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The value of the firm with future discretionary investments can be broken down into the present value of currently held assets and the present value of future growth opportunities. Growth opportunity command values only to the extent that their yields exceed the cost of capitals, and hence they are analogous to options and valued as such.

If investment opportunities are expected to occur in the future, the optimal investment strategy is to issue no debt at all because by doing so, managers who act in the shareholders’ interest are able to capture the full benefits of future investments opportunities, and thus maximise the market value of the firm.

The issuance of risky debt for the purpose of financing current investments, however can impair future incentives. The pursuit of the optimal investment strategy depends on the maturity of the debt. If the debt matures prior to the investment decision but 

after the state of nature is revealed, equityholders will exercise the option only if V(s)–I > P and payoff the bondholders. However, if V(s)–I < P, bondholders will takeover and exercise the option to invest when V(s)  I. Consequently, the value of the firm is unaffected or is identical for the firm which is all-equity financed. Hence, the amount borrowed is a matter of indifference to stockholders in the M&M sense. 

However, such is not the case when the debt matures after the firm’s investment option expires. The issuance of risky debt would force the firm to forgo future investment opportunities in some states despite the possibility that these opportunities generate a positive net present value. These states (between sa and sb) is the loss of value of the firm associated with the agency costs of debt. The value of the firm shrinks because debtholders recognise the incentive problem and discount it accordingly in the current price at which they purchase the debt. Thus, the larger the amount of debt outstanding, the lower the value of the firm.

Unlike the scenario above, when V(s)-I < P, the bondholders are unable to exercise the option even if V(s)  I because information is released after the debt matures. Therefore the bondholders cannot go back and invest. The timing of the release of information after the debt matures results in expropriation of stockholders’ wealth. In other words, the equityholders have to bear the full consequences of the agency problems, which result from informational asymmetry.

Myers suggests that the strategy then is roll over short maturity debt claims because the issuance of debt creates no agency problem when the debt matures before an investment option is to be exercised. However, there are costs of maintaining such a continuous, intimate and flexible relationship. Hence, Myers’ agency problem still cannot be eliminated through the issuance of debt with a conventional call provision. So, why firms still issue risky debt?

Myers also suggests that perhaps the equityholders could renegotiate the debt contract with the bondholders within the states of sa and sb, to accept less than the face amount of their securities in exchange for the owner’s commitment to put up funds for further investment. But again, there are monitoring and renegotiation costs associated with this solution.

.Barnea et al. Provides one possible solution that is to issue callable debt with a stochastic call price conditioned on the profitability if the investment opportunity. Suppose that the debt contract is written with the provision that the debt is callable at  (V(s)-I) when V(s)-I < P but V(s) > I. This call strategy can fully restore the value of the firm. The call provision aligns the interests of both bondholders and stockholders in terms of following the optimal investment strategy.    

