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Abstract

This thesis analyzes a real options investment model of a monopolist that encounters lead time
to install the investment and regime switches allowing a variable, irreversible, one-time invest-
ment capacity. The objective is to investigate the effect of these extensions on the investment
decision by studying their effects in two separate models and one combined model. Lead time is
assumed to follow a known distribution and regime switches occur randomly based on constant
rate parameters. Hence, the real options model includes stochastic installation time as well as
stochastic regime switches and has led to the following conclusions.

First, an increase in the expectation of lead time for a no-switch model postpones the in-
vestment while the investment capacity remains constant. An increase in the volatility of lead
time decreases the investment trigger. Yet, the effect of the volatility of lead time on the timing
is inferior to the effect of the expectation of lead time.

Second, regime-switching affects the investment decision. The investment capacity depends
on the long-term investment strategy of the firm as the firm can only invest once. However, the
effect of regime switch rates on the investment trigger is contingent on the magnitude of the
rates. Low rates prioritize the current regime in the investment strategy. Since the long-term
perspective is captured by the investment capacity, the investment capacities are altered to the
current regime at the expense of the timing. On the contrary, high switch rates result in the
firm emphasizing the long-term. The net present value of the investment is now preeminent in
both dimensions of the investment decision.

In the combination of both extensions, the investment capacity is adjusted to mitigate the
risk of regime switches occurring in the installation period. Though, this effect is limited as
the investment capacity emphasizes the long-term perspective of the investment. Similar to the
no-regime switch model, the investment is postponed to compensate for the loss in net present
value due to the lead time. Yet, an additional effect of lead time on the effect of the regime
switch rates is observed. Namely, at large lead times, the net present value of the investment
becomes more prevalent in the timing of the investment.
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1 Introduction

In the past, a mathematical understanding of the optimal strategic investment decision of firms
in a dynamic framework has been studied extensively. One of the most prominent works in
literature is Investment under Uncertainty by [Dixit and Pindyck (1994)). They explain the
real options model on how firms mathematically decide on entering and expanding in markets
by several dimensions such as new capital equipment, workforce, or the development of new
products. Based on their work, many researchers further extend the models by [Dixit and
Pindyck| to study the optimal investment strategy of firms in real-life situations. This thesis
specifically builds on the model by [Huisman and Kort| (2015) in which the timing and capacity
of the investment are studied for entry deterrence and accommodation in a duopoly framework.
It extends the monopoly model of Huisman and Kort| (2015) to include present-day challenges
for firms that are not considered yet.

One of the most recent events in markets is geopolitical unrest as a result of the current
tensions between nations such as the USA and China (see e.g. Nellis et al.| (2023)) on how the
Biden administration aims to hinder the tech industry in China). However, the tech industry is
not the only industry that is prone to market alterations. Another recent development on the
international stage with economic consequences is the special operation of Russia in Ukraine
that has been ongoing for over a year. In particular, the European Union (E.U.C.| 2023 and
USA (Treasury, [2023)) impose sanctions on the Russian natural-resource-rich economy resulting
in a shift in the equilibrium of markets compared to the situation before the Russian invasion.
Hence, including additional market uncertainties in the investment decision is needed from a
practical perspective.

Altered market dynamics may affect the investment decision of a firm and it has piqued the
interest of researchers over the years. Several papers explore the effect of geopolitical unrest
on industries, such as tourism (Webster and Ivanov, [2015) and water reserves (Al-Masri et al.,
2021). Both papers conclude that geopolitical instability affects these industries. Therefore, it
is significant to include these uncertainties in real options models. Thus, the first objective of
this thesis is to derive the investment decision in a real options model that includes additional
market uncertainties due to geopolitical unrest.

There are multiple ways to include extra uncertainties that are in line with geopolitical unrest
in the investment decision. For example, [Lin and Huang (2010) used an adjusted stochastic
process for the occurrence of unexpected negative events, such as irreversible climate change, on
shocks of the stochastic process. In their paper, future discounted benefits in the mining industry
are uncertain. Their formula implies that the revenue is negatively affected by an impacted
amount whenever an event occurs. Their model coincides with the effect of geopolitical factors
on the revenue of the firm as geopolitical unrest may decrease the expected revenue by a certain
amount. Therefore, the market shrinks because of geopolitical unrest, and the firm’s margins
decrease.

However, it may also be that geopolitical factors are positive. For example, the USA has im-
plemented the Inflation Reduction Act to promote local investments in clean energy technology,
manufacturing, and innovation (Podestal 2023). Hence, the USA aims for more investments in
the local economy. The effect of geopolitical unrest could thus be more in line with the model
of Daming et al. (2014)), who used a positive jump that corresponds with radical technological
innovation for a duopoly. They also included a waiting time for the investment similar to an
installation time of the investment. However, they did not find an expression for optimal capac-
ity in their model as their demand function only depends on technological innovation and is not
flexible like in the model of Huisman and Kort| (2015). Furthermore, |Daming et al.[ (2014) used
an approximated diffusion process for the jump-diffusion process with adjusted parameters. This
yields an analytical result, though, the precision of this analytical solution is questionable. [Mart-



zoukos and Trigeorgis (2002) have shown that this method undervalues the option if the jump
mean of different classes of jumps varies significantly around their average value. Therefore,
they proposed a new method that numerically estimates the option value.

Yet, a shortcoming of including a jump in the stochastic process is that the duration of the
alteration is ephemeral whereas geopolitical unrest could persist over longer periods. Another
way to include geopolitical unrest in a real options model is by switching the parameters of the
stochastic process. Such a process is called a regime switch model (see for example Bensoussan
et al.| (2017) for a regime switch model for a duopoly with a follower and a leader, or |Nishihara
(2020) for a model where one regime is more favorable for the firm than the other regime). In
the current literature, the continuous regime-switching model is studied by |Guo et al.| (2005]).
They derived a real options model that combines both optimal investment capacity and regime
switching. However, they used an iso-elastic demand function whereas Huisman and Kort|(2015)
used a linear demand function. Furthermore, Guo et al.| (2005) allowed for a lumpy and incre-
mental investment capacity. Hence, they tolerated a correction of the investment capacity if
it turns out to be sub-optimal. Therefore, a one-time, irreversible investment decision for a
regime-switching real options model using a linear demand function is studied in this thesis.
Such a model has not been studied yet and might be relevant to investigate further.

In Balter et al.| (2023), a real options model with a single regime switch is derived recently
with similar assumptions as in this thesis. In their paper, they studied the investment decision
of a firm that produces a product that follows a product life cycle. A single regime switch model
is used to model the life cycle of a product. This single-switch model arises as a simplification
of a continuous regime-switching model. Namely, if one of the regime-switch parameters in
the continuous regime-switch model is approximately zero, the regime-switch model becomes
equivalent to a single regime-switch model. Therefore, this model is also studied in the section
that derives the investment decision taking geopolitical unrest into account. Furthermore, it is
studied how their single regime switch model relates to the continuous regime switch model that
corresponds to the geopolitical unrest model.

Moreover, other factors than geopolitical unrest could alter market dynamics. A recent ex-
ample of such an event is the COVID pandemic. During this pandemic, the demand for computer
chips soared while lead times increased (King et al., 2021). Since firms in the semiconductor
industry could not respond adequately to these changes in the investment environment, big
shortages in computer chips followed (Sweney}, 2021). Therefore, it is essential to expand the
current understanding of the optimal investment strategy of firms by including lead time in
combination with altered market dynamics.

In the current literature, several researchers have used real options models to include lead
time in the investment decision. [Balliauw| (2021) looked into expanding the capacity of a
port. Though, he used numerical approximation to include lead time in the investment decision
whereas this thesis aims to find an explicit expression for the optimal investment decision that
includes an installation time of the investment. A researcher who found an analytical answer
to the investment problem was |Grenadier (2000)), although, they both analyzed the expansion
capacity of a firm in an already existing market.

Similar to the monopoly model of Huisman and Kort| (2015), the emphasis of this thesis
is placed on determining the irreversible, one-time investment decision to enter a new market
and include lead time and changing market dynamics which have been not considered yet si-
multaneously. [Kauppinen et al.| (2018) derived a model that included lead time and stochastic
revenues and operating costs. Nevertheless, they did not include a flexible investment capacity.
Furthermore, they could only derive a numerical solution to the investment problem, because
they included both a variable operating cost and a variable price of the project. Therefore, in
the literature, there are no studies that derive an explicit expression for a real options problem



that includes only lead time in the one-time, irreversible investment decision in the dimensions
of timing and capacity for a monopoly. The second aim of this thesis is thus to derive an explicit
expression for the investment capacity and timing of the investment by including lead time.

Installation time and regime switching as extensions of the model by [Huisman and Kort
(2015) individually affect the investment decision as they change the kind of uncertainty in the
real options model. However, these independent effects may not be the only effects present in the
investment decision of the firm if these extensions are applied separately. A combined model is
therefore derived and analyzed to find the additional relations between the extension parameters
and the investment decision. This model including both geopolitical unrest and time to build
is the main topic of this thesis as these extensions combined have not been considered yet in a
real options model but are relevant from a practical and theoretical perspective.

In this thesis, it is found that if installation time is the only considered extension in the
investment decision, the investment trigger changes while the investment capacity remains con-
stant. If lead time is deterministic, an increase in the lead time postpones the investment. When
lead time is stochastic, an increase in the expected lead time increases the investment trigger,
similar to the effect of deterministic lead time. Yet, if the uncertainty of the building time
increases, the investment trigger decreases as a result of the convexity of the payoff function.
This increase in investment trigger coincides with the discount factor corrected for the drift rate
over the lead time. Hence, the net present value of the revenue of the investment when the
investment is installed does not change when lead time is included.

In the separate regime-switching model, rates that define a Poisson process are used to
model the regime switches. These regime-switch rates affect both the investment trigger and the
investment capacity of the firm. The investment capacity depends on the long-term perspective
of the firm as it cannot adjust the investment capacity when it has invested. Furthermore, the
effects of the regime switch rates on the investment decision decrease for higher rates because for
very high regime switch rates, the investment decision converges to a no-regime-switch model.

Particularly, if one regime switch rate tends to infinity, the firm is almost always in one
regime as the regime switches immediately back. Hence, the real options model is identical to
a no-switch model. If both regime switch rates tend to infinity with a similar convergence rate,
the regime switches constantly and the firm is practically in one regime that is an average of
both regimes.

The effect of the regime switch rates on the timing of the investment is twofold. For a lower
regime switch rate in a certain regime, that regime is prioritized in the investment decision.
However, the investment capacity focuses on the long term and not on a particular regime.
Hence, the firm alters the investment capacity at the expense of the timing. This results in an
increase in the investment capacity by postponing the investment if an advantageous change in
the switch parameters occurs and vice versa. This is the so-called capacity effect of the regime
switch rates on the timing of the investment. For a higher regime switch rate in a certain
regime, the investment capacity does not change majorly if the switch rates change. To capture
the change in the net present value of the investment because of the change in switch rates
nevertheless, the firm alters the timing in the regime. This is the net present value effect.

In the combined model with both lead time and regime switching, lead time minorly affects
the investment capacity because a regime switch may occur during the installation period.
Hence, the firm mitigates the risk of being in the other regime at the moment the production
plant has been installed. Yet, the hedging effect due to the lead time is limited as the long term
is more preeminent in the investment capacity.

Similar to the effect of lead time in the no-switch model, the investment is postponed for
higher lead times in the combined model. Besides the postponement of the investment, lead
time also affects the effect of the regime switch rates on the investment trigger. An increase in



lead time causes the firm to emphasize the long-term perspective more over the current regime
in the investment decision. Therefore, the net present value effect becomes more preeminent
than the capacity effect in determining the timing of the investment if lead time increases.

This new model gives insight into the theoretically optimal investment decision of a monopoly
that cannot directly apply previous real options models because the assumptions in these real
options models do not apply to their business model. Furthermore, the recent developments
on the international stage challenge the current assumptions in real options models. Therefore,
firms may face situations in the future where they have to adjust their investment strategies,
even though currently they may not face violations of assumptions in real options models. If the
investment strategy needs to be adjusted, these firms can use the regime-switching real options
model including lead time to correct their investment strategies to the new situation.

