FH fur Technik & Wirtschaft Indiana University

Reutlingen Bloomington
ESB — European School of Business European Business Administration

“Applicability of Real Option Valuation

for High-Risk Investments”

A thesis submitted in partial fulfillment
of the requirements for the degrees of
Diplom-Betriebswirts (FH)
and

B.Sc. Business Administration

Advising ESB Professor:
Prof. Dr. Ditmar Hilpert

Advisor Indiana University: Student:
Peter Groznik Joerg Michael Adams

March 30, 2003






IEWS-Schriftenreihe

herausgegeben von Prof. Dr. Ottmar Schneck
European School of Business - Reutlingen

Band 23

Jorg Adams

Applicability of Real Option Valuation
for High-Risk Investments

Shaker Verlag
Aachen 2004



Bibliographic information published by Die Deutsche Bibliothek

Die Deutsche Bibliothek lists this publication in the Deutsche
Nationalbibliografie; detailed bibliographic data is available in the internet at
http://dnb.ddb.de.

Copyright Shaker Verlag 2004

Allrightsreserved. No part of this publication may be reproduced, storedina
retrieval system, ortransmitted, in any form or by any means, electronic,
mechanical, photocopying, recording or otherwise, without the prior permission
ofthe publishers.

Printedin Germany.

ISBN 3-8322-2336-3

ISSN 1616-1904

Shaker Verlag GmbH « P.O.BOX 101818 « D-52018 Aachen

Phone: 0049/2407/9596-0 « Telefax: 0049/2407/9596-9
Internet: www.shaker.de « eMail:info@shaker.de



Vorwort

Das Institut fiir europédische Wirtschaftsstudien IEWS an der European School of Business
(ESB Reutlingen) der Hochschule fiir Technik und Wirtschaft erstellt seit 1990 im Auftrag
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Arbeiten und wiinschen dieser Publikation eine hohe Aufmerksamkeit und Verbreitung.
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Kritik haben, stehen wir Thnen jederzeit zur Verfiigung: IEWS an der ESB Reutlingen,
Alteburgstr. 150, 72762 Reutlingen.

Prof. Dr. Ottmar Schneck






Preamble

This thesis gives me the opportunity to deepen my knowledge of
financial valuation that | have acquired during the last 3 years of study and
work. After applying traditional DCF and EVA analysis during my internship
with Stern Stewart and various finance classes, | have become particularly
interested in real option valuation as an approach to capture the inherent
value of strategic positioning and managerial flexibility. These values are not
systematically accounted for by traditional methodologies.

In the wake of increasing uncertainty and volatility in the capital
markets, supporters of real option analysis maintain that this approach to
financial valuation takes into account option values that are disregarded or not
properly quantified by other methodologies. The recent woes in the world’s
stock markets, especially in the Internet and technology sector, not only
reflect Alan Greenspan’s “irrational exuberance” but also illustrate the volatility
within the values of strategic premiums and call for innovative valuation
approaches. During the latest stock market boom, the substantial market
capitalization of technology firms could not be justified by DCF models and
analysts invented new ratios such as price-to-revenue or price-to-growth to
account for future opportunities and options in the new economy. Real option
analysis claims to consider flexibility inherent in the decision making process
for capital budgeting and real asset investments. Working on this thesis helps
me to develop a profound understanding of an approach that may become
increasingly important for the valuation of high-risk investment in the
corporate world.

Joerg Michael Adams, Bloomington, March 30, 2003
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