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Marek Uryniak (Poland)

EVALUATION OF THE ECONOMIC
EFFECTIVENESS OF INVESTMENTS
IN COMMERCIAL REAL ESTATE
USING THE SWITCH OPTION

Abstract

Deciding whether an investment should be made or not requires an evaluation of the
investment’s effectiveness. The choice of evaluation methods is related to the basic ob-
jective conditioning the implementation of the investment project. It often happens
that the conditions in which a specific investment has been formulated change and so
does the basis for its implementation, and it is necessary to adapt it to the new condi-
tions. These new conditions could be recognized during the exploitation of the project
so it is hard to take them into consideration at the stage of planning. The paper aims to
evaluate the investments in commercial real estate with the option of alternative way of
usage. This evaluation was carried out using the classical (discounted) methods of eco-
nomic efficiency of investments and real options. Two groups of pricing real options
models were used in the study: binomial models and continuous-time models. Results
based on varied valuation methods lead to different conclusions. Unlike the discount
methods, the real option approach allows valuing the project flexibility (which cannot
be valued by classical methods). This value of flexibility in certain conditions indicates
what should be the path of development of the project related with the transformation
of commercial real estate for other purposes.

commercial real estate, investments, investments
evaluation, economic effectiveness, switch option, real
options valuation
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INTRODUCTION

The problems discussed in the paper focus on the issues related to with
the evaluation of the economic effectiveness of investments in commer-
cial real estate. Making the decisions connected with implementation
of a specific investment project, the effects of which will appear in the
future, is associated with risk and uncertainty. Therefore, a particular
investment decision is made based on certain criteria (usually financial)
adopted at the time of planning the investment. In the current practice
of evaluation, the economic efficiency of investments, many methods
are used, taking into account the risk and uncertainty in this evaluation,
however, in relation to the commonly used classical methods, various
types of imperfections are indicated (Mun, 2002). Their identification is
the basis for the search for new methods of evaluating the effectiveness
of investments reducing these imperfections, while allowing for the in-
clusion of risk and uncertainty in this calculation.

The results of these searches are real options, which were developed
based on financial derivative instruments. In case of fixed investments,
the real option method allows defining and evaluating the selected
investment projects.
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1. LITERATURE REVIEW

People use real estate (consciously or unconscious-
ly) in many (if not all) aspects of socio-economic
life (Tanas, M. Trojanek, & R. Trojanek, 2019; R.
Trojanek, Tanas, & M. Trojanek, 2019). In light
of the binding in Poland, the real estate (Civil
Code, 1964) can be divided into land properties,
buildings, and apartments. Taking the functions
fulfilled by real estate as a criterion, they can be
divided into residential, agricultural, and forest,
industrial and recreational properties and leisure,
special purpose, commercial. When this criterion
is the possibility of earning the income, the real
estate can be divided into commercial, speculative,
and capital (Kwiatkowska, 2003). As in case of the
basic division, real estate is a collection of various
types of buildings, including (Forys, 2006):

o office real estate;
o commercial real estate;
e service real estate.

The basic feature of commercial real estate is, as it
wasalready mentioned, an ability to generate the
income (Gawron, 2006) and they can be treated
as a long-term capital investment (Uhruska, 2007).

The various ways of usage of real estate in business
operations allow us to describe them using several
functions (Bryx, 2006; Kucharska-Stasiak, 2006).
These functions depend on the value in use relat-
ed with the property, which implies the manner of
their economic usage (Matkowski, 2004).

The abovementioned comments and the observa-
tion of business activities allowed stating that real
estate is one of the main directions of investment.

In general, investments are any capital commit-
ment that is used to increase the capital or ex-
penditures made to obtain certain benefits in the
future. This approach to the investment corre-
sponds with the feature of commercial real estate
related to the possibility of generating the income.

Investing in real estate not only is a real assets in-

vestment but also a financial investment. On the
one hand, investors will incur specific investment
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outlays for the creation, reconstruction, moderni-
zation, etc. of certain real estate assets. Otherwise,
capital expenditures will be related to investing
the financial resources in planned or already ex-
isting real estate, in order to limit the risk, multi-
ply the capital, etc., based on co-ownership.