In the remainder of this thesis, the baseline monopoly model of Huisman and Kort| (2015)
is understood first to extend their model. Therefore, in Section [2] the investment trigger and
investment capacity are determined in their monopoly model. Secondly, this model is extended
by including time to build in Section [3| Next, the model including geopolitical unrest is studied
in Section [d When these models are derived separately in the previous sections, both these
extensions are combined in Section[5] In Section[6] the effect of the parameters on the investment
decision is analyzed. Furthermore, special cases of the combined model are also studied in this
section. Like in the model of [Huisman and Kort| this thesis uses a linear demand function. In
Section [7], an iso-elastic demand function is used to compare the outcomes in the model using
the linear demand function. Section [7] makes the findings for the model using a linear demand
function more robust or finds anomalies based on the demand function. In Section (8] the model
is applied to public data of ASML to analyze the investment decision of ASML and how this
relates to the mathematically optimal investment decision. Lastly, in Section [9] and Section
the findings and shortcomings of the model are discussed, ending with future research.



2 Model of Huisman and Kort| (2015)

To be able to extend the model of Huisman and Kort| (2015), their monopoly model has to be

understood first. In this section, the steps they took in their paper are derived. Hence, it is clear

where to adjust their model to extend the model to include time to build and regime switching.
First, the initialization for the price of a product is defined. Like in their paper, this is

P(t) = X(t)(1 - nQ())
Here, n is a constant, and X; is an exogenous shock process with
dX (t) = uX(t)dt + o X (t)dW (t)

with dW (t) as the increment of a Wiener process. Furthermore, it is assumed, like Huisman and
Kort| do, that the firm is risk neutral and discounts against a rate r, with » > p. This inequality
needs to hold, otherwise, it would be more profitable for the firm to always wait with investing
and an optimum would not exist (Dixit and Pindyck], [1994]).

Moreover, it is assumed that the firm is a monopoly and can only invest once with a flexible
capacity in the production of a product. Hence, the investment capacity does not change over
time. The value of a firm is given by

V(X.Q) = max E / QP(t)eap(~rt)dt — Ir(Q)eap(~rT)|X(0) = X|

2.1 Derivation of the Value of the Firm at the Moment of Investment

First, the optimal capacity the firm has to invest with given that the firm enters the market,
ie. X(t) > X*, is derived. Therefore, the value of the firm at the moment of investment is
maximized and the linear investment costs (I; = 0Q)) are substituted:

V(X,Q) = /QX 1—17Q)exp( rt)dt — 6Q|X(0) = X}

In the other case that X (¢) < X*, the optimal capacity is 0, or in other words, the firm does
not invest yet. Therefore, the value of the firm at the moment of investment is

V(X) = maxE /QX (1—7]Q>emp( rt)dt — Q| X (0) = X}

— max (Q( —1Q) [ ELX()|X(0) = Xeap(~rt)dt - Q)
t=0

To find an analytical solution to this problem, the value for E[X (¢)|X(0) = X] has to be
found. First, a new variable is defined: Y (t) = In(X(t)). From Ito’s Lemma, dY = (u—302)dt+
odz; is obtained, where z; ~ N(0,t) with zy = 0. Therefore, the following algebraic steps can



be taken

t t
1
0 0

1
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1
=Yo+ (u— 502)75 + oz
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= Xexp((p — 2(72)t)ZO \/zmexp(— 5 T)dz

T (z — ot)?
)_Zo \/imexp(_ ot

= Xeap(pt)

= Xexp(ut )dz

Hence, the expected value of X; depends on the current value of the stochastic process, the
drift rate, and the amount of time X; is in the future. Substituting this expression into the
formula for the value of the firm gives

V(X) = max (Q(l - Q) / E[X (t)| X (0) = X]exp(—rt)dt — 5@)
h t=0
= 1max (Q(l - nQ)t :/0 X x exp(pt)exp(—rt)dt — 5@)

= max (XQ(1 Q) [ exp((u—r)t)dt — 6Q)
- =0

t=o00

= max (XQ(I —nQ) [ i Teacp((,u - r)t)} o 5@)
XQ(1-nQ)
=g (o 09

To find the optimal investment capacity, the first-order condition (FOC) with respect to Q



is applied. This step yields

X(1-2:Q) .,
r—p
X(1=29Q) =d(r —p)
MO =1 — 5(7“); 1)
Q*(X)Z;n(l—a(r);“))

To check whether this expression for the investment capacity is a maximum, the second-order
condition of V (X, Q) with respect to @ is determined:

o0*V _ —2nX
Q?  r—up

as X >0 and n > 0, and r > p. Therefore, the FOC yields a global maximum.
This value for optimal investment capacity is substituted into the value of the firm if X (¢) >

X* to remove the dimension of capacity in the value of the firm at the moment of investment.
This gives

<0

VX0 = XQ*S__N”Q*) e

X%(l_é(rgu))(l_n%(l_w) 1 5(r— p)

_ — n —5%(1—7)( )
(Y-oe-w)(1+%52) 1 s

B T —p) o)

B (X—&(r—,u))(X—}—é(r—,u)) _6X—52(7"—,u)

a AXn(r— p) 20X

B X2 —5%(r — p)? B 20X (r — ) — 262%(r — p)?

o AXn(r—p) AXn(r — )
X% —25(r — )X +6%(r — p)®

a AXn(r — p)

_ (X —d(r—p)?

4Xn(r — )

V(X) is a polynomial of the form aX +b+c¢/X and it has a similar polynomial with respect
to u. Therefore, the effects of X and p on the value of the firm are not monotone. The reason p
is not monotone is that a higher drift increases the net present value of the revenue of the firm,
but also increases the total cost of investment. The reason for X is that [Huisman and Kortlallow
for a variable Q. It is found that for small values of X (X < §(r — u)), the optimal investment
capacity becomes negative. However, at these small values for the stochastic process, the firm is
not likely to invest and the investment capacity at these values for X; is probably equal to zero.
Yet, the investment trigger should never be lower than this value as the investment capacity
should be bigger than zero.
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2.2 Derivation of the Value of waiting

To determine the value of waiting to invest is determined by using the Bellman equation. This
equation is defined as

1

rF(z)=7n+ th[dF]
Using Ito’s Lemma, dF is derived. This is
_ OF(X) 10°F 5 _, OF OF
dF = oX Mth+§WUth+E+87XGdZt
F(X 1 6°F F
_ 9F )uth+ fLUQXZdtJr a—adzt

0X 20X7? 0X

As in Dixit and Pindyck| (1994), F(X) is assumed to have the form AX?. Therefore, %—f =0.
Using this expression and given that m = 0 as the firm has not invested yet, the Bellman equation
is

1 _r9F(X) 10°F 4 OF
1 _0F(X) 1O*F 5

=_E X ———o’X
alTax AT S ax20 t]

OF(X) 19%°F o,
ox Mt oaxeo X

as dz; is a Wiener process and has an expected value of zero.
Since F(X) has the form AX? F/(X) = BAXP~! and F"(X) = B(8 — 1)AXP~2. Substi-
tuting these expressions into the Bellman equation yields the following;:

rAXP = BAXP X + %B(ﬁ —1)AXP 2522
1
r=Bu+ 580810’

1
,502

_ 122
r=Bu+ 5% - 3

1 1
55202+(ﬂ—502)5—7":0
1o 1 N2 2r
5—2‘ﬁi¢9‘ﬁ)+ﬂ

As Dixit and Pindyck]| (1994) have shown, only the positive /3 is a solution to the differential
equation with A # 0, so F(X) = AX?. They also show that

1o 1 wNZ o 2r
ﬁ_z_ﬂ+¢g_ﬁ>+ﬂ>l

2.3 Derivation of the Investment Decision

X* is derived using the smooth pasting conditions from Dixit and Pindyck| (1994)) and the
expressions above:

IV (X) _ OF(X)

X |y_yx+  0X

{vwﬂzﬂXﬂ

X=X*
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Since F(X) = AX?, F'(X) = BAX ! = £F(X). Hence,

B

VI(X*) = ZV(X)
QL—nQ) B (X'QU-nQ)
R S
(B-D-nQxX" _ .
r—p

(8- (1~ @) X" = Bé(r — )
(8- 1)1 —772177(1 - ‘W—:’”))X* — 8o(r — p)

X
( ) T =po(r — p)
w >(X*+5<r— u) = Bo(r — )
(B-1)X* = (28— (8- 1))8(r — )
X*§+15( 0

Since 8 > 1, it holds that X* > §(r — u). Hence, the optimal investment capacity at the
moment of investing is always bigger than zero. This is also shown if the investment capacity
at the moment of investment is determined using Q* = Q(X™) below

2n X*

1 -1
=51 571)
:i(6+1—(5—1))

2n B+1

1, 2
:%(ﬁ)

1
B+ 1)

With these findings, A is derived:

AX* = V(X*, Q") =

12



To analyze the effect of the parameters that identify X (¢), the derivatives of @* and X* with
respect to [ are derived below:
ox* 0
o3 0B
0 B+1
= 55100 )
0 2
=95 [(1
20(r — )
=<
(8—-1)?

*

and

Q- o
95 ~ 5%
0 1

9B (B+1)n

1
ERCE R

Hence, increases in 8 decrease both the investment trigger and investment capacity. These

expressions of the investment decision are also found by [Huisman and Kort, (2015). |I| Thus,
the monopoly model of Huisman and Kort| (2015)) is studied in depth and their analysis is
understood. Now, it rests to loosen some of their assumptions to extend this model. In Section
the assumption of a negligible installation period is relaxed. In Section[d] the assumption that
the stochastic process follows a geometric Brownian motion with constant drift and volatility is
modified. A Brownian motion with a switching drift and volatility is considered in this section
where the drift and volatility change simultaneously in a given state. These state switches are
not given at certain moments but follow a Poisson distribution. In Section [5 both lead time
and regime switching are included in the model. In this section, a model is derived that includes
both extensions.

IThe welfare analysis is also derived. Yet, this part from the monopoly model of [Huisman and Kort| (2015)) is
not used in the remainder of this thesis. One can find these derivations in Appendix A.
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3 Extension by including Time to Build

In contrast with the model of [Huisman and Kort| (2015)), it can take time to enter a market. For
instance, it takes time to build a new facility that produces a new product, while the investment
has already been made. Nevertheless, their model can be adjusted to include time to build. The
duration to install the investment is denoted by 6. The lead time is assumed to be known before
the investment and it is independent of the investment capacityﬂ Therefore, it is assumed that
the investment capacity only affects the investment costs but not the duration of the installation
of the investment.

First, the investment model with deterministic time to build is studied as the investment
decision is altered in one dimension. However, it may also be that the firm has an expectation
and a certain window for when the investment is installed. E.g. building the new production
facility is expected to take half a year, but could take anywhere between three months up to a
year. A stochastic time to install the investment is thus more representative of the investment
decision of the firm. The model with a stochastic lead time is studied in the latter part of the
section.

