + dem)iS(l + ffor)gRr,for

1+ ffor )3
' (1 + fdom rfor

(577)
(578)

(579)
(580)

(581)
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(42(d)iv). The present worth of the entire project, in shekels, is:

PWiom = —75+ (1 + er,dom)73R3,d0m (582)

. = 1+ ff r 3

- _ 3 (¢}

= TS + T(l + Zr,dom) (1 + fdom) Rnfor (583)

3

1+ ffor

= —rS+r . Ry for 584
<(1 + Z1r,d0rn)(1 + fdom)) 2 ( )

(42(d)v). The numerical value of the present worth in shekels is:

1.07 3
PWom = —4.2 x 100, 42— ) 250,000 =[NIS417, 867 585
d x 100,000 + <1.12 X 1.03> (589)

(42e). The definition of the robustness function is:

h(FW,) = max {h : (Rg}/i[?h) FW(R)) > FWC} (586)

Let m(h) denote the inner minimum, which is the inverse of the robustness function. The minimum
occurs when R is as small a possible at horizon of uncertainty h. Thus:

- - 1/  FWw,
m(h) = (L)Y (R —sh) > FWe = |R(FW,) =~ (R - +i)N> (587)

or zero if this is negative. We can re-write this as:

~ 1

~ 1 -
- N - _
h(FW,) = L ((1+0)V R - FW.) T (FW(R) - FW.) (588)
or zero if this is negative.
(42f). The definition of the robustness function is:
h(FW,) = max {h : ( min FW(i)) > FWC} (589)
icU(h)

Let m(h) denote the inner minimum, which is the inverse of the robustness function. This minimum
occurs when i is as small as possible, so:

~ - 1 < (FWAYY
m(h) = (47— wh) R > FW, = [BFWe) = 147~ <R) (590)
or zero if this is negative. We can re-write this as:
7 _ 1 N pl/N 1/NY\ _ 1 N\1/N 1/N
hFWe) = —— ((+ RN — FW ) = —w (FW@)YN — Fw /) (591)

or zero if this is negative.
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(42g). The definition of the robustness function for option % is:

Ty (FW,) = max {h : (Ré%{i:(lh) FW(z‘)) > FWC} (592)
Let my(h) denote the inner minimum, which is the inverse of the robustness function.

Consider option 1.

Note that Z/1(h) can be written as the following interval of R values:

Us(h) = [Ry + s1h, o) (593)
This is not an info-gap model of uncertainty because it violates the nesting axiom which asserts:
h<h = Uh)CU) (594)

From eq.(593) we see that as the horizon of uncertainty, h, increases, the uncertainty set contracts.
This is the opposite of the behavior of info-gap models. Note that:

mi(h) = (1+3)N(Ry + s1h) (595)

How should we understand the concept of robustness when the “uncertainty model” violates the
axiom of nesting? The following seems reasonable.

The robustness of option 1, hy, is the greatest horizon of uncertainty, i, up to which all realiza-
tions of m1 (k) are no less than FW, for all h < .

If h = 0, then m,(0) = FW(R). If FW(R) > FW,, then my(h) > FW, for all h» > 0 and the
robustness is infinite.

If FW(R) < FW., then m;(0) < FW, so the robustness is zero. In other words, the requirement
is violated even without uncertainty so the robustness is zero.

We conclude:

. co  FFW. < (1 +)VR,
hi(FW,) = . | (596)
else

See fig. 12.
Consider option 2.
For option 2 the inner minimum occurs for R = Ry — soh, SO

ma(h) = (1+ )Y (Ry — 5h) > FW,  —> EQ(FWC):;<E2_(1F+V\2C)N> (597)

or zero if this is negative. See fig. 12.

The robustness curves cross one another because R, > R; as stated in eq.(48). From fig. 12
and egs.(596) and (597) we see that the robust preference is for option 1 if FW,. < FW(EI).

(42h). The definition of the robustness function for option £ is:

h = : i ) | > FW,
hi(FW.) max{h (Ré%{lkr(lh)FW(Z)> > } (598)

Let my(h) denote the inner minimum, which is the inverse of the robustness function.
Consider option 1.
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NG

Km’i,) < Fwil,) Five

Figure 12:  Robustness
curves for problem 42g,
based on egs.(596) and
(597).

From the info-gap model in eq.(49), p.42, we see that m; (k) occurs when R = R;. Thus:

N R oo fFFW, < (1+i) VR,
mi(h) =1+ R >FW, = [hi(FW,) = ; | (599)
else

which is the same as eq.(596).

The robustness for option 2 is the same as in question 42g, eq.(597).

Thus the robustness curves are the same as in fig. 12.

