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This is a problem of decision-making under risk. So, based on the meteorologist’s probabilities, Larry must first compute the expected value associated with 
each decision:

Large expansion: ($60,000 × 0.5) + ($20,000 × 0.3) + (–$40,000 × 0.2) = $28,000

Small expansion: ($25,000 × 0.5) + ($15,000 × 0.3) + (–$5,000 × 0.2) = $16,000

Subcontract: ($8,000 × 0.5) + ($6,000 × 0.3) + ($2,000 × 0.2) = $6,200

Larry should choose the large expansion because its expected value is the highest.

b.	 What’s meteorologist’s advice worth? Let’s calculate it:

EVPI = EV with perfect information – EV without perfect information

Since perfect information about the nature of the snowfall is available, then we have the following best monetary payoffs and decisions associated with the various 
snowfall scenarios, as shown in Table F.16.

TABLE F.16: Best Decision for Miller Snow Blowers for Each State of Nature

State of Nature Best Monetary Payoff Decision

Heavy snowfall $60,000 Expand Large

Medium snowfall $20,000 Expand Large

Light snowfall   $2,000 Subcontract

Using this information and the probability values of 0.6, 0.3, and 0.2 associated with high, medium, and light snowfalls, respectively, we can compute the 
expected value of the decision with perfect information as follows:

EV with perfect information = ($60,000 × 0.5) + ($20,000 × 0.3) + ($2,000 × 0.2) = $36,400

The EV without perfect information is $28,000. Recall that this amount corresponds to the large expansion we determined Larry should make in part (a) of this problem. 
Therefore, the EVPI is:

EVPI = EV with perfect information – EV without perfect information = $36,400 – $28,000

= $8,400

The maximum amount that Larry should pay the meteorologist to purchase the additional information about the nature of snowfall is $8,400.

See Screenshot F.4 for the solutions to the previous problem using Microsoft Excel.

SCREENSHOT F.4: Excel Solution for Miller Snow Blowers Problem of Decisions Under Risk

3.	 A hotel owner is planning to expand her facility. She has two alternatives: Expand on a large scale or expand on a smaller scale. If she chooses to 
expand on a smaller scale, she may have to expand again in four years. The success or failure of her decision depends on the nature of the hotel’s 
demand. The probability of high demand for the hotel is 0.60. Expanding large now will yield profits of $400,000 if the demand is high and of $80,000 
if the demand is low. Expanding small will yield profits of $120,000 if the demand is low. If the demand turns out be high after a small expansion, the 