3.1 Deterministic Time to Build

The model by Huisman and Kort|(2015) is altered to include lead time in the investment decision.
Lead time delays the moment the investment generates revenue with respect to the moment the
firm invests. The new value function of the monopolist becomes

[e.o]

cLT _ _ _ _ =
VOT(X) = max E| / QP(t)exp(~rt)dt — 6Qexp(—rT)| X (0) = X|
t=T+0
If a constant time to build is assumed, the exact delay is known beforehand. Hence, including
lead time in the value of the firm at the moment of investment results in

Q>
t=0
= (Q(1 = 1@) [ Xewp((u—r)t)dt = 6Q)
- t=0
= max (Q(l - Q)X [u —exp((pn— r)t)}z:o - 5@)
QL —nQ)X
= max (55— S ean((n - 1)6) — 5Q)

2If the lead time depends on the investment capacity, an explicit expression for the optimal investment capacity
and threshold are hard to find in the linear demand model. Using this demand function, a numerical solution can
still be found for a lead time that depends on the installation time. If the iso-elastic demand function is used, an
explicit solution of the investment decision can be found for a lead time depending on the investment capacity.
For this, see Appendix B.
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Again, the first-order condition is applied to find the optimal investment capacity:

;QVCLT(X) =0
A=2Q)X o) s =
. cpllu=m)P)=5=0 )
(1 =2nQ)X = d(r — pexp((r — p)f)
Qur() = L (1 2 el

The second-order condition of the value of the firm with respect to the investment capacity
is
—2nX
(r — pexp((r — p)0)
Hence, FOC yields a global maximum and the expression for the investment capacity maxi-
mizes the value of the firm. Substituting this optimal investment capacity into the value of the

<0

firm at the moment of investment gives

1 (1 _ d(r—pexp((r—p)0) _ 1 (1 _ d(r—plexp((r—p)0)

r—
1 o(r — p)exp((r — )6
_5%(1_ (r—p) )1;(( 1) ))
Xex —7r)f O(r — pwexp((r —pn)d o(r — pwexp((r —n)o
_ 471;((7211 u)) )(1 _0r—p) )1;(( 1) ))(1+ (r—n) )1;(( 1) ))
B j(X — 6(r — p)exp((r — u)e))
2n X
_ Xexp((u—r)0) (5(7° — wexp((r — u)9)>2) 20X —28%(r — p)exp((r — p)f)
dn(r — p) X dnX
_ X% (0(r — pexp((r — w)0))? 20X (r — pleap((r — p)8) — 26%((r — pleap((r — p)9))?
An(r — p) Xexp((r — p)d) AnX (r — p)exp((r — p)o)

_ X2 26X (r — peap((r — p)0) + (8(r — p)eap((r — 1))
An(r — p)Xexp((r — p1)0)
(X = 6(r — weap((r — 1))
An(r — p) Xexp((r — p)0)

To find the threshold X; has to pass to make the investment worthwhile, the same value of
waiting as [Huisman and Kort|is used because the form of the value of waiting does not change if
lead time is included. The form of the value of waiting thus remains F(X) = AX?. The smooth-
pasting and value-matching conditions used previously are applied. Applying these conditions
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yields
B (Q(l - Q)X
X

74_

cap((pn = 1)) —6Q) = = —
(8~ DX (1~ nQ)eap((s — 1)6) = B3(r — p)
(5 - 0x(1 = (1 - PO - 1)) = 5t~ )

Q1 —nQ)
"

. (

X
(8- 15 + g I (4 1)6) = 50— )
(

1
2
B—1)(X +6(r — wexp((r — p)0) )exp((n — 1)0) = B6(r — p)
(8 = 1) Xeaxp((p—7)0) = (26 = (8 = 1))o(r — p)
) p+1
Xerr = ﬁé(r — pexp((r — p)b)

— X"eap((r — u)6)

1
2

(2)

where X* is the investment trigger without lead time from Section Hence, the investment

trigger is multiplied by a factor exp((r — p)f). This factor is greater or equal to one because
uw<rand @ >0.

Substituting the investment trigger into the equation for V(X)) to find the value of investing
and the value of waiting gives

* B _ 1/CLT (yr* _ (X&pr — 0(r — pexp((r — N)Q))z
A L) =V X ewr) = o ) K ypean((r— )
_ (XFexp((r — p)0) — 0(r — pleap((r — p)0))?
An(r — p) X*exp((r — p)0)exp((r — p)0)
_eap(2(r — p)f) (X —d(r — p))?
An(r — p) X*exp(2(r — p)0)
(X =00 —p)?

An(r — p)X*
B 1)
(B2 -1n
0(XEpr)"?
A= \2err)
(82— 1)n
-B
5(FE16(r = weap((r — 1)0))
a (62— 1)n
Likewise, the investment capacity is
1 pexp((r — p)b)
— (X¢E —
Qcrr = Qorr(Xerr) =9 ( Xepy )
i( pexp((r — p)d) )
2n ﬂ+15 — p)exp((r — u)o) (3)
1
?( B + 1)
G 1)77
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Compared to the findings of [Huisman and Kort| (2015), the investment capacity of the
monopoly at the trigger does not change if time to build is included. On the other hand,
the threshold, X, increases by a factor exp((r — p)@) with respect to X*. This increase in
investment trigger results in a similar expectation of the revenue at the moment of investment
as the expected revenue in the model without lead time:

_ Q*CLT(l — Q) XELr

R(Xcpr) = p— exp((p — 7))
_ Q- 77@*1{*;5619((?" =19 (= 7))
QU -nQMX*

*
S = RO

Intuitively, as the revenue is discounted over the lead time corrected for the drift rate of the
investment and the threshold is altered to compensate for this loss in the NPV of the investment,
the expected revenue at the moment of investment does not change.

Furthermore, the investment trigger including lead time tends to the investment trigger
without lead time if the lead time tends to zero. Mathematically, X5, — X* as 6 — 0.
Therefore, if the duration of the placement of the investment becomes negligible, the threshold
including time to build becomes equal to the threshold of a similar investment without time to
build.

To analyze the effect of lead time on the threshold and optimal capacity, X, and Q¢
are differentiated with respect to 6. This gives:

OXGrr  B+1

99 = g1 — wleap((r—w) >0 (4)
and 00"
=g =0 (5)

Hence, an increase in installation time causes the threshold to increase and the investment
is postponed. The firm thus expects to invest later for increases in the installation time of the
investment. This is in line with the results of Balliauw| (2021). However, he also found that an
increase in lead time may decrease the investment capacity. This decrease in investment capacity
could result from the difference in demand function as he used P, = X; — BQ);. Furthermore, he
analyses the optimal expansion capacity of an already existing port, not the entry of a monopolist
into a new market. Though, whether this contrary finding is because of the difference in price
function or because of the expansive investment strategy is hard to tell as he used numerical
approximation to determine the effect of lead time on the investment decision.

Yet, the optimal investment capacity is not affected by including lead time. Interestingly,
the formula for the optimal capacity with any level of the stochastic process X; does depend
on lead time (see Equation . Though, this term cancels if the optimal investment threshold
is substituted. These findings also hold if an iso-elastic demand function is used. For this, see
Appendix B.

3.2 Stochastic Time to Build

A deterministic time to build may not be realistic because many unforeseen factors may affect
the building process of the production plant. Nevertheless, the firm may have other information
about the installation time which could indicate the distribution of the lead time. A stochastic
installation time of the investment may thus be more representative of the real-world investment
decision of a firm. This section derives and studies this extension of a stochastic lead time. The
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assumptions for the installation time are that it is a variable with a known distribution, say Fp,
and it is still independent of the investment capacity.

As the monopolist optimizes over the expectation of their payoff function, the value of the
investment becomes

VVIT(X) = max K| / Q1) P(t)exp(—rt)dt — 6Q(t)exp(—rT)|X (0) = X,0 ~ Fp|
T+

The value of the firm at the moment of investment is now

VVET(X) = maxE| / Q(t)P(t)exp(—rt)dt — 5Q(t)e:vp(—rT)‘X(O) = X,0~ Fy|
=0

Q>0 .
= max g _IEX [t:/e QX (1) (1~ nQ)exp(~rt)dt — 5Q|X (0) = X| ‘9 ~ FQ]

— maxE, Q(1 - nQ) / Xeap((u — r)t)dt — 5@‘9 ~ Fgl
=0

Q>0 i 2
— g :Q(lT_nMQ)Xexp((u —r)0) —5Qo ~ Fg}
= %1%5 <Q(1T_HQ)Xexp((u —7)f) — 5@) dFy
= mmas (Q(l?f_?f)X @/ eap((1 — 1)9)dFy - 6Q)
= (50 Mt ) - 50)

where My(t) is the moment generating function (MGF) of 6 defined as

My(t) = / e dFy = Egle?]
(C]

With a similar approach to find optimal capacity depending on X; (Qj (X)) and the
threshold (X§,;,), the optimal investment capacity (Qf ;) is derived, like in the model for
constant lead time. FOC of the value of the firm at the moment of investment with respect to
capacity is applied to find the optimal investment capacity. This step yields

0

%VVLT(X) -0
U= 20X =) = 5= 0
r—p
(1= 2Q)X J\iizu_—ug")
* 1 5(T B )
Qvrr(X) = %(1 - W,uﬁrQ

The second-order condition of the value of the firm at the moment of investment with respect
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to the investment capacity for a stochastic time to build is

~20X Mp(p — r)
r—p

<0

This inequality holds because the discount rate (r) is bigger than the drift rate () and the
moment generating function (Mpy(t)), the elasticity parameter (n), and the stochastic process
(X) are always bigger than zero.

Applying the smooth-pasting and value-matching conditions gives

ﬁ(WMQ(M —r) — 5@) = wMG(M —)

(B —=1)X (1 —=nQ)Mp(p— 1) = Bé(r — p)
(3= DX =05 (1= ey D)) Moty 1) = 5o =

2 © XMy(p—r
(5= DX (G + g ey Molu = r) = 530~ 1) )
1 S(r — p)
SB-D(X+ W_MT))MG(M—T) = B8(r — )

(6 =) XMy(u—r)=(26—(8-1))(r —p)

s BAL O(r—p)
VLT_,B—].MQ(,U,—T)

and substituting the threshold above into the formula for optimal capacity gives

Qvrr = Q" (X7) ! <1 o — 1) )

T\ Xy My(p— )
_ 1( B 3(r — p) )
21 %1\2&;%1\49(#*7“) (7)
! B—1
= 5557
1
~(B+1)n

Firstly, the optimal capacity remains the same over all the three different models as Q5 =
Qtpr = QF = m Hence, including lead time in the investment decision does not affect
the investment capacity for a linear demand function, though the investment trigger changes
with respect to the distribution of . Differentiating the expressions for X* and Q* with respect
to the moment-generating function gives insight into the behavior of the model for different

distributions of lead time. Doing this yields

OXyrr  B+1 6(r—np)
Mo —1) ~ 51— " (®)
and 90!
VLT __
OMy(t) ’ ©)

Therefore, a higher MGF for 6 gives a lower threshold, whereas the investment capacity is
not affected by the moment generating function and thus the distribution of 6. To make it
more insightful, 8 ~ N (ug, ag) is assumed. This assumption can be validated as the building
speed is analyzed. Namely, if the building speed on a very small time interval is independent
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and identically distributed, the total building time tends to a normal distribution by the central

limit theorem.
For a normally distributed variable, its moment generating function is My(t) = exp(ugt +

$03t?). Hence,
OMpy(t) 1
s = texp(upt + 503752)
and oMy(t) 1 1
0 2 2,2
902 = it exp(pot + 50916 )

Thus, if the lead time is normally distributed, an increase in the expected lead time, g,
decreases the MGF as y—r < 0, increasing the investment trigger, X*. An increase in uncertainty
of the lead time, o7, increases the moment generating function as (u — r)? > 0 and decreases
the threshold. Intuitively, this can be explained by the convexity of exp(z). An increase in
the variance of the lead time results in a higher potential gain compared to the potential risk
increasing the expected value of investing.

The effect of the standard deviation of lead time on the investment triggers is visualized in

Figure
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Figure 1: Plot of X7,;, as a function of oy with lead time having a normal distribution according
to the legend and parameter values: ux = 0.06, ox = 0.2, r =0.1, § = 0.1, n = 0.05

Figure [1] illustrates that a higher expected lead time increases the investment trigger and an
increase in the standard deviation of lead time decreases the investment trigger. Furthermore,
it shows that for a sufficiently high value of the standard deviation of lead time, the investment
trigger is smaller than for smaller values of expected lead time. Namely, the investment trigger
for an expected lead time of 0.4 and no uncertainty for the building time is bigger than for a
lead time with an expected lead time of 0.6 and a standard deviation of 4. However, the latter
instance is not realistic as the probability that the lead time is negative is not negligible. Hence,
a high variance in the lead time is not realistic even though it has a big effect on the investment
trigger.

The optimal capacity, on the contrary, is not affected by the expected lead time nor its
uncertainty in this model because a different MGF does not affect the investment capacity.

