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Ace Company (B): The Option Value of

Waiting and Capital Budgeting
Ramji Balakrishnan and Utpal Bhattacharya

ABSTRACT: The *Ace Company” case (Chow et . 1895) introduces strategic
dimensions in capital budgeting by examining the effect of competitive action on
the cholce batween the accelerated and phased development of a new product.
Accelerated development has higher developmental costs and cannibalizes cur-
rent product sales but s assured to freeze out competition. Phased develop-
ment has lower development costs spread over two years and reduces canni-
balization, but could result in a shered market. Accelerated development i pre-
ferred because it has the higher expected net present value. Ace Company (B)
ntroduces a third choics: the firm can wait a year before commiting to the new
product. Accelerated development dominates this choice if the firm obtains no
new information. If, howaver, the firm obtains market demand information at the
end of the first year, the new choice Is preferred becausa of the implicit‘option

value® to walting.

'pon receiving the analysis of the
data provided in Ace Company
(), the fim's managers wanted
10 better explore the effect of competi-
tion on whether and how to introduce
‘Model Z. Diane Callahan, the Marketing
Director, believes that the analysis is in-
complete. She argues:
Ibelieve that accelerating the de-
velopment of Model Z is the right
choice if we will not receive any
new data. Accelerated develop-
‘ment eliminates the possibility of
our competitors introducing a
product that will significantly
erode our market share. Thus,
even though accelerated develop-
‘ment results in greater cannibal-
ization of our current product
(Model X), it s better than spread-
ing the cost out over two years.
However, phased development
does give us some flexibility that
is not available with accelerated
development. In particular, if we
‘phase in developmental costs for

Model Z over two years, we only
commit $160 toward developmen-
tal costs in year 1. At the end of
that year, we will have a much
betteridea of total market demand
for Model Z. If the demand tums
out to be bad, phased develop-
‘ment gives us the option of aban-
doning Model Z without spending
t00 much money. My department
has put together some data on
‘expected market conditions (table
1). From that data, 1 would guess
that we may be better off aban-
doning Model Z unless the market
conditions are good. Such an op-
tion is not available with acceler-
ated development because it re-
quires us to spend all of the de-
velopmental money of $550 in the
first year itself. Ignoring the value
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