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Abstract

One burgeoning research topic on the
real options theory is to allow interactions
between investment and financing decisions.
However, for the sake of simplicity, the
extant literature on this topic focuses on
either a monopolized firm or a competitive
industry, thus abstracting from the oligopoly
industry that is common found in reality.

This project will investigate an
oligopoly industry that is composed of N
identical firms. When N is equal to 1, then
this industry reduces to a monopolized firm,
and when N approaches infinity, then this
industry becomes a perfectly competitive
industry. Consequently, the situation



considered in the extant literature will
become a polar case in the framework of this
project.

This project assumes that each firm
simultaneously decides to whether exercise
a variable-intensity discrete investment
project and to issue how many bonds
(without any stated maturity). The
investment costs are partialy sunk. After
the investment project is completed, at each
investment, the firm produces one unit of
final goods for each unit of capital, incurs no
variable costs, and must meet debt
After the firm issues bonds,
the firm’'s equityholders decide the time to
declare bankruptcy. Upon bankruptcy, the
firm's assets ae transferred to its
debtholders. The uncertainty comes from
the demand side, and the output price
declines as the number of firms increases.

Themain finding isasfollows. Given
a firm's operating scale, a firm that faces
more competitorswill (i) delay investment,
(ii) not change its debt level, and (iii )
declare bankruptcy earlier. Result(i)isjust
opposite to that of Grenadier (2002), and
Result (ii) isnotinlinewith that of Fries et
a. (1997) and Kovenock and Phillips
(1997).

obligations.

Keywords. Entry and Exit Decisions,
Market Structure, Optimal
Capital Structure, Rea
Options
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