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Abstract

Most of options pricing theary including
Black and Scholes continuous model and Cox,
Ross, and Rubinstein{CRR)'s binomial lattice
model were developed based on the notion that
continually revised risk—free hedges involving
options and stock should eam the risk-free
interest rate. This notion iz valid with the
assumption that the investor’s aftifude toward
risk is neutral. Tn reality, this assumpfion may
be frequently violated. Therefore, Hodder, Mello,
and Sick proposed the way to value real options
using the risk-adjusted interest rate. However,
they did not show how fo derive the
mathematical expression for it. In this paper, we
will clearly present how fo obtan the
mathematical expression for the risk-adjusted
interest rate for real options and demonstrate
two numerical examples fo show ifs applicability.

Key Words: EReal Options Value, Risk-Adjusted
Discounting Rate, Risk-Neutral Probability
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