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Overview

Real options thinking has been steadily penetrating the strategy literature (Bowman and Hurry, 1993; McGrath, 1997; Amram and Kulatilaka, 1999) and has changed the way theoreticians and practitioners approach the strategic allocation of capital.  Much of the strategy literature on real options has been influenced - not to say conditioned - by the theory of financial options (Trigeorgis, 1996).  In that theory, the focus has been primarily on issues of valuation and on the conditions necessary for achieving it.  Not only can these conditions be unnecessarily restrictive when applied to real options - in particular the need for an underlying "tracking asset" - but they can lead to a serious underestimation of what the options perspective has to offer the strategist. 

McGrath and Boisot (2000) have argued that building complex networks of options will yield very different strategic possibilities to those derivable from a financial options perspective.  In the latter approach, given the emphasis on option valuation issues, what is aimed for is analytical and computational tractability.  The overall flavour of the approach is thus linear and sequential.  The network of options perspective, by contrast, is willing to sacrifice some measure of computational tractability in order to secure the upside potential associated with the emergent possibilities of complex, interactive, nonlinear processes.  Analytical tractability is not compromised; it merely operates at a higher level of aggregation than the financial options perspective is used to dealing with. 

Building on the above arguments, in this panel we will explore three interrelated themes that aim to build up a new, and perhaps more ambitious picture of what real options thinking has to offer.  The first theme presents some new thinking about options complexes and their properties.  The second theme will explore implications for the public support and private funding of entrepreneurship, given that entrepreneurial ventures take place within complex webs of interrelated opportunities.  The third theme will look at how the options-complex perspective affects the way that financial risk and uncertainty are handled.   Finally, we will include comments from a consultant/practitioner on the relevance and applicability of some of these ideas. 

We believe that this panel will make a major contribution to the theme of the conference, in that real options reasoning is becoming an increasingly important focus for strategy research, both for academics (for instance, Kogut and Kulatilaka, 1994) and for practitioners (Coy, 1999; Nichols, 1994).  It thus responds to both the "old truths" and the "new insights" portion of the Call for Papers.  Old truths, in that options reasoning has long been an intuitive characteristic of many strategic decisions; new insights in that options theory offers a common framework for ideas that are often not integrated, including insights from behavioral decision theory and the theory of rational investment choice.

The Three Themes

After briefly introducing the overall theme, the panel members will each present one of these three themes in turn: 

1. Options complexes, learning strategies, and information flows - Max Boisot and Ian MacMillan

This theme will explore what we might call the "bootstrapping" approach to an options complex.  It will address the following issues: 

· What happens when the underlying asset which an option builds on is just a network of other interrelated options? 

· What happens when the network of options so constructed reflects unique and idiosyncratic learning process? ie. , when the underlying asset which a given option builds on cannot be traded in markets

· What happens when the interactions between options in the network of options are nonlinear and give rise to emergent properties?

The bootstrapping approach to options requires a different conceptual lens than that offered by financial options theory.  It will be argued that the complex adaptive systems perspective offers a conceptual approach better suited to this use of real options, one in which fostering and recognizing emergent opportunities may be more important than computing and predicting them. 

In their presentation, Max Boisot and Ian McMillan will draw on a conceptual framework, the Information-Space or I-Space, that shows how new insights and new knowledge emerges out of information flows (Boisot, 1995).  Properly configured, options can help to stabilize the emergent insights that lead to new knowledge and hence to profitable new opportunities.  Boisot and McMillan will argue that well configured options complexes can be turned into exploratory learning devices that favour the exploitation of discontinuous insights. 

2.  Entrepreneurship and the new economy through the options lens - Rita McGrath 

Rita McGrath will argue that the portfolio view of options is relevant to understanding how entrepreneurs create robust and vibrant economic environments.  By looking at entrepreneurial startups as a portfolio of options at a public policy level, several non-intuitive conclusions can be reached:

High-variance, failure-prone business sectors are also the most likely to spawn truly differentiated and growth-oriented businesses.   The options view explains why this is a reasonable way to look at entrepreneurial activity.   This offers a different perspective on industry emergence and development than that of conventional theorizing -- particularly from that of population ecology with its arguments regarding the conjunction of legitimacy and competition. 

Building on this point, the main thrust of many public programs designed to support and facilitate entrepreneurship in order to support economic growth can be seen to be at odds with the basic logic of options (McGrath, 1999).  Specifically, these programs:

· Distort the uncertainty-reduction potential of entrepreneurial initiatives by encouraging entrepreneurial investment into areas which are not highly uncertain, and which therefore have lower option value.   This diminishes the option value of a portfolio as a whole;

· Enlarge the downside risk exposure of a venture, unintentionally, by providing a cushion that deters business exit.   This extends the period of time during which losses can be incurred, increasing sunk costs and encouraging others to provide additional resources to businesses thus encouraging the permanent failure syndrome (Meyer and Zucker, 1989). 

· Impose criteria on the business that suggest that longevity is equivalent to success, thus taking an unbalanced view of failure. 

On the other hand, by embracing an options oriented, portfolio view of entrepreneurial startups, public agencies and investors (such as larger companies wishing to benefit from the innovations of the smaller companies) can leverage the power of option complexes to reduce uncertainty.   They can do this by:

· Defining the specific learning challenge facing different kinds of startups and balance the downside risk/upside potential considerations for funding them;

· Ascertain when it is likely that new entrants are falling victim to "capital market myopia" (Sahlman and Stevenson, 1985) in which individuals are not aware of the collective implications of individual investment decisions; and

· Determine when and for how long uncertainty-reducing investment is warranted, as opposed to investment intended to launch a business. 

Implications for corporate investment policy, public policy and entrepreneurs are derived. 

3. 
Financing and risk issues - Charles Baden-Fuller

Charles Baden-Fuller will argue that option reasoning provides a new bridge between finance and strategy.   From the perspective of the entrepreneur, option reasoning allows firms to lay off risks in a new way especially for long-term projects.   It also shapes the way they should think about developing their organisation.  Some risks are greatly lowered, allowing faster growth.   From the perspective of the venture capitalist, options in ventures can be traded as can options on rivals.   These permit returns from ventures to be magnified without increasing risk.  Many more projects can be financed than previously thought.   From the perspective of the incubator, or firm with a large number of units, option reasoning gives new ideas of the role for the centre of the corporation.   Firms should become more flexible in a strategic sense, and more opportunistic as well.   Examples are offered that illustrate the points. 

4.
Practitioner Response
We also plan to secure the participation of a practitioner to both respond to the points of view articulated by the panel and offer a managerial perspective on the contribution of real options reasoning.  As of this writing, we have been unable to obtain a commitment for a date so far in advance, but we are confident that we will be able to include the practitioner point of view on the panel, should it be accepted.
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