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Derivatives
Abandonmentoption

D Abandonment option

Eg We need to Invest 100,000 in a
Project today life of Project is 2years
In year 1 Project can give CI of
either 1,50 000 CP 0.5 or 60,000 0 0 5

If in yr 1 CI 1 50,000 then in yr 2
Project can give CI of either 2,500000 0.5
Or 1,25 000 P 0.5

If in yr 1 CI 60,000 then in yr 2
Project can give CI of either 800000 0.5
or 30,000 P 0.5

Calculate NPV if COC 107

Binomial Tree

Yo yr yrs JP

0.5 2 50,000 0 25

g 5
150,000

o

1,00000 425,000 0 25
G r

O T 80,000 0.25
60,000

o t

30,000 0 25
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Step1 Calculation of Arg CI at end of
yrs I 2

year year 2
Px CIG P Poc

952,8 75000 2,50000 0.25
30,000 1,25000 0 22
1,05000 80,000 0 2

30,000 o 25

1,21 250

Steps Calculation of NPV

yr CF DFC 10 PV
100,0007
1,05000 0.909
121,250 0 826

WPVC10 95,598

Recalculate NPV if we have an Option to
Abandon the Project for 1,20 000

Note Abandonment can't be exercised
at yr 0 or yr 2

Only check if feasible to abandonin yr I
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If in yr 1

if CI 150,000

If we Don't Abandon

Prof CI 2,50 000 t 125,000 0 T

1 70,455

If we Abandon

Prof CI 420,000 1
1 20,000

i we should Not Abandon the Project if
CI 150,000

if CI 60,000

If we Don't Abandon

Prof CI 80,000 t 39000 0 T

50,000

If we Abandon

Prof CI 420,000 1
1 20,000

i we should Abandon the Project if
CI 60,000
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Revised Binomial Tree

Yo yr yrs JP

0.5 2 50,000 0 25

g g
150,000

o

1,00000 425,000 0 25
G r

60,000 0 0 5

420,000

Calculation of Revised NPV

Step 1 Cal of Aug CI at end of yrs 1,2

yr yr 2
ICD P Poc CICO P Poc

2,50000 0.25
1 880 5

1,65000 1,25100 5

93,750
step 2 Calc NPV

prelot PVyes
1,00 000
105,000 0 1909

93,750 0.826
NPUC 10 427,423

Value of Abandonment option
1 27,423 95,598
31,825








