
Accepted Manuscript

The odd notion of “reversible investment”

Graham A. Davis, Robert D. Cairns

PII: S0378-4266(16)30025-5
DOI: http://dx.doi.org/10.1016/j.jbankfin.2016.03.019
Reference: JBF 4930

To appear in: Journal of Banking & Finance

Received Date: 7 July 2015
Accepted Date: 18 March 2016

Please cite this article as: Davis, G.A., Cairns, R.D., The odd notion of “reversible investment”, Journal of Banking
& Finance (2016), doi: http://dx.doi.org/10.1016/j.jbankfin.2016.03.019

This is a PDF file of an unedited manuscript that has been accepted for publication. As a service to our customers
we are providing this early version of the manuscript. The manuscript will undergo copyediting, typesetting, and
review of the resulting proof before it is published in its final form. Please note that during the production process
errors may be discovered which could affect the content, and all legal disclaimers that apply to the journal pertain.

http://dx.doi.org/10.1016/j.jbankfin.2016.03.019
http://dx.doi.org/10.1016/j.jbankfin.2016.03.019


  

The odd notion of “reversible investment” 

 

 
Graham A. Davis 

Division of Economics and Business 
Colorado School of Mines 

1500 Illinois St. 
Golden, Colorado, USA 80401 

gdavis@mines.edu 
 

Robert D. Cairns 
Department of Economics 

McGill University 
855 Sherbrooke St. W. 

Montreal, Quebec, Canada H3A 2T7 
robert.cairns@mcgill.ca 

 
 

Abstract 

 

Irreversible investment and the attendant concept of real-option value have been well 
discussed. Complete reversibility has been frequently invoked but less studied, especially for 
the case of lumpy investment typically considered in capital budgeting. We examine a simple 
lumpy investment problem for the full range, from complete irreversibility to completely 
reversibility, with a focus on the latter. The optimal stopping rules under complete 
reversibility are to invest when the project generates enough net cash flow to cover 
Jorgenson’s opportunity cost of investment and to disinvest when it does not. Given the static 
nature of these rules, net present value as a timing criterion under reversibility is not 
pertinent. Investments that are partially reversible have much in common with completely 
irreversible investments but nothing in common with completely reversible investments. The 
case of reversible investment provides a foil for understanding that the distinguishing feature 
of investment as treated in corporate finance is that it entails at least some irreversibility. 
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