The robustness curves cross one another because R, > R; as stated in eq.(48). From fig. 12
and egs.(599) and (597) we see that the robust preference is for option 1 if FW, < FW(El). This is
the same as in question 42g.
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Solution to problem 43 Investments over time. (Based on exam 4.10.2018.) (p.43).
(43a). The present worth is:

N . NN
PW = -5+ (1+i) MR- C)=|-8+2C 1(11“) (600)
k=1 —
50

(43b). PW = 0 in eq.(600) implies:

S 10,000
— — ’ —=[1.233] 601
©T 053 T 1,000 x 8.11095 (601)

(43c). PW > 0in eq.(600) implies:

1-(1+d)N _ S N iS _ ( iS)
- > <1l-— —_ <
; -C <~ (1 + Z) 1 -C <~ Nln(l + Z) In(1 -C (602)
111( g‘%)
— >~ 7 5,
N 1 (1 Z) 5.6894 (603)

Thus the shortest integer duration for which the PW is non-negative is
(43d). The definition of the robustness function is:

h(PW,) = max {h: ( min PW(e)) > PWC} (604)
ecU(h)
Let m(h) denote the inner minimum, which occurs when ¢ is minimal at horizon of uncertainty h:
~ PW.
m(h) = =S + (1 — h)eCs(i) > PW, = |h(PW.) =1— %fs (605)
eCo(1)
or zero if this is negative.
(43e). The present worth is:
N N
PW=—S+>(1+i) 1+ f)™"R-C)=|-S+eC > [(1+i)(1+f) " (606)
k=1 k=1

(43f). Define ¢ = (1 +¢)(1 + f). We require that ¢ remains constant, which means that:

(1+)(1+f) . 1.04x1.07

1+)A+f=>0+0+f) = i’:Tﬂ—l_Wq: (607)

(439g). Because there is no inflation in the U.S., real and nominal values are the same. Hence
the future worth in $ is:
F=(1+ig)VRy (608)

(43h). To calculate the future worth, in dollars, we proceed as follows, which answers the 4
questions asked.
1. (43(h)i): Convert $R; to euros to obtain R, = euros.

2. (43(h)ii): The real rate of return of the project in the euro zone is i.. Thus, after N years, the
real euro value of the project is Ry = (14 i¢)VRe = | (1 + i)V 7Ry |.

3. (43(hyiii): The nominal value of these euros, an actual pile of euro bills, is Ay = (14 f.)N Ry =
(L4 f)N (1 +ie)NrRy |
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4. (43(h)iv): You convert these euros to dollars to obtain the nominal future worth of the project
in dollars. This is Fy = As/r =| (1 + fo)N (1 4+ ie)V Ry |
(43i). We prefer project 2 if and only if £, > F, or if and only if:

I+ f)N A +ie)Y > (1 +ig)" (609)

Thus euro inflation increases the competitiveness of the euro project against the U.S. project. This
of course assumes that we actually know the real rates of return of the two projects, i, and ig, and
that the exchange rate does not change. Neither assumption — especially the latter — is a good
assumption in practice.
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Solution to problem 44 Two investment options. (Based on exam, 27.5.2019.) (p.44).
44a. The present worth of the plan is:

1—(1+4)N
i

P—i;C—C (610)
_n:I <1+Z)n a

For the stated values, C = 1000, N = 10 and 7 = 0.07, we find:

1—1.07710
p— 1 —————— .
P = $1000 5o $7,023.6 (611)

The value of the present worth is less than NC because the present worth of each dollar earned
later is less than one dollar due to the discount effect (unless i = 0).

44b. The first relation in eq.(51), C1 < Cs, means that the yearly income in plan 1 is less than in
plan 2. The present worths of these income streams are:

P =C %; and P, =C: %; (612)
T ) T (L)
Il I2

The second relation in eq.(51), i1 < i2, means that Iy > I,. Thus, in plan 1, the value of later
earnings is not eroded as rapidly as the value of later earnings in plan 2. Stated differently, iy < io
means that more money would be needed at time ¢ = 0 in plan 1 to reproduce, by interest alone,
each future earned dollar. Thus the present worth of each dollar earned in plan 1 is greater than
the present worth of each dollar earned in plan 2. However, the yearly income is greater in plan 2.
Hence, which present worth is greater, P, or P, depends on the specific values of the 4 constants,
C1, Co, i1 and i2. In short, if all we know about these plans is the two inequalities in eq.(51), then
we face a dilemma: plan 1 looks better in terms of the time value of money, while plan 2 looks better
in terms of quantity earned each year.
For i1 and 5 fixed, we prefer plan 1, based on the present worth, if and only if:

C I
Pr>P < CL>C <+— 1 > 2 (613)
Cy I
Note that: N
1—(147;)"
P Gt (614)
]
So, if N =10, ;1 = 0.05 and i3 = 0.07, we find:
L =7.7217 and I, = 7.0236 (615)

Thus, we prefer plan 1 if and only if:

C, I, 7.0236
P>P <« Zt>2= =[0.9096 (616)
Co ~ L T.7217

44c. The future worth of plan j, F}, is related to its present worth, P;, as:

Fj=(1+1i)" Py = (1 +i)VCi; (617)

Recall that 77 < 5.
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P,=0C0, >Ci =P (618)

then:
Fy = (1 + ig)NCQIQ > (1 + il)NClll = (619)

because iy > i1. In this case, present worth and future worth lead to the same choice.
However, if:

P =Ci11 >Cyly = P (620)
then:
Fi=1+i)"Cili > (1+i9)NColy = F (621)
if and only if:
144 Coly\ /N
22
1+i9 <01[1> (622)
which might hold, but need not hold because is > i;.
In short, present worth and future worth assessments may not lead to the same choice.
44d. As in egs.(612) and (614), the present worth of plan j is:
N NN
B 1 o L= ()
P; = C} n; (T C; - (623)
I
Based on present worth, we prefer plan 1 if and only if:
1—(144)™M 1—(1+i)~N:
Pr>P < CIL>C <+— Cl(j—l) > Cg(jz) (624)
— )™ > 2 (1)) (625)
1
N O e (626)
C1
< In [1 _ G (1 —(1+ i)‘NQ)} > —NjIn(1 +1) (627)
C1
In[1- G2 (1-(1+i)~%)]
Ny > — - 2
= M2 (1 + 1) (628)

For example, if i = 0.05, Ny = 10 and C3/C; = 1.2, we prefer plan 1 if and only if:

Inf1—1.2(1—1.05"10
Ny > — n| ln(l o 05" _ria7ss1 (629)

44e. The definition of the robustness function for option j is:

?Lj(vc) = max {h : < min vj> > vc} (630)

v;€U(h)

Let m(h) denote the inner minimum, which is the inverse of %;(v.). This minimum occurs for v;
minimal at horizon of uncertainty h. Thus:

m(h) =70; —sjh >v. = |hj(ve) = (631)
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or zero if this is negative.

132

From the two relations in eq.(53), p.44, we conclude that the two robustness curves cross one
another. Let vy denote the value of v. at which the robustness curves cross one another. We see
that 21 (ve) > ha(ve) for ve < vy. Thus we robust-prefer option 1 for v. < vy. The value of vy, is

obtained as follows.

!

!

!

S9U1 — §1U2 = (82 — 51)vUx

S9U1 — 8102
'U>< == ——

S92 — 81

(632)

(633)

(634)

(635)

(636)
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44f. Use Lagrange optimization. Define:
H=v"r+ [0 = (=)W (-0 (637)

Condition for an extremum is:

OH ~ _ 1
O—%—T—2)\W(U—U) = U—U—EW T (638)
Use the constraint to find the Lagrange multiplier:
1 1 h
h2 - T -1 —1 — — 4
e’ W WW—"r — o N (639)
Thus the extremal vectors are:
h
V=0t —m Wl = min vTr =0T r — WrTW-1r (640)

rTW—1p veU(h)
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Solution to problem 45 Investment and earnings. (Based on exam, 16.7.2019.) (p.45).
(45a) The real value attime 0, in $’s, of the $ payment A at the end of year N is, from eq.(272)
(see the derivation there, p.86):

N

Ron =Aon = Ax[J(1+f)7! (641)
j=1

~ $10, 000 642

1.12 x 1.06 x 1.09

- o4

(45b) The foreign nominal value in year N is:
AN for = TNAN (644)

Eq.(641) applies to pesos when using the peso inflation rates, so the real value at time 0, in peso’s,
of the $ payment Ay after transferring to pesos at the end of year N is:

N
RO,N,for = AO,N,for = AN,for H(l + ¢j)_1 (645)

j=1

N
= rnAN[J(1+0)7! (646)

j=1

40 x 10, 000
© 1.24 x1.14 x 1.32 (647)
— | peso214,367.79 (648)
(45¢) The robustness is defined as:
h = max {h : ( min RO,N,for(rN)> > RC} (649)
ryeU(h)

Let m(h) denote the inner minimum, which occurs for the lowest exchange rate at horizon of uncer-
tainty h: ry = (1 — h)+FN. From eq.(646):

m(h) = (1= )" Ry n sor () (650)

Consider first the case h < 1. Equating m(h) to R. and solving for & yields the robustness:

N R.

h=1— ———m—— 651
Ro N for (TN) (651)

which is less than 1. Hence this is the robustness, or zero if this is negative.
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Solution to problem 46 Interest, inflation and uncertainty. (Based on exam, 16.7.2019.) (p.46).
(46a) The present worth is:

N NN
1-(1
PW=-5+Y(1+i)* R-C) = -S+(R-C) (:”) (652)
k=1 —_——
6(7)
_ -9
= —7,500+ (5,000 — 3, ooo)ﬁ (653)

0.12

- 54

(46b) From part 46a the PW is $3,156.50. We can increase the initial investment by this amount
and the PW is zero. Thus:

Smax = $7,500 + $3,156.50 = | $10, 656.50 (655)

(46¢c) R > C, s0eq.(652) implies that the present worth increases as the duration, IV, increases.
This makes sense economically, because longer duration implies more years in which positive net
income balances the negative initial investment. Thus, to find the shortest time at which the present
worth is non-negative, equate PW to zero and solve for N:
1—(1+4d)7N S Si

= — 1-

PW=0 = S=(R—0C)(i) : e e

= (1+i)~Y (656)

In(1— 22 In (1 — 7:500x0.12 B
— N=—_ n( R—C) _ n( 5,00073,000) _ ~In(1-0.45) _[5.2752] (657)

In(1 + 1) In(1.12) In(1.12)
or 6 years if one wants an integer result for the shortest duration with non-negative PW.
(46d) The definition of the robustness is:

h(PW,) = max {h : (z‘g}(lilz) PW(Z)) > PWC} (658)

