
Strategic  Real  Options:  A  Modern 

Framework for Business Valuation

Introduction

The  concept  of  real  options  has  gained  increasing 

importance in the business world in recent years. Real 

options are financial instruments that give the holder 

the right, but not the obligation, to buy or sell an asset 

at a specified price within a specified time period. This 

flexibility can be extremely valuable for businesses, as 

it  allows  them  to  respond  to  changing  market 

conditions  and  make  strategic  decisions  that  can 

maximize their value.

Real options can be used in a wide variety of business 

situations. For example, a company may acquire a real 

option to purchase a piece of land in order to gain the 

flexibility to develop the land in the future. Similarly, a 
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company may acquire a real option to sell a division in 

order  to  gain  the  flexibility  to  exit  the  business  if 

conditions  change.  Real  options  can  also  be  used  to 

hedge  against  risk.  For  example,  a  company  may 

acquire a real option to purchase a commodity in order 

to protect itself against the risk of rising prices.

The valuation of real options is a complex process that 

requires  specialized  knowledge  and  expertise. 

However, the basic principles of real option valuation 

are  relatively  straightforward.  The  Black-Scholes 

option pricing model is a widely used tool for valuing 

real options. This model takes into account factors such 

as  the  asset  price,  the  exercise  price,  the  time  to 

expiration, and the volatility of the asset price.

Real options can be a powerful tool for businesses that 

are  looking  to  create  value  and  manage  risk.  By 

understanding  the  basic  principles  of  real  option 

valuation,  businesses  can  make  informed  decisions 

about when and how to use these instruments.
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In  this  book,  we  will  provide  a  comprehensive 

overview of real options. We will discuss the different 

types  of  real  options,  the  principles  of  real  option 

valuation,  and  the  applications  of  real  options  in  a 

variety of business situations. We will also provide case 

studies and examples to help you understand how real 

options can be used to create value and manage risk.

By  the  end  of  this  book,  you  will  have  a  deep 

understanding  of  real  options  and  how  they  can  be 

used to improve your business decisions.
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Book Description

This book provides a comprehensive overview of real 

options, financial instruments that give the holder the 

right, but not the obligation, to buy or sell an asset at a 

specified  price  within  a  specified  time  period.  This 

flexibility can be extremely valuable for businesses, as 

it  allows  them  to  respond  to  changing  market 

conditions  and  make  strategic  decisions  that  can 

maximize their value.

Real options can be used in a wide variety of business 

situations. For example, a company may acquire a real 

option to purchase a piece of land in order to gain the 

flexibility to develop the land in the future. Similarly, a 

company may acquire a real option to sell a division in 

order  to  gain  the  flexibility  to  exit  the  business  if 

conditions  change.  Real  options  can  also  be  used  to 

hedge  against  risk.  For  example,  a  company  may 

acquire a real option to purchase a commodity in order 

to protect itself against the risk of rising prices.
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The valuation of real options is a complex process that 

requires  specialized  knowledge  and  expertise. 

However, the basic principles of real option valuation 

are  relatively  straightforward.  The  Black-Scholes 

option pricing model is a widely used tool for valuing 

real options. This model takes into account factors such 

as  the  asset  price,  the  exercise  price,  the  time  to 

expiration, and the volatility of the asset price.

This book provides a detailed explanation of the Black-

Scholes  model  and  other  real  option  valuation 

techniques.  It  also  discusses  the  applications  of  real 

options  in  a  variety  of  business  situations,  including 

investment  analysis,  capital  budgeting,  mergers  and 

acquisitions, and risk management.

By  understanding  the  basic  principles  of  real  option 

valuation,  businesses  can  make  informed  decisions 

about  when and how to  use  these  instruments.  This 

book  provides  a  comprehensive  overview  of  real 
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options  that  will  help  businesses  create  value  and 

manage risk.

This  book  is  written  for  business  professionals  who 

want  to  learn  more  about  real  options.  It  is  also  a 

valuable resource for students and academics who are 

interested in the field of real options.
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Chapter  1:  Real  Options  in  Modern 

Business

Introduction to Real Options

Real  options  are  financial  instruments  that  give  the 

holder the right, but not the obligation, to buy or sell an 

asset at a specified price within a specified time period. 

This  flexibility  can  be  extremely  valuable  for 

businesses,  as  it  allows them to respond to changing 

market  conditions  and  make  strategic  decisions  that 

can maximize their value.