Making the investment decisions on the real estate
market is a complex process. This is mainly due to
the characteristics owned by the real estate, and
above all, the high capital intensity of investment in
real estate, high transaction costs, and low liquidity
of real estate (Kucharska-Stasiak, 2001). This high
capital intensity in connection with the risk of in-
vesting means that the payback period of the capital
involved is relatively long and the investor cannot
expect the quick return on this kind of investment
(Kucharska-Stasiak, 2005). Generally, deciding on
the investment is the most important stage in the
investment process. This is due to investment fea-
tures, which can include (Lewczynski, 1994):

o the involvement of usually considerable
amount of money;

o the occurrence of an uncertainty and risk on
a larger scale than in operative decisions, the
effects of which are short-lived because invest-
ment processes often run over a long time;

o once made decisions are difficult to reverse if
they prove to be useless;

o sometimes the success or failure of a business
depends on one investment decision;

« implementation of investments in a long-term
manner shapes the demand for current assets
necessary for the exploitation of newly created
fixed assets.

From the point of view of evaluation of investment
economic effectiveness, risk and uncertainty are of
special significance among these features because
they can significantly influence the real value of
the investment project. In case of commercial re-
al estate, both macroeconomic (Szmyd-Smietana,
1999) and microeconomic (Kucharska-Stasiak,
1999) factors influence the size of the risk. However,
it is not possible to indicate one universal list of
specific risks to all commercial real estate, as there

http://dx.doi.org/10.21511/imfi.16(4).2019.27
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are no two identical properties. However, wheth-
er a particular commercial real estate should be
considered as a subject of investment, determines
the result of the economic investment efficiency
evaluation, which is the answer on the question
whether the investment is profitable or not (from
the point of view of financial evaluation).

2. METHODS

Making an investment decision requires from the
decision makers the comprehensive knowledge
related to a specific investment project. The main
problem faced by the decision makers is choosing
the right criteria for making investment decision.
Experience to date in this area is based on the use
of a financial criteria to make the investment de-
cision, i.e., a calculation of the economic effective-
ness of the investment. In general, the calculation
of the economic effectiveness of investments is
the sum of calculations aimed at comparing the
results obtained during the period of operation
from the completed investment with the expend-
iture necessary to achieve them. In other terms,
the calculation of the effectiveness of investment
projects includes the preparation of data and eval-
uation of the effectiveness of investment projects,
taking into account the risk related with their im-
plementation and making an investment decision.
According to this, an evaluation can be made us-
ing a number of methods for evaluating the eco-
nomic effectiveness of the investment.

Interesting way of describing the general classifica-
tion of methods for evaluating the economic effec-
tiveness of investments was presented by Pera (2010).

According to Pera (2010), the existing division into
static and dynamic methods is too general. This
applies in particular dynamic methods, and es-
pecially the meaning of “dynamic.” He states that
“the methods of evaluating the investment projects
can be considered dynamic only when the evalu-
ation consists in the valuable expression of many
possible scenarios for the implementation of the
investment and allows for the valuation of the
project’s flexibility,” but not in relation to methods
based on using the time factor in the investment
efficiency evaluation by discounting of cash flows
(Pera, 2010, p. 148).

http://dx.doi.org/10.21511/imfi.16(4).2019.27

Regarding the investments in commercial real
estate, it is possible to use the methods for eval-
uation the economic effectiveness of investments,
as they generate the income. In this study, NPV
and MIRR (Pluta, Jajuga, 1995; Nowak, Pielichaty
& Poszwa, 1999; Kurek, 2000) methods were se-
lected to determine the economic effectiveness of
the investment. The use of these methods requires
(as discussed earlier) the inclusion of the risks and
uncertainties accompanying the investment pro-
ject. Not including them in the evaluation of the
effectiveness of investment projects may be the
cause of an incorrect evaluation leading to the
wrong decision regarding the implementation of
the investment project. In order to avoid this in
practice, the investment effectiveness evaluation
uses many methods that take into account the risk
phenomena and the uncertainties.

The effect of searching for “better” methods for as-
sessing the economic effectiveness of investments
are real options (Myers, 1977), allowing for the
valuation of the so-called project flexibility. It is
about the possibility of dynamic management of
the investment project during its operation and
reacting to unfavorable phenomena that affect its
effectiveness.

In general, real options can be defined as “the right
(and not the obligation) to take certain actions in the
future. The option holder uses this right (i.e., the op-
tion is exercised) when it is beneficial for him.”

A real option has special value when the investments
projects are accompanied by high uncertainty or
when the market is volatile — this is because uncer-
tainty creates value. In this approach, the correct use
of the option can only increase the value of the in-
vestment (Jajuga, 2002). This is related to the afore-
mentioned uncertainty accompanying the invest-
ment projects, which significantly affects the value of
the project (Amram & Kulatilaka, 1999).

