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ABSTRACT

The Real Options paradigm addresses the valuation of managerial flexibility in capital

budgeting. Despite the great strides achieved by researchers in this field, many

financial analysts have chosen not to adopt this new paradigm due to a lack of comfort

with the approach and the mathematical complexity of the valuation models. This

article shows how some projects with real options can be valued using simple and

familiar tools-discounting expected cash flows after adjusting the discount rate. Unless

the discount rate is adjusted to account for the impact of real options on risk, a

traditional net present value (NPV) analysis misses the value of flexibility. By narrowing

the gulf between Real Options analysis and more familiar tools, the weighted average

discount rate (WADR) approach introduced in this paper may help novices better

understand die Real Options paradigm, which subsequently may gain the wider

acceptance it deserves. Though the WADR approach is practical only for simple real



 

https://www.tandfonline.com/
https://www.tandfonline.com/action/showPublications?pubType=journal
https://www.tandfonline.com/subjects/engineering-and-technology
https://www.tandfonline.com/utee20
https://www.tandfonline.com/loi/utee20
https://www.tandfonline.com/toc/utee20/47/4
https://www.tandfonline.com/toc/utee20/47/4
https://www.tandfonline.com/journals/utee20
https://www.tandfonline.com/author/FEINSTEIN%2C+STEVEN+P
https://www.tandfonline.com/author/LANDER%2C+DIANE+M
https://doi.org/10.1080/00137910208965043
https://www.tandfonline.com/action/clickThrough?id=5933&url=%2Fr%2Fsubjectsample-engineeringtechnology&loc=%2Fdoi%2Fabs%2F10.1080%2F00137910208965043&pubId=41724554&placeholderId=1074&productId=1833
https://www.tandfonline.com/doi/citedby/10.1080/00137910208965043?scroll=top&needAccess=true
https://www.tandfonline.com/doi/metrics/10.1080/00137910208965043?scroll=top
https://www.tandfonline.com/doi/permissions/10.1080/00137910208965043?scroll=top
https://www.tandfonline.com/doi/abs/10.1080/00137910208965043
https://www.addtoany.com/share#url=https%3A%2F%2Fwww.tandfonline.com%2Fdoi%2Fabs%2F10.1080%2F00137910208965043&title=A%20BETTER%20UNDERSTANDING%20OF%20WHY%20NPV%20UNDERVALUES%20MANAGERIAL%20FLEXIBILITY%3A%20The%20Engineering%20Economist%3A%20Vol%2047%2C%20No%204
https://www.tandfonline.com/
https://www.tandfonline.com/action/showCart?FlowID=1


options, comfort with the approach may encourage analysts to pursue more advanced

and robust real option valuation techniques for more complex applications.

Related research 

Recommended articles Cited by 

27

People also read



Information for

Authors

R&D professionals

Editors

Librarians

Societies

Open access

Overview

Open journals

Open Select

Dove Medical Press

F1000Research

Opportunities

Reprints and e-prints

Advertising solutions

Accelerated publication

Corporate access solutions

Help and information

Help and contact

Newsroom

All journals

Books

 Sign me up

 

 

Keep up to date

Register to receive personalised research and resources

by email

Copyright © 2025 Informa UK Limited Privacy policy Cookies Terms & conditions

Accessibility

Registered in England & Wales No. 01072954 

5 Howick Place | London | SW1P 1WG

https://authorservices.taylorandfrancis.com/
https://taylorandfrancis.com/who-we-serve/industry-government/business/
https://editorresources.taylorandfrancis.com/
https://www.tandfonline.com/page/librarians
https://www.tandfonline.com/societies
https://www.tandfonline.com/openaccess
https://www.tandfonline.com/openaccess/openjournals
https://www.tandfonline.com/openaccess/openselect
https://www.tandfonline.com/openaccess/dove
https://www.tandfonline.com/openaccess/f1000
https://taylorandfrancis.com/who-we-serve/industry-government/marketing/
https://taylorandfrancis.com/partnership/commercial/advertising-solutions/
https://taylorandfrancis.com/partnership/commercial/accelerated-publication/
https://taylorandfrancis.com/who-we-serve/industry-government/business/purchasing-options/
https://help.tandfonline.com/
https://newsroom.taylorandfrancisgroup.com/
https://www.tandfonline.com/journals?&pageSize=3000
https://www.routledge.com/
https://taylorandfrancis.formstack.com/forms/tfoguest_signup
http://facebook.com/TaylorandFrancisGroup
https://twitter.com/tandfonline
http://linkedin.com/company/taylor-&-francis-group
https://www.youtube.com/user/TaylorandFrancis
http://www.weibo.com/tandfchina
https://bsky.app/profile/tandfresearch.bsky.social
https://www.informa.com/
https://informa.com/privacy-policy/
https://privacy.informa.com/trackers/en/
https://www.tandfonline.com/terms-and-conditions
https://www.tandfonline.com/accessibility
http://taylorandfrancis.com/