Real options can be used in a wide variety of business 

situations. For example, a company may acquire a real 

option to purchase a piece of land in order to gain the 

flexibility to develop the land in the future. Similarly, a 

company may acquire a real option to sell a division in 

order  to  gain  the  flexibility  to  exit  the  business  if 

conditions  change.  Real  options  can  also  be  used  to 

hedge  against  risk.  For  example,  a  company  may 
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acquire a real option to purchase a commodity in order 

to protect itself against the risk of rising prices.

The valuation of real options is a complex process that 

requires  specialized  knowledge  and  expertise. 

However, the basic principles of real option valuation 

are  relatively  straightforward.  The  Black-Scholes 

option pricing model is a widely used tool for valuing 

real options. This model takes into account factors such 

as  the  asset  price,  the  exercise  price,  the  time  to 

expiration, and the volatility of the asset price.

Real options can be a powerful tool for businesses that 

are  looking  to  create  value  and  manage  risk.  By 

understanding  the  basic  principles  of  real  option 

valuation,  businesses  can  make  informed  decisions 

about when and how to use these instruments.

In  this  chapter,  we  will  provide  a  comprehensive 

overview of real options. We will discuss the different 

types  of  real  options,  the  principles  of  real  option 

valuation,  and  the  applications  of  real  options  in  a 
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variety of business situations. We will also provide case 

studies and examples to help you understand how real 

options can be used to create value and manage risk.

By  the  end  of  this  chapter,  you  will  have  a  deep 

understanding  of  real  options  and  how  they  can  be 

used to improve your business decisions.
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Chapter  1:  Real  Options  in  Modern 

Business

Overview of Modern Business Valuation

Modern  business  valuation  is  a  complex  and 

challenging process.  There are a number of different 

methods that can be used to value a business, and the 

choice of method will depend on a number of factors, 

including the size and complexity of the business, the 

purpose of the valuation, and the availability of data.

One  of  the  most  common  methods  of  business 

valuation  is  the  discounted  cash  flow  (DCF)  method. 

The DCF method involves forecasting the future cash 

flows of the business and then discounting those cash 

flows back to the present day to arrive at a value for 

the business. The discount rate used in the DCF method 

is typically the weighted average cost of capital (WACC) 

of the business.
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Another common method of business valuation is the 

market  multiple  approach.  The  market  multiple 

approach involves comparing the business  to  similar 

businesses that  are publicly traded.  The value of  the 

business  is  then  determined  by  multiplying  the 

business's earnings or revenue by the market multiple 

of the comparable businesses.

The choice of business valuation method will depend 

on  a  number  of  factors,  including  the  size  and 

complexity  of  the  business,  the  purpose  of  the 

valuation, and the availability of data. It is important to 

note  that  no  single  method  of  business  valuation  is 

perfect, and all methods have their own strengths and 

weaknesses.

In  addition  to  the  traditional  methods  of  business 

valuation, there are a number of newer methods that 

have been developed in recent years.  These methods 

include  the  real  options  approach,  the  activity-based 
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costing (ABC) approach, and the economic value added 

(EVA) approach.

The  real  options  approach  to  business  valuation  is 

based  on  the  idea  that  a  business  has  a  number  of 

options  that  it  can exercise  in  order  to  create  value. 

These  options  include  the  option  to  invest  in  new 

projects, the option to expand into new markets, and 

the  option  to  exit  the  business.  The  real  options 

approach to business valuation takes into account the 

value of these options when determining the value of 

the business.

The activity-based costing (ABC) approach to business 

valuation  is  based  on  the  idea  that  the  value  of  a 

business  is  determined  by  the  activities  that  it 

performs.  The  ABC  approach  to  business  valuation 

assigns costs to activities based on the resources that 

are  consumed  by  those  activities.  The  value  of  the 

business is then determined by summing the value of 

the activities that the business performs.
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The economic value added (EVA) approach to business 

valuation  is  based  on  the  idea  that  the  value  of  a 

business  is  determined  by  the  amount  of  economic 

profit that it  generates.  Economic profit is  defined as 

the difference between the business's operating profit 

and the cost of capital. The EVA approach to business 

valuation takes into account the cost of capital when 

determining the value of the business.

The choice of business valuation method will depend 

on  a  number  of  factors,  including  the  size  and 

complexity  of  the  business,  the  purpose  of  the 

valuation, and the availability of data. It is important to 

note  that  no  single  method  of  business  valuation  is 

perfect, and all methods have their own strengths and 

weaknesses.

