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Abstract

A conflict of interest between equity and
debt holders, and therefore, an agency cost of
debt, will arise after debt is in place because
equity has limited liability. This project
considers a firm controlled by an
owner-manager whose effect is private
information and therefore cannot be observed
by creditors. This creates an agency problem
of the moral hazard type. The firm's choice of
debt levels balances the advantage of debt
against the moral hazard cost.

This project introduces debt and moral
hazard into a two-period model commonly
used by real options literature. This project
assumes that a firm, in the first period,
decides its debt levels upon deciding its
initial capacity. At the beginning of the
second period, the firm's manager decides his
effort based on the interest of the firm's
equityholders. The uncertainty that affects the
period 2 return to capital then arises. After
the wuncertainty is resolved, the firm's
equityholders are obligeded to pay the
debtholders off. If the debtholders are paid
off, the firm's manager then decides the firm's
optimal capacity in period 2; otherwise, the
firm's assets are transferred to its debtholders
who then decide an optimal level of capacity.

This project yields the following
findings: (1) If the owner-manager purchases
capital at a higher price in period 2 and
decides to either contract or maintain
capacity at the state where the firm is on the
verge of bankruptcy in period 2, then (1) he
will issue more bonds, (ii) he will install a



larger capacity in period 1, (iii) his incentive
to declare bankruptcy in period 2 may be
raised, lowered, or unchanged, and (iv) his
effort may be raised, lowered, or unchanged.
(2) If the owner-manager sells installed
capital at a higher price in period 2 and
decides to either expand or maintain capacity
at the state where the firm is on the verge of
bankruptcy in period 2, then (i) he will issue
more bonds, (ii) he will install a larger
capacity in period 1, (iii) his incentive to
declare bankruptcy in period 2 may be raised,
lowered, or unchanged, and (iv) his effort
may be raised, lowered, or unchanged.
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