Let m(h) denote the inner minimum, which is the inverse of the robustness function, A(PW.,). From
eq.(652) we see that this minimum occurs when i = i + s;4 because R — C' > 0. Thus:

m(h) = =S + (R — C)5(i + sih) (659)

(46e) The definition of the robustness is:

E(PWC):max{h: < min PW(R,C’)) > PWC} (660)
R,CeU(h)

Let m(h) denote the inner minimum, which is the inverse of the robustness function, A(PW,). From
eg.(652) we see that this minimum occurs when R is minimal and C' is maximal:

R=R—sgh, C=C+sch (661)
Thus the inner minimum becomes:

m(h) = =S+ (R~ sgh — C = sgh) 6(i) = PW(R, C) — (sr + s¢)d(i)h > PW, (662)
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Equating m(h) to PW,. and solving for A yields the robustness:

or zero if this is negative.

(46f) The nominal net income at the end of year k is (1 + f)*(R — C).

~

h(PW,.) =

~ PW(R,C) — PW,
(sr +50)d(i)

The present worth of this net income is (1 + i) ~*(1 + f)*(R — O).
Thus the present worth of the project is:

PW

N
—S+ > A+ + HHR-C)

k=1
N k
1+ f
—S+(R—0)Z( )
P 1+
+1 +1
-S4+ (R-C) o
1+i_1

136

(663)

(664)

(665)

(666)
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Solution to problem 47 Uncertain but correlated investments. (Based on exam, 16.7.2019.) (p.46).
The robustness of allocation ¢, with required return R., is defined as:

h(q, Re) = max {h : min_ R(q,u) > RC} (667)
weU (h,u)

The return is R(q,u) = ¢’ u.
To evaluate the inner minimum in the robustness function use Lagrange optimization and define:

H=q"u+ [0 = (u—0)"V" (- )] (668)
Differentiating:
_OH L 1
O—%—q AWV (u—1u) = wu u-2>\Vq (669)

Use the constraint to determine A

1 +h
2 T -1
= — - = 7
h ad VV=Vqg = ) T (670)
Hence the optimizing return vector is:
u=1u=t h 14 (671)
Vg !
The inner minimum in eq.(667) is:
min_ q7u = q' % — hy/qTVyq (672)
u€U (h,u)
Equating this to R. and solving for & yields the robustness:
T~
R ¢ u— R if R. < ¢’

h(q,R.) = \/¢TVq (673)
0 else
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Solution to problem 48 Price indices. (Based on exam, 3.10.2019.) (p.47).

48a. The real value, at the start of year 1, of the price of commodity i in year j, is:

Lo )
(kl_[l ]-—|_fk:) Pz] (674)

The inflation is the same for all prices (we are not considering distinct sectorial inflations). Thus the
real value, at the start of year 1, of the arithmetic average price, is:

ROZ(ﬁlJrf)( sz) (675)

48b. Like in eq.(674), the real value, at the start of year 1, of the price of commodity i in year 2,
is p /[(1+ f1)(1 + f»)]. Similarly, the real value, at the start of year 1, of the price of commodity
inyear 1, is p§1>/(1 + f1). Thus the real value, at the start of year 1, of the arithmetic average of the
price ratios is:

X ar R |1 XLp?
fo=5 2. ) TN 6) (676)
i=1 P /(1+ f1) 1+ f2) i D;
48c. The definition of the robustness function is:
h= h: i > e 677
max{ <p<1)7;%¥elu(h) P) Z P } ( )

where p is defined in eq.(61) on p.47. Let m(h) denote the inner minimum in eq.(677), which is
the inverse of the robustness function. This minimum occurs for p = (1 — wh)*3'?, and p{”

(14 wh)pt”. Thus:
1 —wh) T N N(2

p
We obtain the robustness by solving eq.(678) for / at equality. For h < 1/w:

(1—wh)p=(1+whpe <= p—pe=(p+p)wh < |h=L"P_ (679)

or zero if this is negative. Note that this robustness is no greater than 1/w.
48d. The definition of the robustness function is:

h = max {h : ( min w p) > C’PIC} (680)
peU(h)

Let m(h) denote the inner minimum, which we derive by Lagrange optimization. Define:
H:pr+/\{h2—(p—f))TV_l(p—f))} (681)
Differentiating with respect to p and equating to zero:

dH 1 1
S 0=w-—2MVi(p—7% _ - 2 Tvr1—1 5
O w—=2\V""(p—-p) = p—-p= 2/\Vw = h = v VV— Vw (682)



EconDecMakHWO02.tex PROBLEM SET ON EcoNoMIC DECISION MAKING FOR ENGINEERS 139

Thus:
1 _,_ n — T LU VPN (h) = w'p— WuwTVw > CPI, (683)
— =TT = —Vw m =w p— wt Vw c
2 ValVu PP VetV ! -
So the robustness function is:
~ wl'p—CPI,
h= 2~ ¢ 684
VoV (684)

or zero if this is negative.
48e. The definition of the robustness function is:

h = max{h: ( min f2> > fc} (685)
P el (h)

