EXPECTED MONETARY VALUE

In a business environment it is usually more informative to express expectation in monetary terms.

Example:  

A coin is tossed ten times.

When a head is obtained 4 euro is won.

When a tail is obtained 2 euro is lost.

Find expected winnings.

	Outcome
	HEAD
	TAIL

	Winnings
	4 euro
	-2 euro

	Probability
	.5
	.5


Expected winnings in one toss

Expected Monetary Value (EMV) = 4 x .5 – 2 x .5 = 1

Expected winnings in ten tosses

Expected Monetary Value (EMV) = 10 x 1 = 10

Decision Making using Expectation

Example:

An investor has a certain amount of money to invest.  Three alternative portfolio selections are available. The estimated profits depend on the economic conditions as follows:

	Profit (000s euro)
	Portfolio Selection

	
	A
	B
	C

	Economy Declines
	0.5 euro
	- 2 euro
	-7 euro

	No Change
	1 euro
	2 euro
	-1 euro

	Economy Expands
	2.5 euro
	6 euro
	20 euro


The probability of occurrence of the economic conditions are:

P(economic decline) = .3

P(no change) = .5

P(economic expansion) = .2

Determine the best portfolio for the investor.