The effect of px and r on the investment trigger are also studied for a variable uncertainty
of time to build. Below are graphs of different values of ux and r and what their effect is on
the investment trigger for a variable uncertainty of lead time.
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Figure 2: Plot of X, as a function of og with lead time having a normal distribution with
an expected duration of ug = 0.2, parameter values: ox = 0.2, § = 0.1, n = 0.05 and other
parameters according to the legend

Figure 2 illustrates that the threshold again decreases with an increase in the standard
deviation of lead time. This change is small because the difference in the threshold for gy = 0
(i.e. constant lead time) and oy = 4 (very high uncertainty compared to the expected duration
of the project, which is not realistic) is small. Therefore, it seems that the effect of the variance
of lead time on the investment trigger is almost negligible compared to the effect of the drift of
the stochastic process and discount rate.

This is also supported if the percentage difference of the moment generating function with
respect to the volatility of lead time is analyzed, o7. A percentage difference in the drift and
discount rate is O )

S My 1) = G =) >0

This is a very small number as realistic values for ux and r lay mostly between -0.1 and
0.1 for annual data and pu —r € (—1,0) is likely to hold. Hence, the percentage difference in
threshold level due to an increase in uncertainty in lead time is likely to be small, even for high
values for this uncertainty.

Moreover, the percentage difference by increasing the expected lead time is %}Z_T) J My (p—
r) = pu— 1 < 0. This change has a bigger magnitude than the percentage difference in expected
lead time. Therefore, the expectation of lead time has a bigger effect on the investment trigger
than the standard deviation of lead time.
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4 Extension by including Geopolitical Unrest

In this section, the real options model that includes geopolitical unrest is derived by allowing
for regime switching. Additionally, the relationship between the investment decision and its
parameters is studied. The distinction is made between a single regime switch model and a
continuous regime switch model. It starts with the single regime switch model as this model
is intuitively easier. The part about the single regime switch model is divided further into two
segments. One where a regime switch is made to an investment discouraging regime and another
where the new regime stimulates investment. In the next part, the continuous regime-switching
model is derived.

The applications of the regime switch models are based on economic theories. For instance,
the model for a discouraging new regime is in line with the product life cycle theory (Balter et al.,
2023), and the continuous regime switch model is based on a model that includes geopolitical
unrest in the investment decision (Guo et al., 2005)E] Therefore, the emphasis of this thesis
is the continuous regime switch model as it incorporates geopolitical unrest in the investment
decision. Yet, the single regime switch model is also important as it helps elucidate the approach
to derive the continuous regime switch model.

The stochastic process that allows for regime switching is defined as follows:

dXt = [,LRXtdt + O'RXtdZt

here, dZ; is a Wiener process and pup and op are the parameter values in a certain regime
R e {1,2}.

4.1 Single Regime Switch Model

In this section, the simple model is studied, where a switch between regimes is only made once
with rate A. The firm starts in state 1. State 2 is thus the absorbing state. Since this is the
final state, the regime cannot switch back to state 1. The value of the firm at the moment of
investment in state 2 is, therefore, known. Hence, the same model as in Section [2 can be applied
in state 2 resulting in

[e.9]

(X) = max B[ [ QWP@Ocp(-rt)dt —6Q)eap(—1T)|X(0) = X]
t=T

In state 2, dX; = paXidt + 09X dZ;. Following the same derivations as in Section the

expressions for the value of waiting are obtained. Here for the sake of notation denoted by

F5(X) = BX?, the investment trigger X5 and optimal investment capacity Q3. The value of

the firm at the moment of investment in the second regime is

QL —nQ)X

V2(X7Q): r— f1o

0Q

Finding the value of the firm in state 1 is different from the derivation for V5 (X )EI The NPV
of the value of investing in state 1 is found by applying the Bellman equation (Guo et al., [2005).
The revenue of the investment in state 1, denoted by R;(X), is defined by the Bellman equation

3 A jump-diffusion process can also be used to model geopolitical unrest. Appendix C contains the derivation
of the approximated jump-diffusion process to apply in this stochastic process to the model of [Huisman and Kort
(2015).

TThis will be adjusted if a continuous regime-switching model is used. Then both Vi (X) and V2(X) are defined
by the Bellman equation for the net present value of the investment. See Section for a full derivation if the
regime can also jump from state 2 to state 1.
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PRy(X) = Q- n@)X + X R{(X) + Jot X’ RY(X) + A(Ra(X) — Ba(X))

Furthermore, the NPV of the revenue at any point in time when the regime is in state 2 for
a given Q (Ra2(X)) is % In the no-switch model, the form of the revenue has a constant
return to scale with respect to X. Therefore, the guess of the form of the revenue in regime 1
has this form as well: R;(X) = ¢X, R{(X) = ¢, and R/(X) = 0. Thus, the Bellman equation
can be written as

(r+X)eX = QL —nQ)X + mXe+ /\W
(r+NeX = Q(1 —nQ)X (1+ T_M) 4 Xe

(A= e = QU - Q) (FEA 1)

QU —nQ)(r+A—p2) _
= (r—p2)(r+ X —p1) = Q1 —n@)A

— r+A—p

By using this expression, the value of the firm is derived if the regime is in state 1. This is
given by
Vi(X) = max (Q(l —nQ)AX — 5@)

Applying FOC to obtain the optimal investment quantity yields

avl(Xv Q)
0Q
(I=2nQAX —6=0

Qi) = - (1 %)

=0

Furthermore, the SOC is
—2nAX <0

as 1, A and Xy are bigger than zero. Hence, the FOC yields a global maximum.
The value of the firm at the moment of investment given that the regime is in state 1 and
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that the firm optimizes its profits is

Vi(X) = Q1(X)(1 —nQi(X))AX — Q7 (X)
_2177(1 A(SX)<1_”277 1—)>AX 5277 1—%)
(3G )l a)
4n(AX 5)(1+%) 25+2175AX
1 WAX 262 (10)

—— (AX — 0)(AX +0) —

= IAX AX T Aphx
(AX)2—6% 20AX 202

=T AX dpAX | dnAX

_ (AX)? —26AX + 67

dnA X
_(AX — 5)?
 4ApAX

Like the value of the firm at the moment of investment, the value of waiting is different in
the two regimes. Hence, two distinct investment triggers corresponding to the regimes are part
of the investment decision instead of the investment decision consisting of one investment trigger
and one investment capacity in the no-switch model.

Furthermore, the value of waiting cannot be derived immediately as there are two cases: a
new state that stimulates investment and a new regime that discourages investment because the
Bellman equation changes at some values of the stochastic process. These instances are studied
in the upcoming segments and determine the investment decision.

4.1.1 Investment Discouraging New Regime

The case where the new regime discourages investment has a region where the firm waits with
investing and a region where it invests. The value of investing is given above, whereas the value
of waiting is different from the previous models. The case that the new regime discourages
investment is studied. This condition results in the investment trigger in state 2 being bigger
than the investment trigger in regime 1: X5 > X}. The subscript denotes the state the firm is
in.

In this case, the regime may switch with rate A\ in the waiting domain and the value of
waiting becomes F5(X). Hence, the Bellman equation is now

rkh = ,ulXFl—l— O‘lXF —l—)\(Fg—Fl)
(r+\F=mXF + U%XQ "+ ABX“

Since X5 > X7, the above-defined expression always holds. The value of waiting in regime
1 does not change as X; passes X; because the firm has already invested if it would still be
in regime 1. Hence, the jump in regime while the firm waits with investing can only be from
waiting to invest to waiting to invest. The firm never immediately invests if a regime switch
occurs in this case.

To find the solution to this differential equation, the homogeneous solution to the problem
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is derived first:

(r+ N\ F =mXF| + 01X2F
Let Fy(X) have the form AX?. Substituting this form into the Bellman equation results in
(r+ NAX® = XFAXP ) 4 JoIX26(5 — 1)1 X7
r+A=mpf+ %U%ﬁ(ﬁ —1)
rtA- /ﬁlﬁ—*a BB—-1)=0

Hence, f solves for g(8) = 0, where g(8) =r+ A — u18 — %a%ﬂ(ﬁ —1). Note that there are 2
possible ’s: a positive and a negative. So the homogeneous solution to this differential equation
has the form Fy(X) = A; X7 + Ay X5 where 81 and (3, are the positive and negative solution

to g(B) = 0.
To find the particular solution to the differential equation, it is assumed that the particular

solution has the form A3 X“. Working this out yields
1
(T + )\)A;},Xa = ulaAgXa + 50’%0&(@ — 1)A1Xa + ABX“
1
(r+A) =pwma+ 50%0{(0{ — 1)+ AB/A3

1
AB/A3z = (r+ ) — o — iafa(a -1)

\B A
Az = TS = B
r4A—ma—Lotala—1)  g(a)

Where « and B are derived using the parameters in the second regime. Therefore, F}(X) =
A1 XPr4 Ay X P2+ A3 X . Furthermore, the boundary condition F} (0) = 0 has to hold. Therefore,
Ay =0 and Fy(X) = A1 X5 + A3X®. As the smooth-pasting and value-matching conditions
are applied, the following system of equations is obtained

{F1(Xi‘) = Vi(X)

OF (X) _ 8V1(X)‘
0X X=X 0X X=X}
o _ (AX7—0)?
{Al(Xl)’Bl + (a)B(Xl)a = W ) (11)
%\ 31— A a— A 0
BrAUXD T 4 gy B = 4 — macxe
A *\o (AX}—96)?
A(Xp)P + 5ty B(XT) —W i
BLAL(XDM + 25 BXT)* = T4k — i

The solutions for A; and X{ are obtained by solving the system numerically as the system has
5 different powers of X in its terms and applying substitution does not result in an explicit
expression. ()] is found by substituting the investment trigger into the optimal investment
capacity function. Below is a plot of Vi(X), Fi(X), and the investment trigger Xj for an
investment discouraging new regime. Here, X{ = 0.0170 with Q] = 7.9813 and X3 = 0.0176
with Q5 = 7.7257 for the parameter values described below the figure.
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Figure 3: Plot of the value of waiting and the value of the firm at the moment of investment
in both regimes as a function of X with parameter values: p; = 0.08, uo = 0.06, o1 = 0.05,
00=0.1,r=0.1, A=0.1,6 =0.1 and n = 0.05

4.1.2 Investment Stimulating New Regime

It may also occur that the investment trigger in the second state is lower than in the initial
state, i.e. X5 < X7{. This results in a potential situation where X5 > X; < X7 and the firm
waits with investing because it is still in state 1. A state switch in this region will result in an
immediate investment by the firm with a certain optimal capacity Q)5 corresponding to the level
of X;. Therefore, the value of waiting has two different differential equations: one where the
state switch occurs when X; < X3 and the firm waits with investing, F thus jumps to Fs, and
one where a switch causes the firm to invest immediately, so F} jumps to V5. The latter takes
place if X5 < X; < X7. This region is called the transient region, like in the paper by |Guo et al.
(2005).

With a similar derivation as in the section for a discouraging new state, F;(X) = A; X" +
A3 X if X € [0, X2) is found, where 31, A3, and « are the same as in the case for a discouraging
new regime because the differential equation remains the same in this region for X. However,
Ay is calculated differently.