In the traditional approach to the valuation of as-
sets, a higher level of uncertainty is accompanied
by a lower value of assets. The approach based on
the use of real options shows that an increase in
the uncertainty leads to an increase in the value
of assets in case of recognizing and using the op-
tions for flexible reaction to the development of
accidents.

317



Investment Management and Financial Innovations, Volume 16, Issue 4, 2019

In contrast to the classic methods of assessing the
investment projects that allow deciding on its im-
plementation or rejection, real options are charac-
terized by the following (Mizerka, 2005):

o the decision maker realizing that he is making
the decisions under conditions of uncertainty,
tries to take into account the possibilities that
open as a result of his decision, as well as the
interrelationship between these possibilities;

o the use of certain opportunities in the future
(using the option) depends on the develop-
ment of the situation; therefore, the decision-
maker’s ability to react to changes in the envi-
ronment is assumed.

Using the above-discussed essence of real options,
it can easily be concluded that their use in busi-
ness operations is of key importance in the con-
text of investments made by business entities. The
commonly used mechanism of project evaluation
using the discounted cash flows is not sufficient to
make a decision beneficial from the point of view
of maximizing the company’s profit by pursuing
profitable investments. In fact, there are many
problem areas that an analyst using the discount-
ed cash flow models should be aware of. The ba-
sic one concerns the economic reality, with a high
level of risk and uncertainty at the moment of
making the decisions, and the possibility of flex-
ible management and change of decisions in a sit-
uation when this uncertainty will become known
over time (Mun, 2002). The investment plan based
on future inflows and outflows is the result of op-
timization, however, revenues from sales and prof-
its are subject to uncertainty, and the logic of the
discounted cash flow method assumes an optimal
plan of investment expenditures in connection
with the expected effects. The discounted cash
flow method does not include possible decisions,
and its basic assumption is “we are moving for-
ward” (Amram, 2002).

It is extremely difficult to classify the real op-
tions clearly and unambiguously. In the short his-
tory of their practical use, many types of options
have emerged, and their diversity is related to the
possibilities of investment activities at subsequent
stages of the investment process. Depending on the
achieved result of the completed stage of the invest-
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ment project and the market situation, the investor
may implement the next stage of the investment pro-
ject, postpone its implementation, refrain from im-
plementing the project or its parts, etc.

The basic division of options is related to the spec-
ificity of the investment project. One can distin-
guish between internal (inherent options) and cre-
ated options. The internal option is associated with
a specific investment project and it depends only on
the investment project evaluator if this option will
be noticed. The opposite option is the created op-
tion, i.e., one that can occur after incurring addi-
tional investment outlays (Ruijter & Janssen, 2005).

A large number of types (Copeland & Keenan,
1998; Petersen & Bason, 2001) of real options is
related to the nature of the investment activity
being undertaken or already carried out and the
kinds of investments dependent on the external
and internal conditions changes. Awareness of the
situation, where the investment project is located
and limitation the degree of uncertainty coming
from identification the sources of risk and uncer-
tainty, which at the moment of deciding on the
implementation of the investment project was not
known, they allow the decisionmakers to adopt an
appropriate strategy regarding the future of the
investment project. However, it should be remem-
bered that each such decision is related to the val-
uation of the investment project’s value based on
specific methods.

The aforementioned valuation of real options de-
pends on many factors. The basic one is related to
the type of option (one or several) taken into ac-
count in connection with the implementation of
a specific investment project. The value of real op-
tions can be estimated using different approach-
es, characterized by different levels of difficulty
and the quality of the results obtained (Borison,
2003). Within them, two groups of pricing real
options models are used: binomial models and
continuous-time models. The binomial tree meth-
od consists in dividing the time until the option
expires into discrete intervals and assuming that
in each of these ranges, the value of the under-
lying asset (current value of cash flows from the
project) changes abruptly in the binomial process
(Cox, Ross, & Rubinstein, 1979). Application of a
specific method belonging either to the binomi-
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al or continuous group of methods requires the
calculations of basic components and parameters
(Wisniewski, 2008; Mun, 2002).

3. RESULTS

This section presents the results of the analysis of
the economic effectiveness of investments in com-
mercial real estate. In reference to the remarks
concerning the distinction between methods of
the calculation of economic efficiency of invest-
ment, the valuation was carried out in two ways.
The selected investment in commercial real estate
was evaluated using the NPV and MIRR discount
methods and the real options methods (in this
case, the switch or convert options).

