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Valuation of Real Estate Development Project by Using

Binomial Option Pricing Model

Cho, Joo—Hyun - Park, Hong-1l
Professor, Konkuk University - Dept. of Real Estate Studies, Konkuk University

Abstract: Real estate development project ig the core field of real estate industres
Furthermore, real estate development requires huge capital investment and has very risky
characteristics. Until now, typical approaches of real estate development valuation such as
NPV or IRR method have been used. But, they cannot properly capture managerial
flexability to adapt and revise later decisions in response to unexpected market risks.

Real options wvaluation method is based on financial option’s characteristics and checks
every revision inferval whether situation have changed favorable to decision maker or not.
In advantageous situation, the decision maker exXercises options. In confrast, with
unfavorable situation, he abandons options immediately. In this aspect, real option is more
suitable in very uncertain and dynamic market environment. In order to wverify the
usefulness of the real options valuation method, this study performed an economic analysis
for a wvirtual construction and operation project of real estate development by using
binomial model. The results from this case was compared to those from the traditional
DCF method. Therefore, the project not justified in terms of DCF method would turn into
the project with a positive project value by reflecting managerial flexibilities in the original
project.
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