Let m(h) denote the inner minimum, which occurs when each p(z) is as small as possible at horizon

7

. + . o
of uncertainty h: pl(?) = (@(2) — vih) . Thus the inverse of the robustness function is:

+
S (5" —vih) 1 686
m( )— wT]A?“) - ( )

48f. The definition of the robustness function is:

T _ . @e 1)) _ @ sM\]) <
h max{h. (p@)me?j%h) {fQ (P ¥z ) f2 (P ¥z )}) _5} (687)
Let m(h) denote the inner maximum.
Note that:
T, (2)c T,.(2)
(2)c (1)) _ 2 5y - wp_ wp
f2 (p » P ) f2 (p » P ) — wTﬁ,(l) ’U,)Tﬁ(l) (688)

wT (p(2>c _ p<2>>
wTﬁﬂ)

(689)

The elements of w are known and positive, so the inner maximum occurs when each pl(Q) is as small
(2) _ ~(2)

as possible at horizon of uncertainty h. According to the info-gap model in eq.(68) this is: p;” = p,™".
Thus, from eq.(689), we find:
wT <p(2)c _ 15(2))

mih) = — Fo (690)

This is constant, independent of h. Call this value M for convenience. We find that the robustness
function is:

~ 00 ifo > M
h(8) = (691)
0 else
48g. The definition of the robustness function is:
7 . @ 51 _ (2)e_5(1)
h—max{h. <p<2>meaiﬁh) {fz (p D ) f2 (p ,D )D < 6} (692)
Let m(h) denote the inner maximum. In analogy to egs.(688) and (689), we write:
wT (p(2) - p(2)c)
@ 51 _ 2)e 5(1)) —
f2 (p D ) f2 (p »D ) - ’LUT]Aj(l) (693)
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Thus m(h) occurs when each pz(?) is as large as possible at horizon of uncertainty h: pEQ) = ﬁf) +v;h.
Thus m(h) becomes:

W (5 4 ho - p@e) W (5O —p@e)

m(h) = w50 = w5 +thfo<1) <d (694)
§¢
which defines ¢¢. Solving for & yields the robustness function:
~ d — ¢

or zero if this is negative.
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Solution to problem 49 Foreign investment. (Based on exam, 3.10.2019.) (p.49).
49a. The nominal pesos needed to cover costs at the end of year n are:

(1+ H)"C

The nominal dollars needed to buy these pesos at the end of year n are:

A, = M
r
The present worth with dollar discount rate i is:
N N e\ 1y 1 \N
L C L+ f\" C(1+z’) T+ C(H—i) 1
PW =3 (1+0) A= U (T55) =5 -
=1 T\l r 11:{*1 rol-45
49b. The nominal pesos earned at the end of year n are:
(14+¢)"Ro
The nominal dollars earned at the end of year n are:
4, = 1) Ro
r
The present worth with dollar discount rate i is:
N+1 N
N N n 14€ _ 1lte 1+€ 1
o Ry <1+5> R0<1+i> 1+i Ro(1+i>
PW, = 1 "A, = — -] =— =————~=t——
sorra=ri ) S ET T
49c. EQs.(698) and (701) and f < i < e imply:
lim PW, = finite
N—oo
lim PW, = o
N—oo
The total present worth is PW,. — PW,. Thus:
lim PW =
N—oo
49d. EQ@s.(698) and (701) and ¢ < i < f imply:
lim PW, = oo
N—oc0
lim PW, = finite
N—o0
The total present worth is PW,. — PW,.. Thus:
lim PW = -0

N—oo

49e. The definition of the robustness function for country j is:

/f\Lj(PWC) = max {h : ( min PWj> > PWC}
e;€U(h)

141

(696)

(697)

(698)

(699)

(700)

(701)

(702)

(703)

(704)

(705)

(706)

(707)

(708)
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Let m(h) denote the inner minimum, which occurs when ¢; is minimal at horizon of uncertainty h:
g5 = g — wjh. Thus:

~ PW, \ 1
= (F — w; S > ) S —
m(h) = (€ —w;h)PWy; > PW, = h;(PW,) (5 PWOj> w; (709)
or zero if this is negative. These robustness functions cross at the value of PW satisfying:
- - . PWy\ 1 _ PW, Y\ 1
== J— —_ = J— —_ 1
h1(PWy) = ho(PWy) <— (a PW01) o (a PWOQ) o (710)

- - 1 1 - (w2 — wl)PW()l PW02~
M (wl B wz) = PWx (w1PW01 w2PW02) = |PWx= waPWoo — wiPWp ©

’We prefer country 2 for PW, < PW. < ZPW,p. ‘ We prefer country 1 for PW, < PW, and we are
indifferent for ZPWy, < PW, because then both robustnesses are zero.