The evaluated investment project is a shopping
center (SC), built based on post-production real
estate. Modernization of the building was carried
out in a way that allows using the space previous-
ly used as commercial space for office space (OS).
Among the factors affecting the conversion of the
existing commercial space to office space there
can be mentioned a significant increase in the
supply of commercial space, higher architectural
standards of real estate for commercial activities,
the prospect of building new commercial real es-
tate, increased demand for office space.

Table 1 presents the data necessary to calculate the
shopping center NPV and MIRR.

The net present value of cash flows calculated based
on the data contained in Table 1 (NPV = -253.59

thousand PLN) indicates the lack of profitability
of the project in this form (in this case, the MIRR
was not calculated). A negative evaluation of eco-
nomic efficiency means difficulties for the owners
in recovering the incurred financial outlays re-
lated to the analyzed property in a short time. In
the longterm, the payback of investment outlays is
possible, which results from the fact of generating
positive cash flows from the conducted activity.

Similarly, an investment related project was evalu-
ated with the transformation of commercial space
to office space. For the moment of the change of
the purpose of the real estate, the year 7 has been
adopted. This year, investment outlays are appear-
ing related to the transformation of commercial
space into office space. Starting from this year,
higher revenues were also assumed (higher rent
price of 1 sq m of office space). Table 2 summariz-
es the necessary categories to calculate the value
of net cash flows, NPV, and MIRR from year 7 be-
cause in the years from 0 to 6, the values are anal-
ogous to those in Table 1.

Calculated values of NPV =125.62 thous. PLN
and MIRR = 8.2% give the basis for a decision to
transform commercial space into office space. To
this end, one needs to incur the capital expendi-
tures PLN 500.00 thousand. The current value of
inflows exceeds the current value of expenses by
the amount of PLN 125.62 thousand and the rate
of return by 1% higher than the assumed cost of
capital in the 10-year calculation period, howev-
er, do not make this project financially profitable,
though, the light of the assumed criteria, meets
the requirement of efficiency.

Table 1. Data for calculating cash flow of shopping center

Source: Own study.

Years | Expenditures Inflows Expenses Tax Cash flow DISCO,l:IZtSI;/?)te for Current value
Lo 8,500,00 i T T 850000 i 1000 ~8,500,00
1 - © 1,08895 @ 54616 - i 54279 0.926 502,58
2 - 247101 . 83089 . - 1pd04> 0857 1,406,39
3 - . 216579 76550 - 1,400,229 0.794 1,111,59
4 - 214421 | 84584 24669 105168 0735 773,01
5. - 186676 . 71011 21976 . 93689 0681 637,63
6 - . 2,053,44 74562 ¢ 23430 | 105933 0.630 667,56
7 - 23745 . 75307 | 30807 131337 0583 766,34
8. - 261197 76814 35033 | 149351 0540 806,90
9 - 274257 78350 . 37222 158685 . 0500 793,82
10 - 287970 79917 . 39530 168523 . 0463 780,59
NPV -253.59

http://dx.doi.org/10.21511/imfi.16(4).2019.27
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Table 2. Cash flows including the transformation of commercial space into office space

Source: Own study.

Years : Expenditures : Inflows @ Expenses | Tax  Cashflow : Discountrate forr=8% : Currentvalue
7 : {2,669,47 i 753,07 | 364,12 ¢ 105228 0.583 : 614,00
s Coswar e me1rsem sugss
9 323006 = 78350 . 46485 = 198171 0.500 991,35
10 - ©3391,56 : 799,17 . 492,55 : 2,099,84 0.463 972,63
NV - S 12562

At the initial stage of designing the real estate and
in operation, changes are possible, but unforeseen
costs could be expected. Therefore, the key element
of the strategic property management is to plan the
possibilities of its appropriate adaptation (Greden
& Glicksman, 2005). Having options for surface
transformation means investments at the stage of
designing and realizing the transformable areas.
The valuation of non-current options is designed to
identify the level of flexibility in investment.

The method of valuation of the switching option
boils down to the valuation of related benefits with
different ways of using the resources. The meth-
od of its calculation consists in choosing a more
favorable mode of operation under certain condi-
tions. In the analyzed project, it is not possible to
spend money on investment once at the beginning
of investment project implementation, which will
allow for flexible switching between possible ways
of using the resources. Changing the way of us-
ing the available space requires the additional ex-
penditures on investment.

