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Research on Application of Multi-stage Compound Option Model in

New-Drug Research and Development
LUO Hua » XU Shu
(School of Sciences, Zhejiang Sci-Tech University, Hangzhou 310018, China)

Abstract: Considering the characteristics of long period and high uncertainty of new drug research and
development, we establish a multi-stage compound option evaluation model based on real option theory to
improve the shortcomings of the pricing model in the first and second stages. Besides, we propose three-
stage pricing model with different volatilities in each stage and gain the closed-form solution. Finally, we
use the improved three-stage compound option model to evaluate the value of a new drug research and de-
velopment project. The results show that the model has excellent practicability.

Key words: multi-stage compound option; new drug research and development; varied volatility; ap-
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