(711)
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Solution to problem 50 Future worth. (Based on midterm exam, 26.6.2023.) (p.50).
50a. Future and present worth are related as:

F = (149)"P =$1.15% x 100,000 = $3.2929 x 10°
50b. The future worths of the two alternatives are:
Fi=0+i)MP, Fy=1+1i)MP
Preference for the 1st investment is expressed as follows:

B (1+i)™
F;:HZ;NQ>1 = (1+i)M > (1 4i9)™?
< N ln(1—|—i1) >N21n(1+i2)

Ny 1H(1—|—i2)

N W(lta)

We prefer the 1st investment for all values of % satisfying eq.(716).
50c. The definition of the robustness function is:

h(F,) = max{h : ( min F) > FC}
Peu(h)

where F = (1+4)VP.
Let m(h) denote the inner minimum in eq.(717). m(h) occurs for P = P — wh so:
1+i)NP—-F, F(P)-F,

NN (B Py
m(h) = (1+)N(P—wh)>F. = h(F.)= (ETL R (e

or zero if this is negative.
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(713)

(714)
(715)
(716)

(717)
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Solution to problem 51 Forecasting. (p.51).
51a. The info-gap model in eq.(77) asserts that the true transition coefficient, A, is no less than
M. This expresses our confidence that X is an underestimate. The unbounded upper horizon of
uncertainty, h, expresses our lack of a reliable upper bound for A;.
51b. The original info-gap model, in eq.(77) is:

Uy ={\: A<M <A+ A}, h>0 (719)
This can be expressed as the following asymmetric fractional-error info-gap model:

U(h):{Al;ogMXAgh}, h>0 (720)

Given the new information, one could modify eq.(720) this as:

u(h):{)ﬂ:()ﬁ)\lw)\ﬁh}, h>0 (721)
Or, equivalently:
Uy ={\: X< <X+whh, h>0 (722)

In short, the fractional-error with respect to A, eq.(720), is replaced by a fractional-error with
respect to w, eq.(721).

é, 4[;

)

TR VS
Figure 13: Functions m;(h) Figure 14:  Robustness Figure 15:  Robustness
and mo(h) for problem 51c. function for problem 51c. functions for two values of ¢,
for problem 51c.
51c. The definition of the robustness is:
h(ee) = max {h : (/\lrrelgz(h)a(/\l)> < EC} (723)

Let m(h) denote the inner maximum in this definition of the robustness. m(h) is the inverse function
of h(z.).

Recall that:

e(A1) = [yi —ml = [(£ = A)yol (724)
m(h) occurs when )\ is either minimal (A, = A) or maximal (\; = (1 + h))). Denote the two

possible values of m(h) as follows:

mi(h) = [(£—Nyol (725)

ma(h) = [(€ = (1+ h)A)yol (726)
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The inner maximum is the greater of these two terms:
m(h) = max[mi(h), ma(h)] (727)

my (h) is constant, while mq(h) decreases linearly as h increases until it reaches zero, and then
it increases linearly as seen in fig. 13.

One determines the values of hy and hq, appearing in fig. 13, as follows.

ho: ma(h) reaches the horizontal axis when:

ma(h) =0 — (—(1+R)A=0 —> m:§—1 (728)
hsa: ma(h) crosses mq(h) at a positive value of h when:
ma(h) = ma(h) — (—A=(1+h)h—f —> @:2“§A) (729)
Thus m(h) = ma(h) for all h values for which:
WA~y > (- Ngo = >Ny (730)
—_— = A

ma(h) mi(h)

Summarizing, we can express m(h) as follows:

1Mh:{[(w—hm if h < h

N (731)
1+h)A—{lyy  else

This inverse robustness function is plotted in fig. 14.

We now illustrate how the robustness function assists in choosing the value of ¢, illustrated in
fig. 15. The slope ¢, is more robust than the slope ¢, for values of . exceeding (f2 — A)yo, SO 3
is preferred in this range of <. values. However, /s has zero robustness for lower values of ¢, while
/1 has positive robustness for part of this lower range of €. values. In other words, the robustness
curves cross one another, indicating the potential for a reversal of preference between these values
of the forecasting slope, depending on the required accuracy, e..

51d. Probability distributions can be formulated based on different types of information. The
two most prominent types are (1) frequency of occurrence of events and (2) subjective or contextual
assessments of likelihood. These two approaches can also be combined in various ways.

Let us suppose that we estimate the pdf based on frequency of occurrence. Data are limited
and the tails of the distribution are highly uncertain. We make the judgement that the estimated
distribution is fairly reliable up to 2 standard deviations, 20, around the mean, n. Beyond that
interval the pdf is info-gap uncertain. An info-gap model that reflects this information is:

U(h) = {p(z) : |p(z) —p(x)| <w(x)h}, h=>0 (732)
where we define w(z) as:
w(z) = { ~O if zelp—20 uit+20] (733)
p(z) else

This info-gap model reflects fairly moderate uncertainty because the envelope decays on the tails.
Deeper uncertainty would be represented by the following envelope function:

{O if ze€lpu—20, p+20]

(734)
1 else

w(zx) =

There are also many other info-gap models for representing info-gap uncertainty in probability
distributions.
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Solution to problem 52 Future Worth and More: 1. (p.52).
52a. The future worth at the end of N years is:

(1+4)N*t —(1+4)  1.05% —1.05

F =50.1135F = 10°
i 0.05

N
FW=F> (1+i)f=F
k=1

Thus:

F = $1995.47

52b. The definition of the robustness is:

h(FW,) = max{h: ( min F> > FWC}

ceU(h)

Let m(h) denote the inner minimum, which occurs at ¢ = ¢ — wh. Thus:

E—wh)A>FW, — |h(FW,) =~ (5—
w

FW, )
A

or zero if this is negative.