The expenditures incurred enable the use of the
property in an alternative way while giving up the

business so far. To sum up, it is about incurring
expenditures (PLN 500 thousand) and changing
the purpose of the real estate from the shopping
center (SC) to the office space (SC>OS). The re-
verse transformation of real estate from an office
space into a shopping center (OS>SC) will also re-
quire the investment outlays (PLN 300 thousand).

The separation of both ways of using the proper-
ty is the beginning of the evaluation. Table 3 pre-
sents the values of individual categories shaping
the cash flows related to the previous use of real
estate (SC) and the new one (OS).

Table 3 was built on the assumption that the year in
which the enterprise intends to carry out a change
in the intended use of commercial space for office
space is the year 0. Based on the data from Tables
1 and 2, possible ways of using the available space
are described (using cash flows).

The economic efficiency of both business oppor-
tunities was also evaluated. In case of trading
activities, the updated value (NPV_ ) calculated
this way equals to PLN 4,994.91 thousand and
the corresponding value in case of office activity

Table 3. Net cash flows and their present value in SC and OS

Source: Own study.

Years Expenditures Inflows Expenses Tax Cash flow Discount rate for r = 8% Current value
Shopping centre
1 T 237452 1 75307 30807 . 131337 . 0583 .. 766,34 .
2 T Y1197 76814 . 35033 149351 . 0540 80690
3 - © 2,742,557 783,50 : 37222 : 1,586,85 0.500 : 793,82
4 = 287970 799,17 39530 168523 . 0463 . 78059
NPV 4,994.91
Office space
0 500,00 T T T T50000 1000 50000
1 - © 266947 753,07 36412 @ 105228 0.583 614,00
2 o 293642 ¢ 76814 | 41197 | 175631 | 054 948,88
3 - 323006 78350 46485 198171 0.500 o3
4 - ©3,391,56 @ 799,17 : 492,55 : 2,099,84 0.463 972,63
NPV S R 5559.64
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(NPV_) is PLN 5,559.64 thousand. According to
the adopted scenario in order to transform the re-
tail space into office space, it is necessary to spend
PLN 500.00 thousand.

In order to evaluate the economic effectiveness of
an investment, the values of the basic parameters,
volatility, risk-free rate should be determined, and
based on them, the values of increases and de-
creases and arbitrage probabilities should be cal-
culated. It is also necessary to calculate the value
of assets for both uses of real estate.

The measure indicates the tendencies occurring on
the market of enterprise functioning in the per-
spective of transforming a SC into an OS is the re-
lation of square meters of SC to the price of square
meters of OS. Based on the historical square me-
ters of SC and square meters of OS, the value of
the price ratio index (p,) was established

_ price of square meters SC

- . 1

price of square meters OS @
Square meters prices in both cases are related to
the benefits achieved depending on how the prop-
erty is used. Therefore, the above relationship can
be treated as a twin instrument. The increase in

the value of this indicator means that the value of
the option, related to the change in the use of us-
able space from commercial space to office space,
increases. In the opposite situation, i.e., the value
of this indicator decreases, it will be beneficial to
transform the office rooms for commercial pur-
poses. In other terms, the benefits of the posses-
sion of retail space are negatively correlated with
the increase in the value of the index P, while the
benefits of having the office space are positively
correlated with the increase of this indicator.

Using the logarithmic method (Mun, 2002) of
changes in the value of this indicator, the volatility
value was 9.8% (10% was used for the calculations).
Height values and declines in the subsequent
years amount to u = 1,103, d=0.906, and risk-
free rate (average yield of 52-week treasury bills)
r.=4.723%. The values of arbitrage probabilities
are p = 0.721 and g = 0.279. Benefits related to the
possession of SC amount to PLN 4,994.91 thou-
sand, however due to the possession of OS PLN
6,059.54 thousand.

The value of benefits associated with particular
variants is represented by the binomial trees in
Figure 1. The value of the underlying asset was
multiplied by growth and/or decrease factors (u

Source: Own study.

