Investing-in-high-risk-projects Problem 

With risky debt outstanding, shareholders may sometimes undertake negative NPV projects.

A numerical illustration:
· Face value of debt = $45; due, say, one year from now.

· Current market value of firm's assets = $30. Hence, the firm is in financial distress; most likely the debt cannot be paid in full (one year from now).

· Firm has the opportunity to invest in a project. 

· This project requires an initial investment of $30. 

· Assume equal probability of project leading to cashflows of $0 or $50.

NPV of above project = - 30 + [(.5)(0)  + (.5)(50)]/(1+r).  

Here, for  r  > 0, NPV is negative.

Should the shareholders invest in the above project? NO!

Will the shareholders invest in the above project?



$50

SH= $5, BH=$45

Invest:




$0

SH= $0, BH=$0
Do not invest: 
SH=0, BH=$30

Q.  What if  “Assume equal probability of project leading to cashflows of $20 or $30.” (Note: This makes the project not as risky.)

Q. What if face value of debt is $5? (Now the debt is almost riskfree.)