To find A;, the value of waiting in the initial regime for X; > XJ has to be defined. As
stated above, a regime switch in the transient region results in an immediate investment by the
firm. Therefore, the Bellman equation is adjusted to include a regime switch in the transient
region:

PRI(X) = X F{(X) + 2ol X2F(X) + A(Va(X) = Fa(X))
(r+ NF(X) = i XF{(X) + 503 X2F{(X) + AV3(X)

To solve this differential equation, the homogeneous solution is found first. It is derived by
solving

1
(r+ANFi(X)=mXF/(X)+ §U%X2F1”(X)

Hence, it is assumed that the homogeneous solution has the form HX€. This results in the
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following equation
1
(r+ NHX = XeHX ! 4 50%)(26(6 —1)HX?
1
(r+MHX = pneHX + 50’%6(6 —1)HX®

(r+X) = pue+ éa%e(e —1)

Therefore, € solves g(e) = 0 for g defined like in the case for the discouraging new regime.
Two es are obtained that are equal to $; and (o from the previous section and the homogeneous
solution has the form H; XP' + Hy X P2,

Now the particular solution to this differential equation has to be found. The case for a
fixed capacity, say K, is studied first to understand the intuition behind finding the value of
waiting in the transient region. Since the value of the firm at the moment of investment is now
a linear function with respect to X, the assumed form of the particular solution is also linear in
X: aX + b. In this instance, the differential equation would be

(4 N)(@X +b) = i Xa + 2072 0 4 A(TEZIX gpey
2 T 2
K(1-nK)X
(T+)‘—H1)CLX+(T+)\)b:)\(M_5K)
T 2

This step results in a = m

(aX + b) of the differential equation.
However, the investment capacity is not fixed but flexible. It optimizes the value of the

K(1—-nK)and b= —T%\M( for the particular solution

firm at the moment of investment. As shown at the beginning of this segment, the optimal
investment capacity in state 2 is a function of X. Substituting this investment capacity results
in V2(X) being a polynomial in X of the form aX + b+ §. The relation between V5(X) and X
is thus not linear, like in the constant capacity case.

Moreover, the firm does not only have 1 or 2 investment triggers but also an investment range
in the transient region. Consequently, the firm has a region of optimal investment capacities
that is mapped by the transient region. Therefore, the expression of the value of the firm at
the moment of investment in regime 2 for different X; has to be substituted into the differential
equation to include this flexibility.

The particular solution is expected to have a similar polynomial form as V5(X) with respect
to X. Hence, the particular solution to the differential equation is assumed to have the form
aX + b+ ¢/X. Substituting this expression into the differential equation yields

_ _ 1 _ (X —8(r — p2)?
X XY =mX(a—eX )+ -0iX? % 2% cX 3
(r+XN@X+b+cX ) =mX(a—c )+201 x 2% c +A X0 )
- X% = 20(r — po) X + 0*(r — p2))?
_ 2 1_
(r+AX—p)aX + T+ Nb+(r+ A+ p —oi)eX )\( IXn(r — ) )

A Y _ P (r—p2)
W) 0= T oty and ¢ = g o
value of waiting is

Hence, a =

are found. Therefore, the

AL XP + A X if X e [0, X
Fl(X :{ 1 + As 1 [7 2) (12)

Hi XPt + HyXP2 + aX +b+c/X if X € [X3, XT)

Since F(X) is continuous and continuously differentiable, the continuity conditions for the value

27



of waiting in state 1 at X have to hold:

lim F1(X)= lim Fj(X)
X1X3 XX}
lim 78%)(()() — lim 20X
X1X3 XX}

ALXSPY 4 A5(X3)* = Hi(X3)P + Hy(X
BrAL(X3)P T+ aAz(X3) ! = B H (X

)2 +aX5+b+c/X3
Yl By Hy(X5) +a—c/(Xp)?2 (1)

N %

N %

ALXSP 4+ A3(X3)* = Hi(X3)P + Hy(X3) + aXi + b+ /X3
B1ALX3)" + ads(X3)* = BLH1(X3)™ + B2 Ha(X5)™ + aX3 — ¢/ X3
However, this system cannot be solved as of yet, because the system has 3 unknown variables
and 2 equations. Therefore, to find the investment trigger, the value-matching and smooth-
pasting conditions at the moment of investment in regime 1 are included. These conditions
are

{Fl(Xf)ZVl(Xi‘)

apl(x)‘ _ 8V1(X)‘
OX Ix=xy X lx=x;
*_ S\2
Hy(X)P + Ho(X7)% + aXf +b+ o/ X = UTHSE 14
* — * — * 2
BLHL(XT)! 1+ BoHo(XT)P 7! +a— ¢/ (X])? = 4 — 477A((SX1*)2
. . . (AX—0)?
Hy(XD)P + Hy(X7)% + aXf +b+ /X7 = 477/1\X1*)
* * * * AXT
BiH1(X])7 + BoHa(X7)% + aXf — ¢/ X = Tk - 4n1€Xf

Since the only additional unknown variable is X7, the system is perfectly identified as the
continuity conditions are included. It can thus be solved numerically to find X]. Hence, the
investment trigger in regime 1 can be determined. Below is a plot of a numerical solution to
this system of equations to find the investment decision.

v, %)
FLx)
v, %)
FL0%)

— — —Investment Trigger in Regime 1
— — —Investment Trigger in Regime 2

Value of the investment and waiting for investment

0.01 0.015 0.02 0.025 0.03 0.035
Value of Stochastic Process )(t

Figure 4: A plot of the value of waiting and the value of the firm at the moment of investment
in both regimes as a function of X with parameter values: p; = 0.02, uo = 0.06, o1 = 0.25,
o9=0.1,r=0.1, A=0.1,0 = 0.1, n = 0.05
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For these parameter values, X{ = 0.0250 and X35 = 0.0176 are found. However, determining
the investment capacity is different as the firm has two investment triggers and an investment
range. Hence, in the next section, the different investment capacities are studied.

4.1.3 Analysis of the Investment Capacity

Next to these investment triggers, the firm also invests if the stochastic process, X3, is between
X5 and X7 and a switch occurs from regime 1 to regime 2 if the new regime stimulates investment
and the initial regime discourages investment. Hence, the firm invests with an investment
capacity given by Q3%(X;) for a level of X, if a switch occurs in the transient region.

Since X; € [X3,X7), and Q5(X) is strictly increasing in X, the investment capacity has
a range bijectively mapped by the investment triggers. Therefore, there are three interesting
investment capacities to analyze: QF = Q7(X7), Q5 = Q5(X3), and Q; = Q5(XY). The
investment range is determined as follows Q% € [@Q3, Q;) For the example for the parameters
in Figure 4 Q7 = 7.9393, Q5 = 7.7257, and Q' = 8.3972.

The investment capacities, 7, Q5 and QIQ, are studied below. From basic analysis, it can
be shown that

U X7
1 5(T_M2) *
— (1= =
:>2n( X; ) @
and if g1 < po
A= 4+ A= 2
(r—p2)(r+A—p)
r+A—
(r—p2)(r+A—p)
1
T = M2
or if puy > ps
A~ T+ A — U
(r—p2)(r+A—pm)
r+A—
(r—p2)(r+A—p)
1
T = M2
Thus,

>ﬁ@—x%)=Qﬁﬂm>m
<i@—x%)=Qﬁﬂm<m

Therefore, it always holds that Q3 < QIQ, and Q; > Q7 if pe > py or QIQ < Q7 if po < .

29



Now rests the comparison between )7 and Q5.

Yet, the analysis of the investment trigger is done first as the thresholds imply the investment
capacities. In Figure[p| whether the investment model follows a stimulating or discouraging new
regime is computed. Computation is applied because of the absence of an explicit expression
between the investment triggers and parameters of the model. Nevertheless, the parameters do
affect the value of investing. Namely, an increase in (one of) the drift parameters increases A.
Hence, an increase in Ay does not universally increase A. However, since p; is constant in the
example, an increase in Ay corresponds to an increase in po and thus an increase in A. An
increase in A results in a higher value of the firm at the moment of investment in regime 1 as

oVi(X) 9 XA ¢ 52

o oA 4y 27 T IAX)

X 62
n  AnA2X
X x?
g AnX

This inequality holds because the investment trigger has to be larger than §/A as otherwise,
the investment capacity is negative. Hence, an increase of A increases the value of the firm at the
moment of investment. However, like in the no-switch models, the value of waiting is affected
by the volatility and the drift of the stochastic process. Therefore, the investment triggers are
also affected by these parameters, like in the model of [Huisman and Kortl

From an intuitive view, an increase in volatility increases the value of waiting and therefore,
the investment trigger, whereas the value of the firm is not affected. Yet, the effect of the drift on
the investment trigger is unknown as both the value of waiting and the value of the firm increase
as the drift increases. Only an implicit function is derived for X{ from ¢ and p contrary to the
model from Section 2] Whether the investment trigger in regime 1 is smaller or bigger than in
regime 2 is thus computed numerically using the system of equations described above. Doing
this yields Figure [5] below.

Figure || illustrates that a Ao < —0.005 always results in an investment stimulating new
regime. Therefore, lower volatility in the relationship between price and capacity in the second
regime causes the investment trigger to decrease with respect to the investment trigger in regime
1 as the value of waiting decreases.

The effect of Ap is not monotone as is expected. An increase in Ap for Ay < 0 and
Ao € (—0.1,0.3) results in more investment-discouraging new regimes. However, for higher
values of Ay, an increase in Ay results in more investment stimulating new regimes. This result
suggests that the relationship between Ap and Ao to determine whether the new regime is
investment stimulating or discouraging is not monotone.

Similar to the investment triggers, an explicit expression for the investment capacities is
absent. Therefore, to determine whether () is bigger than ()2 or vice versa, the investment
capacities are computed numerically. In Figure[6] whether the investment capacity in the initial
regime (Q7) is bigger or smaller than in the second regime (Q%) is computed for the same values
for the parameters as in Figure
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Figure 5: Plot of where X7 is bigger (here the open dots and denotes the investment stimulating
new regime) or smaller (here the filled dots and denotes the investment discouraging new regime)
than X3 for different values of Ay and Ao with parameter values: p; = 0.05, p2 = 1 + Ap,
01=01,00=01+ A0, r=0.1,A=0.1,§ =0.1, n =0.05
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Figure 6: Plot of where Q7 is bigger (open dots) or smaller (filled dots) than Q3 for different
values of Ay and Ao with parameter values similar to the example in Figure

Analyzing the region where Q)3 is bigger than @7, a higher value of Ao allows for lower values
of Apu. This coincides with a higher value of o9 with respect to o1 causing the value of waiting to
increase in regime 2. Hence, the firm in regime 2 now invests later and with a relatively higher
investment capacity than in regime 1. This results in a higher investment capacity for regime 2
compared to a similar model but with lower oy. Similarly, increases in Ay (and thus increases
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in o) increase the investment capacity in regime 2.

Intuitively, an increase in the drift of the stochastic process increases the NPV of the in-
vestment. The firm profits from this increase in NPV by increasing its investment capacity.
Furthermore, from basic option theory, an increase in the volatility of the investment increases
the value of waiting, while the value of investing is not affected by this change in volatility. This
causes the firm to invest later and therefore with a higher investment capacity as the firm is in
a better position if it invests. Both these effects are present in Figure [6] where the relationship
of Ay and Ao on which investment capacity is bigger is monotone.

In conclusion, a higher drift of the stochastic process in regime 2 compared to the drift in
regime 1 increases both the value of investing and the value of waiting. The drift rate thus affects
the investment trigger non-monotonically for different values of the volatility of the investment
as whether the effect of the drift rate on the value of waiting is bigger than on the value of
investing is unknown. This is in line with the results of Balter et al.| (2023)), who found that the
drift has a twofold effect on the timing of the investment in a single-switch model.

An increase in the volatility of the investment postpones the investment as only the value
of waiting increases. Moreover, the net effect of a higher drift in a certain regime results in a
higher investment capacity in that regime 2 compared to the investment capacity in the other
regime and an increase in volatility also increases the investment capacity. These conclusions
are in line with the findings of Huisman and Kort| (2015)) in the model without switching but
without regime switches of the stochastic process.

4.2 Continuous Regime Switch Model

The previous model can be applied in several fields. The single-switch models can for instance
allow for the analysis of the life cycle of products (Balter et al., [2023)), where the change in
the drift of the Brownian motion is from a positive drift rate to a negative drift rate. Balter
et al.| also studied the case where the investment can only take place before the regime switch.
Therefore, they have a different value of waiting in this instance than the one derived in Section
and they could find a closed-form solution for the investment trigger and investment capacity.

However, the single-switch model also has shortcomings as it does not allow for a switch back
to the initial state. A real options model that allows for continuous switches between states can
be used to analyze the effect of geopolitical unrest as the tensions between two countries rise and
subside continuously. To model geopolitical unrest, the firm has a state in which the investment
has a higher volatility and lower drift during periods of turmoil and another state in which
the two countries are on friendly terms and the stochastic process has a higher drift and lower
volatility. Therefore, a model that allows for continuous switching between two states is derived
in the upcoming part.

