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On the asset substitution problem and the industrial structure
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The investment behavior and the industrial structure of companies are
analyzed by an optimal debt contracting model. Decrease of initial capital reduces total investment
when the level of initial capital is relatively high, but increases total investment when the level
is considerably low. In any case, the investment amount in a risk-free project is reduced and the
investment amount in a risky project is increased. This result suggests that individual companies
may have an incentive to reduce their own capital strategically and such a strategic behavior can
increase the expected value of total surplus. It also suggests that capital restructuring support

for companies whose financial condition has deteriorated may be undesirable for both the company and
society as a whole.
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