146

(735)

(736)

(737)

(738)

52c. The sketch of the robustness curves is in fig. 16. Project 1 is robust-preferred for FW, <

FW, where:

. ﬁﬁ/l—FWX:ﬁ/g—FWX

hi(FW.) = hy(FW,) . 5

which implies:

F\ﬁflsg —mgsl
S9 — 81

FW, FW, <1 1

Figure 16: Fig. for solution of prob-  Figure 17: Fig. for solution of prob-
lem 52c. lem 53c.

52d. The definition of the robustness is:

h(f.) = max {h : (pjgég}gh) f) < fc}

Let m(h) denote the inner maximum, which occurs when the p;;, are maximal:

N N ~
A D 1+h A D . 1 I
> =1 WiDjk—1 > =1 WiPjk—1 Iy
Solving for h at equality yields the robustness function:
~ ~ I
Utk =1+ f)la = |h(fo) = (14 f) 7=~ 1
k

(739)

(740)

(741)

(742)

(743)
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or zero if this is negative.

52e. The initial investment, at time ¢t = 0, is S and the real annual income is R = % at the end
of each of NV years. Itis true that S = NR. However, the present worth of IV increments of future
income, with positive inflation less than the nominal interest, will be less than the initial investment.
Clearly this project is not economically justified.

We can see this more explicitly with the expression for present worth, though this is not neces-
sary to answer the question of whether or this project is economically justified. There is no need to
actually calculate the numerical value of the present worth: it will be negative.

The real interest rate is:

Z.nom - f
P = — 744
Tt (744)
which is positive because f < inom-
The present worth of this project is:

N
PW = —S+> (1+i) "R (745)

n=1

The N terms (1 +i,)~* are all less than 1, so the righthand side of eq.(745) is negative: the project
is not economically justified.
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Solution to problem 53 Future Worth and More: 2. (p.53).
53a. The future worth at the end of N years is:

(1+)N —(1+4)  1.07V+1 —1.07

N
FW = 144)F = 1000 = 10° 74
f];( +i)k =7 - 5o 000 = 10 (746)
Thus:
Nt In71.07
LO7MH = 0.07x100041.07 = 71.07 = (N+1)In1.07 = In 7107 — N = ——=—1=
’ (747)
53b. The definition of the robustness is:
h(FW,) = max {h : ( min PW) > PWC} (748)
cel(h)
where PW = %. Let m(h) denote the inner minimum, which occurs at ¢ = ¢ + wh. Thus:
A A ~ 1 A
> > . o~
i PW, = PW, = ¢c+wh = |h(PW,) " (PWC c) (749)

or zero if this is negative.

53c. See fig. 17 on p.146 where the vertical line to infinity represents the robustness curve of
the known outcome of project 2, and the sloped curve is ﬁl(FWc).

The robustness is zero for project 2 in the interval (FW /2, c0).

The robustness is positive for project 1 in the interval (FW /2, FW ).

Thus project 1 is robust-preferred in the interval (FW /2, FW ).

53d. The definition of the robustness is:

Iy—1,Ix€U(R)

ﬁ(fc) :max{h: ( max f> < fc} (750)

Let m(h) denote the inner maximum in the definition of the robustness. This maximum occurs, at
horizon of uncertainty h, when I, is maximal and I;_; is minimal:

(1+R)I; — (1- M) T

m(h) = 0 ni < fe (751)
Thus:
(fk‘i‘fkfl)h‘i‘fk_fkfl < felpo1 — hfel (752)
Thus:
(Th+ (U + fo)Tea) h < (14 fo) T — I (753)
Thus: _ _
> (1 + fo)lk—1 — Iy
Wle) = I+ (L4 fo)Tp— 759

or zero if this is negative.
53e. We answer the question by comparing the present worths of the two projects.
The real discount (interest) rate of project & is:

. Inom — fk
k= 7, (755)
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which is positive because fir < inom- AlSO, because fi1 > fo, we see that:

0 < iry < iro (756)
The present worth of project & is:
N
PW, = —S+> (1+ix) "R (757)
n=1
Thus:
PW; > PW, (758)

Thus project 1 is preferred.
Equivalently, we can calculate the PW of the project with the nominal earnings in each period,
which are (1 + fy)"Rforn =1, ..., N. Thus the PW is:

N N . _
. — 1+ nom "
PWi = S+ 5" (1 + inom) ”<1+fk>"R=—s+z( e ) R (759)
n=1 n=1 +fk:
Now note that:
. inom_fk inom_fk 1+fk 1‘i‘inom
14ty = —-"""+1= = 760
i 1+ fi * 1+ fx 1+ fk 1+ fx (760)

Thus the expressions for the PW in eqgs.(757) and (759) are identical.
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Solution to problem 54 Loans and More. (p.54).
54a. Attime ¢t = 0 you take a loan of L. After 1 year the accumulated interest, at rate i, is:
I =iL (761)