The changes in state are defined as a Markov process with two states with a rate matrix
Q= l_)\)‘zl _)‘;\2] . Hence, the probability matrix P = I + Qdt for an infinitely small increment
dt.

4.2.1 Derivation of the Value of the Firm at the Moment of Investment

From here the value of the firm in regime 1 and regime 2 is derived using the same assumptions
as in Section and that the firm knows which regime it is in. Similar to the NPV of the
investment of the firm in regime 1 in the single switch model, a system of equations is obtained
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using the Bellman equation for R;(X) and Ra(X) respectively. These are

rRi(X) =Q( —nQ)X + mXRi(X) + 30f R{(X) + Mi(Ra(X) — Ri(X))
rRy(X) = Q1 —1Q)X + 2 XRy(X) + 503 R5(X) + Ao (R1(X) — Ra(X))

Since the revenue is linear with respect to X in the model of [Huisman and Kort|and X =0
results in R;(X) = 0, the revenue at the moment of investment is assumed to be R;(X) = b, X.
Therefore, substituting this expression for R;(X) into the system of equations yields

1
(r+ M0 X =Q(1 —nQ)X + 1 Xb + 50% %0+ A\ bo X

(r+ A —p)hi X =Q(1 —nQ)X + A X
Q(1 —nQ) + A1by

b =
! r+ A —m

Similarly,

Q(1 —nQ) + A2by

bo =
2 T+ Ay — po

Substituting this into the formula for b; gives

QU1 — Q) + A 2@ty
A —m
(r+ X2 — p2)Q(1 — Q) + A (Q(L — 1Q) + Aob1)

(r+ X —p1)(r+ Ay — p2)

(T + A= ul)(r + Ay — ug)bl = Q(l — nQ)(T + A+ Ao — uz) + A1 \aby
QUL —nQ)(r + A1 + A2 — p2)

(74 A1 — p1) (1 4+ Ao — p2) — A Az

=MQ(1—nQ)

by =

by =

by =

_ r+A1+Ao—po
where Ay = (r+X1—p1) (r+da—p2)—A1 A2
r+A+Ao—p Th
. Thus,

Similarly, by is derived with by = A2Q(1 —n@) and Ay = (ESYETRIES v

Ri(X) = AQ(1 —n@Q)X

with A; r+A+Ao—p1 —po+p;

T (r i —p) (rHA2—p2) — A A2
Therefore, the value of investing in the two regimes is

Vi(X) = Ri(X) = 6Q = MQ(1 —nQ)X — 6@
Va(X) = Ry(X) —6Q = A2Q(1 — Q)X — 6Q

Using FOC yields the optimal investment capacity for any level of the stochastic process, X.
This step yields

Vi(X) _
dQ
1)
L=2e =3y
e 1 5
Q(X) = %(l— A1X>
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The SOC is
—277AiX <0

because n, A;, and X are greater than zero. Hence, the FOC yields a global maximum.
The derivation for the value of the firm at the moment of investment given X is similar to
the one in the single switch model, but now with A; instead of A. This is

(A X —6)?

(15)

4.2.2 Derivation of the Value of Waiting

Using the Bellman equation, a system of differential equations is derived for the value of waiting
in regime 1 and regime 2. For the sake of notation, regime 1 is the investment-discouraging
regime, and regime 2 is the investment-stimulating regime. I.e. the investment trigger in regime
1 is bigger than in regime 2 (X5 < X7). The starting regime does not depend on whether it is
in an investment-stimulating or investment-discouraging regime. The starting regime can thus
be any of the two regimes. Moreover, it is assumed that the current regime is known to the firm.
Therefore, similar to the single switch model, in regime 1, the value of waiting is

1
rF(X) = mXF/(X)+ 5U%XQ}«]”(X) + M (F(X) - Fi(X)) if X €[0,X3)
1
rF (X)) = mXF/(X) + 5U%XQ}«]”(X) + M (WB(X) - (X)) if X € [X3,X7)
and in regime 2
1
rFy(X) = ue X Fy(X) + §U§X2F§’(X) + A (F1(X) — Fy(X)) if X €[0,X3)
Hence, if X € [0, X3), the value of waiting should satisfy the following system of equations
1
(r+M)FL(X) = mXF{(X) + 5o—%X%F{’(X) + M Fp(X)
1
(1 + M) Fo(X) = uo X Fy(X) + §J§X2F§’(X) + M Fi(X)

Finding a solution to this system of differential equations is different from the single-switch
model as the regime can also switch back to the previous regime. Therefore, a different approach
is used.

Say a homogeneous solution of the differential equation for F; has the form A1 X" and for
F5 has the form A X2, where 4 # 72. The corresponding particular solution for F5 has to
be of the form By X7 and the corresponding particular solution for F} has to be of the form
B1 X", Therefore, the particular solution of the differential equation for F5 solves for

1
(r + X2) Bo X7 = poy1 Bo X7 + 50532)(%71(71 — 1)+ XA X"

1
T4+ Ao = pom + 205y (1 — 1) + AaA1/Bo

2
1
T+ A2 — poy1 — 50571(71 —1)=XA1/B,
A
By = — 2
92(71)

where g;(8) =7+ X\ — w8 — %af B(6 — 1). Using this result to find the homogeneous solution
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to the differential equation of F} yields

A2

1
(r+ M)A X" = iy AL X" + Zoiy(n — DA X + N A XM
2 g2(71)
1 A A2
r+A = + ~o? —1)+
1=t g iy —1) 2000)
A1 A2
g1\M)=——=
(n) g2(71)

g1(71)g2(m1) = A2

Similarly, g1(72)g2(72) = M A2 and By = ﬁflg. Since %ZZ) = 92)(‘%), Ay = %Bl (Note
that this only holds if \; # 0 for ¢ € {1,2}). Therefore, the solutions to the differential equations
are found in the region X; € [0, X3), with 71 and 2 being solutions to g1(7)g2(7) = A\ Ag.

Furthermore, as the boundary condition, F;(X) = 0 for X = 0, has to hold, v; and 2 are
positive and different solutions to the polynomial. Thus, in the region X; € [0, X), the following

value of waiting in the two regimes are defined as

Fl(X) = A X"+ B X"

A9 A9
X'\/l +
ga(y) g2(72)

16
BLx (16)

Fy(X) =

This result is in line with the findings of |[Luo and Yang (2017)) and their continuous regime
switch model for contingent claims.

Now the value of waiting has been defined in the region for X; € [0, X3) for both regimes.
The value of waiting for X; € [X3, X7) has still to be defined. In this region, only the value of
waiting in regime 1 is analyzed because the firm has already invested if the firm is in regime 2
as Xy > X5. F has the following differential equation:

(7 + AFL(X) = i XE(X) + 302 X2E(X) 4+ M Ta(X)
The homogeneous part of the solution for F} solves
(r+M)FR(X)=mXF(X)+ %O‘%X2F1”(X)
Hence, the guess for the homogeneous solution of F is of the form HX?. This gives
(r+M)HX? =y pHXP + %J%B(ﬁ —-1)HX"
(r+ M) = i+ 30?658~ 1)

Therefore, [ is the solution to g1(8) = 0. This yields 2 solutions for 8: 1 and f2. The
homogeneous solution to this differential equation is thus H; X Pit HyXP2,

To find the particular solution to this differential equation, the same approach is used as in
the single-switch model with an investment-stimulating new regime. The firm has a transient
region where it would invest in regime 2 but has not invested yet in regime 1. Hence, the
investment capacity does not only correspond to one investment trigger but is flexible to include
investing in the transient region at the moment of a regime switch. By removing the dimension
of the investment capacity in the value of investing, the value of investing becomes a polynomial
of the form aX + b+ ¢/X. The guess of the particular solution of the differential equation has
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thus the form aX + b+ ¢/X. Substituting this expression into the differential equation gives

(r+ A)(@X +b+eX™1) = X (a— eX )+ 07Xk 2eX 7 + 5 B2 X 0
2 AnAe X
(T+ A1 — Nl)a = /\1272]
5
(T+>\1)b: _)\1%
52

(r+ A1+ 1 —0%)0:)\1477—/\2

a = A1Ag — M Ao

dn(r+di—p1) — g1(1) 4n

_ M _ _ M 6

T 2n(r4+A) T 91(0) 2
c 162 A1 5?2

= 477A2(T‘+)\1+M1*0'%) = g1(—1) 4nAo

Thus the particular solution to the differential equation is also found. F;(X) on the domain
X € [X3,X7) is defined as

Fi(X)=H X" + HyX? +aX +b+¢/X (17)

F;(X) is continuous and continuously differentiable. Hence, the same continuity conditions
for F1(X) as in an investment-stimulating new regime in the single switch model have to hold:

2

XTX;
lim 2000 — jiy 281K
xXtx; 09X XX}

AL (X3)" + Bi(X3)? = Hi(X3)P + Ha(X5)72 +aX5 + b+ ¢/ X5 (18)
V1AL (X3 4+ e Br(X3)2 7 = B1HL(X3) T 4 B Ho(X3)P2 7 + a — ¢/ (X3)?

AL (X3)™" + Bi(X3)? = Hi(X3) + Ha(X3)7 + aX3 + b+ ¢/ X3
Y1 AL(X3)" 4+ 72 B1(X3)72 = B1H1(X3) + B2Ho(X3)72 4+ aX5 — ¢/ X3

4.2.3 Finding the Investment Trigger and Optimal Investment Capacity

Implicit expressions for the investment triggers in the two regimes are derived together with two
equations (the continuity conditions for F3(X) in Xj) with six unknowns (A1, B, H1, Ha, X7,
X3). Therefore, if the smooth-pasting and value-matching conditions in the two regimes are
included, four extra equations are obtained and the system is perfectly identified. Therefore,
the smooth-pasting and value-matching conditions in regime 1 and regime 2 are used. These
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conditions in regime 2 are

Fy(X3) = Va(X3)
8F2(X)‘ _ 6V2(X)’
X |y_x; X | x_x»
(A2 X% —6)2
{gzwnAl(Xﬁ“ T Bl B X3 = SR
* -1 _ A 5?2
92(71)71A1(X2) t+ gz(’m)’mBl(X?w2 BRI e
 (MaX3-0)?
{ 92(“/1) A(X3)m (“12) Bi(X3)™ 4277A22X5
Ao X% 52
92(71)71A1(X2) (‘Yz)fy2Bl(X2)72 - % Bz
These conditions in regime 1 are
Fi(XT) = Vi(XY)
8F1(X)‘ _ 8V1(X)‘
OX  Ix=xy X=X}
* * * * A X7—0)?
Hi(X7)P + Hy(X7)? + aXi +b+ /X = ( 4177/\11)(1*)
* — * — *\ — 2
BLHI(XT)I 7+ BoHo(X7)P ! +a— e/ (X7) 2= 4 — 477/\16(X1*)2
N " " " A1 XF—6)2
Hy(XT)% + Ha(X])? + aX{ +b+c/XT = (lilln)fngf)
* * * * i 2
BiHI(XT)™ + BoHa(XT)P +aX{ — ¢/ XT = =+ — 477131)(;

Hence, the full system of equations is

A (X)) + By (X3)
AL (XS) + 72 B (X3)7?

_ (AaX3-6)?
AnAa X5
AQX 52
an AnAe X5

A *
gz(%) A (X)) + 92(W2)

Gy AL +

By(X3)"
Y2 B1 (X2)

92 (72)

(A1 X7—6)?

