
891 Module f    Decision-Making Tools

Step 4: Analyze the tree and make a decision.

Our fourth step is to analyze the tree and make a decision. Starting from the right side of the tree, we 
calculate the expected values of the payoffs by working backward to each decision point along its 
path until we reach the initial decision point at the left of the tree. We will choose that decision option 
that has the maximum expected payoff. Nevertheless, if the company built a small facility initially 
and demand turned out to be high, then the best second decision to be made is to expand the small 
facility because it has a higher payoff than subcontracting. We will prune the “subcontract” branch to 
indicate that it is not a viable decision option.

EVbuild large = (–$100,000 × 0.3) + ($200,000 × 0.7) = $110,000

EVbuild small = ($300,000 × 0.3) + ($120,000 × 0.7) = $93,000

The company’s initial decision should be to build the large facility because it has the highest expected 
value ($110,000). The final decision tree along with the expected values is shown in Figure F.5.

FIGURE F.2: Initial Decision Alternatives for the Tree
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FIGURE F.3: Expanded Tree With States of Nature
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FIGURE F.5: Completed Decision Tree for Murali 
Aromatics
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FIGURE F.4: Expanded Tree With Additional Decision 
Alternatives
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