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Abstract

Debt provisions confer the absolute
priority to debt claims. However,
corporations usually do not declare
bankruptcy even if they operate poorly, and
therefore, their equityholders fail to pay the
debtholders off. Instead, equityholders and
debtholders may negotiate so as to reach
strategic debt service, and thereby, avoid the
deadweight loss associated with bankruptcy.
Several recent articles on real options have
focused on the issues concerning
renegotiation between equity and
debt-holders. However, these studies ignore
interactions between this decision and the
investment and financing decisions.

This research project assumes that a
corporation has a privileged right to
undertake a discrete investment, and the
corporation can issue bonds to finance this
investment project.  After exercising the
project, at each time, this corporation must
use the proceeds from production to pay debt
obligations. Equityholders and debtholders
can use strategic debt service as their
corporation is on the brink of bankruptcy.
This project then examines how the
bargaining power between equity and
debt-holders affects decisions regarding
investment, financing, and strategic debt
service. In particular, this project
decomposes the total impact into the direct




impact (which is emphasized in the literature)
and the indirect impact (which is ignored in
the literature).

This project finds that, given debt levels,
as a firm’s equityholders have greater
bargaining power, the firm’s value of
investing immediately and its option value to
delay investment will both be raised. If the
rise of the former more than offsets the rise of
the latter, then the firm’s incentive to invest
will be raised. On the other hand, given
investment exercise strategies, as a firm’s
equityholders have greater bargaining power,
the firm’s tax shield from debt financing will
be reduced, while its bankruptcy cost of debt
financing will be raised. Consequently, the
firm will issue fewer bonds, which, in turn,
raises the firm’s incentive to invest. Given
that greater bargaining power of the
equityholders induces the firm to exercise the
investment project earlier and to issue more
bonds, the firm will then declare bankruptcy
later while reducing its strategic debt level.

Keywords: Debt Contract; Renegotiation,
Optimal Dividend Policy, Real
Options
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