I. Chapter 8: Risk Analysis
A. Decision Trees

1. Make decision in backwards order

B. Real Options

1. NPV analysis ignores the adjustments that a firm can make after accepting a project

2. Real Options = adjustments after accepting a project

3. Option to expand

a) You may have a low expected value, but if success gives you a high expected value then it may be worth trying and expanding if you experience success

4. Option to abandon

a) You can always drop out of a project if things go poorly at a specific point

b) This allows you to stop losses

c) So profits can be ongoing, giving an expected value of a perpetuity, but losses can be stopped, given a single smaller loss

5. Timing Option

a) In the future, it may be worth doing something
b) Compare costs of holding the option to the potential profits if it becomes worth doing something