Hy(X7)P + Ha(XT)% + aXi + b+ ¢/ X{ = opss

BirHy(XT)Pt + BoHo(XT)%2 + aXf — ¢/ X{ =

I

A1Xf 52
dnh X7

= H1(X3)% + Ho(X3)? +aX5 +b+c/ X3
= B1H1(X3)P + BoHo(X3)?2 + aX3 — ¢/ X}

This system of equations for certain parameter values is computed using Matlab

lowing graph is obtained.
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Figure 7: Plot of the value of waiting and the value of the investment in both regimes for a
continuous regime switch model as a function of X with parameter values: p; = 0.02, pus = 0.06,
01 =0.15, 09 =0.1,7=0.1, \; =0.2, A\ = 0.1, § = 0.25 and n = 0.05

Using the investment triggers, the optimal investment capacity is obtained using the formula
for Q7 (X). For this example, X7 = 0.0474 with Q7 = 7.0189 and X35 = 0.0425 with Q3 = 7.0277,
and the upper bound of the investment capacity in the transient region: Q’Q = 7.3327. Similar
to the single regime switch model, the investment decision is studied for different parameters
of the stochastic process. For the relation with )5, the definition of the investment triggers is
used: X{ > X3. Hence,

Q)= Qu(xD) = 3-(1- )
1 5 .
%(1 - m) = Q3

Therefore, the upper bound of the investment capacity in the transient region is always
bigger than the investment capacity at the trigger in regime 2. Furthermore, to determine the
relation between ()7 and QIQ, the relation between A; and As is analyzed first. This relation is

r+ A+ A — o

A =
T M = ) (e — pa) — A
r+ A+ A — )
A< = Ay if pg >
L (’f‘—i—)\l—ul)(T—f—)\Q—/Lg)—)\l)\g 2 12 a
A Ay —
AL > T+ AL+ A2 — U1 — Ao if 1o < i1

(P4 A1 — p1)(r 4+ Ao — p2) — A1 A2

Consequently, the upper bound of the investment range is

Q= Qa(x) = - (1 )

M\ A X
/ 1 J .
Q2>%(1—m)lelfA1<A2<:>,U/2>/11
/ 1 4] . .
Q2<%(1—m)lelfAl>A2<:>M2<H1
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Hence, it depends on the drift of the stochastic process whether the upper bound of the
investment capacity range is bigger or smaller than the investment capacity at the investment
trigger in regime 1. Now it rests to analyze which sets of parameters the regimes are investment-
stimulating or discouraging and when the investment capacity in one regime is bigger than
the investment capacity in the other. Below is a scatter plot of which regime is investment-
discouraging and which regime is investment-stimulating. In this plot, the subscripts denote
the parameters of the particular regime. This does not imply that regime 1 is always the
investment-discouraging regime and regime 2 is the investment-stimulating regime.
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Figure 8: Scatter plot of which regime is investment-discouraging or investment-stimulating for
parameter values: pu1 = 0.05, po = u1 +Ap, 01 = 0.1, 00 = o1+ Ao, r =0.1, A\; = 0.2, Ao = 0.1,
0 =0.25 and n = 0.05

First, it was not possible to find solutions for pus = 0 and oo € [0.015,0.03] in Figure
Because the system consists of nonlinear equations for which guesses are used to determine
which regime is investment-stimulating, the software may not always yield a viable answer.
Therefore, this omission of solutions is treated as an area where definitive conclusions about the
model could not be stated and the remainder of the plot is emphasized.

In the remainder of the figure, a non-monotone relationship between the parameters is de-
tected in determining which regime stimulates investment (i.e. X7 > X Jfori#j ). There is a
lower bound for the value of Ac and thus o9 for which Regime 1 is investment-stimulating. This
implies that an increase in volatility of the stochastic process in regime 2 causes the investment
trigger in regime 1 to decrease with respect to the investment trigger in regime 2.

Furthermore, an increase in po does not lead to regime 2 becoming the investment-stimulating
regime as for po = 0 and o9 = 0.105 regime 2 is the investment-stimulating regime, but for
pe = 0.04 and o9 = 0.105 regime 1 is investment-stimulating. This can be explained by the
twofold effect of the drift of the stochastic process as a lower drift decreases the NPV of the
investment but also the value of waiting. Therefore, it depends on which effect of the drift is
bigger.

Apart from the analysis of the investment trigger, whether the investment capacity at the
trigger in regime 1 is bigger or smaller than the investment capacity of the trigger in regime 2
is also studied. Figure[Jis a scatter plot of this with similar parameters as in Figure
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Figure 9: Scatter plot of whether the investment capacity in one regime is bigger or smaller
than the other for parameter values: p1 = 0.05, o = p1 + Ap, 01 = 0.1, 09 = 01 + Ao, r = 0.1,
A1 =02, Ay =0.1, § = 0.25 and = 0.05

Similar to Figure [§] there is a gap in the figure for the same set of parameters because the
software is not able to find solutions to this set of parameters. This area is treated identically
to the same area in Figure [8) as no information is available in this part of the plot.

Moreover, contrary to the investment capacities in the single switch model, the effect of the
parameters on which investment capacity at the triggers is bigger is not monotone. Namely, for
o9 = 0.145 and p = 0.01, Q7 > @5 and sufficiently large increases or decreases in the drift of
regime 2 cause (5 to increase with respect to ). This may occur as the effect of the drift on
the investment trigger is twofold and thus the effect on the investment capacity at the trigger is
also twofold.

However, as the effect of p9 for larger values is analyzed, 5 increases compared to Q7 if o
increases. Therefore, an increase in the drift in regime 2 of the stochastic process causes the
firm to invest with a higher capacity at the investment trigger for this regime. Additionally, a
higher value for volatility in regime 2 causes the firm to also invest with a higher capacity for
that particular regime. Therefore, increases in the expectation of the revenue of the firm make
it invest with a higher capacity to profit from this more favorable state. Furthermore, the effect
of an increase in volatility has a similar explanation as in the single switch model, because now
for higher values of volatility, the firm invests later and thus with a higher capacity. Hence, the
drift rate and the volatility in the two regimes still affect the investment decision.

4.3 Investment Decision for different Regime Switch Rates

Apart from variable parameters of the Brownian motion in the different regimes, the effect of the
regime switch rates is also studied as these affect the investment decision. In Table[T]and Table
the investment decision is computed for different regime switch rates. Whereas the single
switch model is applied to analyze the investment decision using the product life cycle theory,
geopolitical unrest and business cycles are in line with the continuous switch model. Therefore,
the continuous regime switch model is analyzed in particular for various regime switch rates.
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Analyzing the output of Table [2] an increase in A1 causes both investment capacities at the
triggers (Q% and Q%) and the maximum investment capacity for the investment range (Qy) to
increase and an increase in A9 leads to decreases in all investment capacities. The reason for
this is that an increase in A; relative to Ao increases the long-term probability of being in the
more profitable regime 2. Therefore, to capitalize on this increase in net present value, the firm
increases its investment capacity universally. Likewise, an increase in Ao, relative to A; increases
the long-run probability of being in the less fruitful regime 1 and the firm lowers its investment
capacity. Hence, the long-term perspective is the most important in determining the investment
capacity. A reason for this result is the lumpiness of the investment as the firm can only invest
once with a certain capacity.

The effect of the regime switch rate on the investment trigger is not monotone. In Table
the investment triggers increase for increases in A1 except for the investment trigger in regime 1
if Ao = 0.2. In this anomaly, if \; > 0.2, increases in A\ coincide with decreases in X7. A similar
phenomenon is observed for As, where an increase in Ay does not universally correspond to a
decrease in the investment trigger in regime 2. For instance, if Ay = 0.2, X does not decrease
for higher values of \o. However, higher values of Ay cause the investment trigger in regime
1 to decrease for all values of A\; and higher values of \; jibe with increases in X;. Thus, a
sufficiently low regime switch rate in one regime while the other regime switch rate increases has
a non-monotone effect on the investment trigger in the regime with an increased regime switch
rate.

To study the effects of the regime switch rates on the investment trigger, a plot is made of
the investment trigger against the regime switch rates. In Figure [10|and Figure [11| these graphs
are plotted. From now on with the current and new regimes, this is meant with respect to the
regime switch rate. For instance, the current regime of \; is regime 1 and the new regime of Ay
is regime 2.

0.047
— e L
0.046 / ) |

0.045 §

0.044
0.043
0.042

0.041 1/

0.04

Figure 10: Plot of the investment triggers for variable A\; and Ay = 0.2

In Figure the non-monotone relation between A; and X7 from Table [I] is observed.
Namely, before a certain value for Ay, the investment trigger increases with increases in Aq,
whereafter the investment trigger decreases with increases in A;. A similar but opposite effect
of A2 on X3 is observed in Figure This indicates that the effect of the regime switch rate on
the investment decision in the current regime is twofold.

For low values of the switch rates, the probability that the firm stays in the current regime is
bigger than for higher switch rates. Hence, the firm bases the investment strategy on the current
regime. However, the investment capacity captures the long-term perspective. Therefore, to
include the change in perspective of the investment decision, the investment capacity is adjusted
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Figure 11: Plot of the investment triggers for variable Ao and A\; = 0.2

at the expense of the investment trigger. This result is supported by the effect of low switch
rates on the investment capacity (see e.g. Figure and Figure in Appendix D where
at lower regime switch rates, changes in switch rates coincide with big changes in investment
capacity). At low switch rates, advantageous changes in regime switch rates thus negatively affect
the timing of the investment in the current regime because the firm prioritizes the investment
capacity over the timing.

Higher regime switch rates, on the contrary, cause a faster convergence to the long-run dis-
tribution of the regimes. Hence, the firm does not focus on the current regime as much as for
lower regime switch rates. Now, the firm invests with a long-term perspective instead of em-
phasizing the current regime. Since the investment capacity captures the long-term perspective
but converges as the regime switch rates tend to infinity, the investment capacity can not fully
capture change in NPV (This confinement of the investment capacity is also observed in Figure
BIaland Figure[31d] where higher regime switch rates correspond to small changes in investment
capacities.) Therefore, the change in net present value due to the switch parameters is reflected
in the other aspect of the investment: timing. Now, increases in the advantageous regime switch
rate decrease the current investment trigger. Likewise, the current investment trigger increases
for a higher disadvantageous regime switch rate.

In Figure an increase in \; results in an increase in X;. Hence, the investment trigger in
regime 2 increases as the regime switch rate to the advantageous regime increases. This relation
may result from the effect of A1 on the duration of the firm being in regime 2. A; namely does
not affect the duration of the firm being in regime 2. A; only affects the expected duration of
being in state 1. Since the firm emphasizes the current regime for A = 0.2 as shown in figure
[I0} the change in NPV is reflected in the investment capacity at the expense of the timing. A
similar but opposite effect is observed of Ay on X7 in Figure where the investment trigger is
monotone and decreasing with increases in Ao due to the capacity effect.

To study whether the capacity effect is always leading in the new regime, the investment
triggers in the new regime are plotted for bigger regime switch rates. E.g. if Ao = 2 for a variable
A1, the capacity effect would decrease as the probability of being in regime 2 decreases.

In Figure at lower values for A1, the investment trigger in regime 2 decreases. This
suggests that the NPV effect dominates if Ay is large compared to A;. Therefore, the NPV
effect is also present in X5 if A is sufficiently big. However, if the difference is not sufficient,
the capacity effect dominates. Therefore, the regime switch parameter in a particular regime
determines which effect of the switch rates on the timing of the investment in that regime is
preeminent.
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Figure 12: X3 for variable A\; and A\ = 2

In conclusion, the regime-switch rates affect both the timing of the investment and the
investment capacity of the firm. The investment capacity depends on the long-term investment
strategy of the firm as the firm cannot change the capacity post-investment. Hence, increases
in the advantageous regime switch rates increase the investment capacity and increases in the
disadvantageous regime switch rate decrease the investment capacity.

The effect of the regime switch rates on the timing of the investment is twofold. For small
regime switch rates, the firm is likely to stay in the current regime. Hence, the firm alters
its investment to the current regime. Yet, the investment capacity is based on the long-term
perspective of the firm. Thus, the firm adjusts the investment capacity at the expense of timing
to conform to the short-term perspective. In this case, advantageous changes in the switch rates
increase the investment capacity, and the investment is postponed even though the investment
becomes more profitable. For an increase in the disadvantageous regime switch rate when this
rate is relatively small, a similar but opposite effect is observed. Therefore, for lower regime
switch rates, the so-called capacity effect is preeminent in the timing of the investment.