13



Chapter  1:  Real  Options  in  Modern 

Business

Types of Real Options

Real options can be classified into several types based 

on  their  underlying  assets  and  their  exercise 

characteristics. Some of the most common types of real 

options include:

1. Call Options: A call option gives the holder the 

right  to  buy  an  asset  at  a  specified  price  (the 

strike price)  on or  before a  specified date  (the 

expiration date). Call options are used to bet on 

the upside potential of an asset. For example, a 

company  may  acquire  a  call  option  to  buy  a 

piece of  land in order to gain the flexibility to 

develop the land in the future if the land value 

increases.

2. Put Options: A put option gives the holder the 

right  to  sell  an  asset  at  a  specified  price  (the 
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strike price)  on or  before a  specified date  (the 

expiration date). Put options are used to bet on 

the downside potential of an asset. For example, 

a  company may acquire  a  put  option to  sell  a 

division in order to gain the flexibility to exit the 

business if the division's value decreases.

3. Compound  Options: A  compound  option  is  a 

combination  of  two  or  more  real  options. 

Compound options can be used to create more 

complex  investment  strategies.  For  example,  a 

company may acquire a compound option that 

gives  it  the  right  to  buy  or  sell  an  asset  at  a 

specified price on or before a specified date.

4. Exotic Options: Exotic options are real options 

that have unusual features, such as the right to 

buy or sell an asset at multiple strike prices or 

the  right  to  buy or  sell  an asset  at  a  specified 

price  on  or  before  multiple  expiration  dates. 

Exotic options are often used to create complex 

investment strategies.
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The type of real option that is most appropriate for a 

particular  situation  will  depend  on  the  specific 

investment  objectives  and  risk  tolerance  of  the 

investor.
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This extract presents the opening three 

sections of the first chapter.

Discover the complete 10 chapters and 

50  sections  by  purchasing  the  book, 

now available in various formats.

17



Table of Contents

Chapter  1:  Real  Options  in  Modern  Business - 

Introduction  to  Real  Options  -  Overview  of  Modern 

Business Valuation - Types of Real Options - Strategic 

Use of Real Options - Advantages of Real Options

Chapter  2:  Real  Option  Valuation -  Black-Scholes 

Option Pricing Model - Binomial Option Pricing Model - 

Monte  Carlo  Simulation  -  Real  Option  Adjusted 

Valuation Models - Uncertainty and Risk Assessment

Chapter  3:  Strategic  Investment  Decisions - 

Investment  Analysis  and  Decision  Making  -  Real 

Options  in  Capital  Budgeting  -  Valuation  of  R&D 

Projects -  Real  Options in Mergers and Acquisitions - 

Real Options in Strategic Alliances

Chapter 4: Real Option Applications in Finance - Real 

Options  in  Equity  Financing  -  Real  Options  in  Debt 

Financing  -  Real  Options  in  Project  Financing  -  Real 

18



Options in Risk Management - Real Options in Hedge 

Funds

Chapter  5:  Behavioral  Aspects  of  Real  Options - 

Psychological  Factors  in  Decision  Making  - 

Overconfidence and Real Options - Risk Aversion and 

Real Options - Managerial Incentives and Real Options - 

Herd Behavior and Real Options

Chapter 6: Real Options in Energy and Commodities 

- Real Options in Oil and Gas Exploration - Real Options 

in  Mining  and  Metals  -  Real  Options  in  Power 

Generation - Real Options in Renewable Energy - Real 

Options in Emissions Trading

Chapter  7:  Real  Options  in  Technology  and 

Innovation - Real Options in Technology Development 

-  Real  Options  in  Product  Launch  -  Real  Options  in 

Patent Protection - Real Options in Intellectual Property 

- Real Options in Technology Licensing

19



Chapter 8: Real Options in Healthcare - Real Options 

in Drug Development - Real Options in Medical Device 

Manufacturing  -  Real  Options  in  Healthcare  Service 

Delivery  -  Real  Options  in  Health  Insurance  -  Real 

Options in Public Health Policy

Chapter 9: Real Options in Real Estate - Real Options 

in Property Development - Real Options in Real Estate 

Investment - Real Options in Mortgage Financing - Real 

Options in Land Use Planning - Real Options in Urban 

Economics

Chapter 10: Advanced Topics in Real Options - Real 

Options in Network Industries - Real Options in Game 

Theory - Real Options in Behavioral Economics - Real 

Options in Corporate Finance - Real Options in Public 

Policy 

20



This extract presents the opening three 

sections of the first chapter.

Discover the complete 10 chapters and 

50  sections  by  purchasing  the  book, 

now available in various formats.
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