3,370,02
3,71840 <_
4,102,80 4,102,80
4,526,93 452693 <
4,994,91 4,994,91 4,994,91
5,511,27 55117 <
6,081,01 6,081,01
6,709,65 <
7,403,27
8,981,36
813989 <
7,377,25 7,377,25
6,686,06 668606 <
6 059,64 6,059,64 6,059,64
5,491,90 5491,90 <
4,977,36 4,977,36
4,511,02
4,088,38

Figure 1. Formation of benefits obtained from having shopping centre SC (top)
and office space OS (bottom)

http://dx.doi.org/10.21511/imfi.16(4).2019.27
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and d, respectively). The switching optionisanex- 5 _j os |
ample of an American sales option, and this deter- st (8)
mines the way of calculating the values in individ- +( pV F2 1(1-p)- Vi‘iM o5 =s¢ ) e,
ual nodes of the binomial tree. ' ’
After the stage of building binomial trees illustrat- D2, = VUHOS — %5 4
ing the benefits reflecting different possibilities of L Osse i 05osC 1 ©)
using the available areas, the value of the switch- +(p ' V,v,nfm +(1 P ) ) V‘-,HH )e ’
ing option is calculated according to the following
scheme (Mizerka, 2005). where NPt ARG proj-
ect values at the moment n—f+1, the ben-
V7% = maX(Vi’nSC;Vi’n -1 SC%OS), (2) efit tree when changing the commercial
space to the office (SC>OS) neighboring with
UISC—>OS _ maX(V,-,nOSQVi,n _]os—>sc)’ 3) thei Va.lue in thednode I in n—t moment
(V' - increases, V° - decreases), Ali’n_t, Dli’n_t
o sCs0s _ Al A - the value of benefits in a situation where the
it max( in=t> ian*t)’ ) current manner of using the real estate is main-
tained (SC and OS, respectively), increased by the
Al = VI’MSC + benefits possible to obtain in subsequent periods,
+(p-Vi Hlscﬁos +(l—p)-Vd Hlscﬁas)e,,f (5) A.Zi’n_t, D2i’n_t — the value of beneﬁts in a situ-
in= in= ’ ation when at the moment a change in the way of
using the real estate from the current SC to a new
A2i,n—t = I/i,n—tOS 5% OS or from OS to SC takes place, =08 v O5=>5C _
+ ( - Vifn-msc_)os n (1 _ p) ) V’az _Hlsc—)os ) e, ©) investment outlays related to the transformation of
space from SC to OS and OS to SC, £ =1,2,...,n,
i=12,...,t-1.
v, 0 = max(Dll.,nft;DZi,,H ) , (7)
Source: Own study.
8,481,36
15,302,884  <_
20,699,88 < 6,877,25
24,945,555  <_ 12,39519 <_
28,499,83 16,999,05 < 5,559,64
21,73631 < 10,953,227 <_
17,037,300 <_ 6,081,01
12,862,222 <
7,403,27
8,981,36
16,279,77 <
22,131,74  <_ 7,377,25
26,759,43 < 13,372,13  <_
30,447,91 18,235,90 < 6,059,64
22,490,70 <_ 11,197,80 <_
16,749,36 < 5,781,01
12,276,06
7,103,27

Figure 2. Benefits of changing the SC to OS (top) and OS to SC (bottom)
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Ne Source: Own study.

sc <

sc < sc
sc < sc <

sc < sc < sc
sc < sc <

os < 0s
os <

0s

Note: Figure 3 shows the scheme of possible scenarios for switching the way of usage of real estate from SC to OS and vice
versa.

Figure 3. Decisions on the use of available space

Tree constructions related to the benefits resulting
from the transformation of commercial and office
space into commercial space are shown in Figure
2. The individual values were calculated based on
the formulae 2-9.

fice space is PLN 30,447.91 thousand. This is the
highest of the obtained values regarding the ben-
efits of the transformation of available spaces. In
addition, it should be added that the owner should
manage the shopping center (SC), and the option
of switch should be carried out only in the four
The value of the project with the possibility of points marked in Figure 3 as OS.

transforming from a shopping center into an of-

CONCLUSION

Two-stage evaluation of the economic effectiveness of the investment in a commercial real estate shows
significant differences between classical and real options methods. In comparison to the classical meth-
ods, real options allow for the formulation and “control” of investment projects, depending on the
changing conditions in which the investment project is implemented. An expression of this is the vari-
ety of real options that allow using the related flexibility with a specific investment project (in this case,
the switching option). So, the results of this research are real options, which were developed on the basis
of financial derivative instruments. In case of fixed investments, the real option method allows defining
and assessing the selected investment projects.

The practical use of real options is not an easy thing because every commercial property is different. For
those who do have foggy idea how the process of investment projects evaluation looks like, the manner
of reaching the final results of this evaluation is not as clear and transparent as in the case of using of
the classical ones.
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