You now return the amount R; and the interest 17, so you now hold a loan of L — R;. At the end of
the 2nd year you have held this loan for 1 year, so the accumulated interest, at rate i, is:

I, = i(L — Ry) (762)

You now return the amount R, and the interest I, so you now hold a loan of L — R; — R»,. At the
end of the 3rd year you have held this loan for 1 year, so the accumulated interest, at rate i, is:

Is=4(L— Ry — Ry) (763)
In summary, the 3 interest payments are:
I =iL, Iy=4(L—Ry), I =i(L—Ry—Ry) (764)
54b. The future worth of these investments (total value at the end of year 3) is:

T=FW=(1+9)?R; + (1+4)Ry + R3 (765)

The present worth (at the same rate of return) is:
PW = (140)[(1+)?Ri + (1 + )R> + Rs| (766)
= 1+ '"Ri+ (1 +49) 2R+ (1+i)°R3 (767)

54¢. The definition of the robustness function is:

h(PW,) = max{h: ( min PW) > PWC} (768)
ReU(h)

Let m(h) denote the inner minimum, which occurs when R = R — wh. Thus:

bR — PW,

bw

m(h) = b(R — wh) > PW, = h(PW,) = (769)

or zero if this is negative.

54d. The robustness curves are shown schematically in fig. 18, p.151.

Equate the two robustness functions to find the value of FW, at which the robustness curves
intersect:

a_FWX _C_FWX

hi(FW,) = ho(FW,) < <~ ad— dFWy = cb— bFW,, (770)

b N d
Hence: i b
(d—b)FWy = ad — cb wazad_g (771)
Thus project 1 is robust-preferred for:
FW, <FW <a (772)

Note the strict inequalities.
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Figure 18: Schematic ro-
bustness curves for solution
of problem 54d.
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Solution to problem 55 Time and money. (p.55).

55a. The present worth is:

N
PW — Zl—i—z {1+1)R—C] (773)
= NR—CZ(lJrz')’k (774)
k=1
- NR—Cl_(l;Li)]V (775)

The numerical value of the present worth, with the given parameters, is:

1—1.17-3
PW = 3000 — 2000—3T— (776)
— 3000 — 2000 x 9.4269 (777)
= 3000 — 18, 853.83 (778)
= [-15,853.83 (779)
55b. The present worths of the two projects are:
N NN
- 1—(1+1)
_ kp _
PW, = 1;1(1 +i)*"R=R - (780)
M N —M
1—(1
PWo = > (1+i)*2R=2R (1+1) (781)
k=1 ¢
Equating these two expressions for present worth:
1—(1+0)N 1—(1+i)™M
PW; =PW, <— ( ;FZ) =2 ( :FZ) — —(1+i)VN=1-20+:)"M (782)
Hence:
1+ VN=-1420+49)™ — —Nhh(1+i)=In [—1 +2(1+ z’)—M} (783)
Hence:
In [—1+2(1 +i)]
N=-— 784
In(1 + 1) (784)

For the values specified we find:

In[—1+2x1.05"1
Tt S ETE T (789

The first project must run much longer than the 2nd project because the income from the first project
is much lower.
55c¢. The definition of the robustness function is:

h(PW,.) = max {h : < min PW) > PWC} (786)
i€l (h)

Let m(h) denote the inner minimum, which is the inverse of the robustness function. The present

worth is:

— (144N

N
PW=> (1+4)*RrR= R
1

k=1

(787)
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The inner minimum occurs when 4 is maximal at horizon of uncertainty h, namely, for i = i+ sh.
Thus:

— ' -N
m(h) :.Rl (1;%24—8h) (788)
i+ sh

55d. The definition of the robustness function is:

h(R.) = max {h : ( min R) > RC} (789)
z€U(h)

Let m(h) denote the inner minimum, which is the inverse of the robustness function. R is a mono-

tonically decreasing function of x, so m(h) occurs for maximal x at horizon of uncertainty i, namely,

at z = + wh. Thus: N
m(h) = oz(:c:l—wh)—h@’ >
T + wh

Solving this relation for ~ at equality yields the robustness:

R, (790)

% + wh
W — R, <= a(@+wh)+f = Re(i+wh) <= ai—Ri+8 = (—aw+Raw)h (791)
X w
Hence:
- az + B — Rt
h(Ry) = 2210~ Tt 792
(Re) “ow + Row (792)

or zero if this is negative. Note that the robustness vanishes for R, > a + % which is the nominal
value of the return. Also, the robustness approaches infinity at R. approaches « from above.
55e. The real value of the nominal quantity Ay is:
Ry = (14 )" A (793)
The present worth of this real value of A; is:
PWj = (1+i) "R = (1 +i) *1 + f)* A, (794)

Thus the present worth of the total income is:

N N
PW = "PW, =Y (1+4) 1+ f)*A, (795)
k=1 k=1

55f. The nominal payment at the end of the kth year is:
P, =(1+r)*p (796)
The real value, in t = 0 dollars, is:
Rp=(1+ )" "Pe=0+ ) 1+nr)'P (797)

Thus, for the values given:

R7; =1.09771.15% x $50, 000 = $63,266.17 (798)