For large regime switch rates, the investment capacity does not change majorly if the switch
rates change. To capture the change in the net present value of the investment because of the
change in switch rates, the firm adjusts the timing in the current regime. Now, an increase in
the advantageous regime switch rate decreases the investment trigger in the current regime as
the net present value of the investment becomes leading in the investment decision. This effect
is called the NPV effect.

The effect of the current regime switch rate on the investment trigger in the new regime
depends on the switch rate in the new regime as the increase in the current switch rate does
not affect the duration of the firm being in the new regime. However, the switch rate in the
new regime should be large compared to the switch rate in the current regime to overcome the
capacity effect.

Lastly, if both regime switch rates increase simultaneously, the difference in investment
triggers decreases because, for higher regime switch rates, more regime switches occur resulting
in a smaller difference in the value of waiting and NPV at the moment of investment in the two
regimes.
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5 Combined model of lead time and Regime Switching

The central objective of this thesis is to find a real options model that includes both geopolitical
unrest and time to build in the investment decision. In this section, a combined model that
allows for extensions is derived. To derive a regime switch model that includes time to build,
the adjustments from the time to build and regime switch models are combined separately. On
the one hand, including time to build adjusts the value of the firm at the moment of investment
as shown in Section [3] On the other hand, Section [4]illustrates that both the value of investing
and the value of waiting change in the regime switch model. Therefore, the value of the firm at
the moment of investment in the regime switch model is altered to include lead time. Since the
value of waiting depends on the value of investing in the transient region, the value of waiting
is also modified.

Section |3 shows that allowing for a variable time to build does not have a large effect on the
investment trigger and investment capacity as this effect is inferior to the expected duration of
the project. This section will extend the regime switch model to include a constant installation
period of the investment. The model for a variable time-to-build is an extension of the constant
time-to-build model. The stochastic lead time model is also derived in this Section. However,
this model is not analyzed in particular as including a variable time to build corresponds to a
slight adjustment in the constant time to build.

5.1 Net Present Value of the Investment

Finding the net present value (NPV) of the investment is different from the approach in the
previous sections as the regime can switch during the time it takes to install the investment.
Therefore, the firm may be in a new region where it has invested but the investment does not
generate revenues yet: the installation period. In this region, T' > T + s < T + 0. After this
period, the firm is in a different region where the plant is built where T4+ s > T + 6.

If s > 6, the revenue generated by the firm is identical to the value derived in the regime
switch model without lead time as the firm does not have to wait until the investment yields
revenue. The period after the installation period is thus equivalent to the stopping region in a
regime switch model without lead time. Hence, the effect of the installation period on the value
of investing is analyzed in this section because this region is the additional region to previously
derived models.

During the installation period, the Bellman equation is applied to find the NPV of the
revenue in regime i (R;). This gives the following set of differential equations

1
rR1(X,s) = i X Ry x(X,s) + 5(f%)mzLXX(X, s) + Ry s(X,s)
+ )\1(R2(X, S) — Rl(X, S))

1 ifs<6
rRy(X,s) = 2 X Ro x (X, 5) + §U§XQRQ,XX(X, s) + Ry4(X, s)
+ )\Q(Rl(X, S) — RQ(X, S))
rRi(X,8) = Q1 —nQ)X + mX R x(X,s) + %U%X2R1,XX(X7 s)
+)\1(R2(X,8)—R1(X,S)) ifs>0

1
rRy(X,s) = Q(1 —nQ)X + p2 X Ry x (X, s) + §U%X2R2,XX(X> 5)
+ AQ(Rl(X, 8) — RQ(X, S))

Note that an additional term R;¢(X,s) enters the Bellman equation. This term is the
derivative of R; with respect to s and it follows from Ito’s Lemma as the dimension of time has
to be taken into account. Before it was not necessary to include it because only the dimension
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of the stochastic process was present in the equation to determine the revenue of the firm.

5.2 Single Switch Model with Constant Time to Build

Starting with the single switch model with constant lead time results in state 2 being the
absorbing state, like in the single switch model without lead time. Therefore, if the firm is
in state 2, the no-switch time-to-build model from Section [3] can be applied to determine the
investment decision. This makes understanding the derivations in state 1 easier as expressions
for Ry, Vo, F, X5, and ()2 are known.

5.2.1 Derivation of the Value of the Firm at the Moment of Investment

First, the NPV of the revenue in state 2 (R2(X)) is determined. Substituting this expression
into the system of equations yields Ry(X) = AQ(1 — nQ)X for s > 6 because the firm is
in the same region as in the single switch model without lead time. If s < 0, Ra(X,s) =
Wexp((ug —1)(f — s)) as the lead time model without regime switching is applied. This
expression for Ry is substituted into the differential equation for R; (X, s) in the region s < 6:

1
rR1(X,s) = X Ry x(X,s)+ §U%X2R1,XX(X, s) 4+ R14(X,8) + MR2(X, s) — R1(X,s))

1

(r+NRi(X,s) = mX R x(X,s)+ §U%X231,XX(X, s) + Ri4(X,s)

QU —nQ)X
12

r —

+A exp((r — p2)(s —0))

Since Ro(X, s) is a function of the form bXexp(c(s — 0)), the first guess of R; has this form
as well. Substituting this into the expression above yields

(r+ NbXexp(c(s — 0)) = pbXexp(c(s — 0)) + cbXexp(c(s — 0))
A LEZIDE o )5 )

QUTDX o — pa) (s — 0))
H2 —T

Q1 —nQ)
(r—p)(r+X—p—c

(r+A—p —c)bXexp(e(s—0)) = A

b= A

jeap(r =z = )~ )

Furthermore, the boundary condition for s = # has to hold. Hence, b = AQ(1 — n@) and

_ Q1 —nQ) exn((r — 1 — (6 —
AQ(l_nQ)*)‘(r—m)(wr)\—m—c) p((r — p2 —c)(0 —0))
Ao A
(r—p2)(r+A—pm —c
T+ A— o _ A
(r—p)(r+ A=)  (r—p2)(r+X—p—c
(r+A—p2)r+A—pm—c)=AXr+X— )
(r+A—p)(r+A—p1) —c(r+A—p2) =Ar+A—p)
(r—p2)(r+A—p)=clr+A—pu2)
po o)t A—m)
N T+ A — o B

Therefore, R1(X,s) = AQ(1—nQ)Xexp(A~1(s—0)) and the value of the firm at the moment
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of investment in regime 1 is
Vi(X) = R1(X,0) = 6Q = AQ(1 — nQ) Xexp(—0/A) — 6Q

The economic interpretation for the value of the firm at the moment of investment is that
the firm discounts with r — p9 in state 2 and by 1/A in state 1 over the lead time. These discount
values are the expected lost revenues in these regimes by including lead time. Therefore, using
this discount function for lead time does not allow for a regime switch during the building time.

To allow for regime-switching during the building time, a different form of R; is assumed:
Q(1— nQ)X(bleafp(cl(s —0))+ diexp((r — p2)(s — 9))) This form is similar to the adjustment
in the value of waiting to allow for regime-switching as the solution of the differential equation
consists of two terms instead of one. The differential equation is defined as

1
(r+ANRi1(X,s) = mX Ry x(X,s)+ §U%X2R1,XX(X7 s) + R14(X, s)
QL —nQ)X
K2

r—

+ A exp((r — pu2)(s — 0))
(r+A—p1)Ri(X,5) =Q(1 — nQ)X(clblexp(cl(s —0))+ (r — p2)diexp((r — p2)(s — 0)))

QLD o~ o) — )
T 2

+A

The differential equation is split up into two parts for the different variables in the exponen-
tial. These parts are:

{(7‘ + A — p1)brexp(er(s — 0)) = c1brexp(cr (s — 0))

(r+ X = p)dieap((r — p2)(s = 0)) = (r — pa)dreap((r — p2)(s — 0)) + A= eap((r — p2)(s — 0))

cL=7+A—
(A = p1 + po)dy = 72

T—H2

cL=r+A—
d

_ A
L= r=m) O —pa+h2)

From the boundary condition at s = 6, by + d; = A has to hold. Hence,

by =A—d;
r+A— o A
()P A=) (= )N =+ pe)
(A=) (A =+ p2) = Ar+ A — )
(P ) A= ) (N — i+ o)
PA — 1+ g + A2 — Mg+ Ao — Ao + prapie — 1§ — 1A — A% 4 A
(r—p2)(r+ A — p)(A = p1 + o)
—rp1 + o + ppe — p3
(r—p2)(r + A — 1) (A — p1 + p2)
_ r(po — p1) + p2(p1 — p2)
(= p2)(r A = ) (X = 1+ o)
(r — p2)(p2 — pu1) fi2 —

(r—p2)(r+ A= p1)A—p1 +p2) — (r+ A= p) (A — i+ po)

Allowing for a regime switch during the building time results in a slightly different discount
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factor than in a model without a regime switch during the building time. The value of the firm
at the moment of investment in regime one is, therefore, equal to

A
(r— p2) (A — w1 + p2)

i = QU-nQ)X e exp(—(r+A—pu)6)+

(r+ X = 1)\ = p1 + p2) ea?p(—(r—,u,g)ﬁ))

Since this expression is quite ornate, I' is defined as

= ( Hz — I exp(—(r+A—p1)0)+ A exp(—(r—u2)9)>_l
(r+ A= p1)(A =1+ p2) (r = p2) (A — p1 + p2)
To find the optimal investment capacity, the first-order condition is applied. This condition
yields
M(X) _,
QR
1-2
A-29Q)X ,_,
r
or
1-2nQ = —
e =~
1 or
(X)=—(1-—
Qi) =5, (1- %)

To determine whether this investment capacity yields a global maximum, the SOC is applied:

2nX

0
T <

This inequality holds because 1 and X are defined as bigger than zero. To see whether I is
bigger than zero, the NPV of the revenue is studied. As this value should always be bigger than
zero, it follows that I' is also bigger than zero. Hence, the inequality holds and the FOC yields
a global maximum and the formula for the investment capacity thus yields a global maximum
of the value of the firm.

Substituting the optimal capacity into the value of the firm at the moment of investment
yields

Vi(X) = Q" (X)(1 = nQ*(X)XT ™! = 6Q"(X)

SR - -

4n X X 2n X
B X2 — (5F)2 _ (2(5XF — 2(5F)2))
Anr' X anr' X
X2 — 26T X + 6%1'2
B AT X
(X —oT)?
T X

5.2.2 Derivation of the Value of Waiting

The derivation of the value of waiting is done similarly as in Section For an investment-
discouraging new regime, the same solution to the system of differential equations of the value
of waiting is found as it does not depend on the value of the firm at the moment of investment.

To find the investment trigger in regime 1, the smooth-pasting and value-matching conditions
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are applied with the new value of the firm at the moment of investment. These are

. (22)
BLAL(X}) + yA3(X7)Y = IE ~ Inxe

{A1<Xf>ﬁl + As(X7) = G

Below is a plot of an investment-discouraging new regime including lead time. With the

defined parameters, X{ = 0.0168 with @7 = 7.9290 and X; = 0.0179 with Q5 = 7.7257.

Compared to the graph from Section 4.1} the two thresholds both have increased and are further

apart from each other, suggesting that the investment triggers and the investment range increase
with lead time.

)
FL00
V%)
F, 00

i

|
[
|
|
|
|
[
|
|
Je
A
=
|
[
|
|
[
|
|
[
|
|
[

— — —Investment Trigger in Regime 1
— — —Investment Trigger in Regime 2

Value of the investment and waiting for investment

(11

0.4 . L L L L
o001 0.011 0.012 0.013 0.014 0.015 0.016 0017 0.018 0.019 0.02
Value of Stochastic Process X

Figure 13: Plot of the value of waiting and the value of investment in both regimes as a function
of X with parameter values: p; = 0.08, e = 0.06, 01 = 0.08, 00 =0.1, 7 =0.1, A=0.1, 6 = 0.1
and 7 = 0.05 and # = 0.5

Contrary to the investment-discouraging new regime, the solution to the set of differential
equations for the investment-stimulating new regime depends on the value of investing. The
solution to this set of differential equations is different because the value of investing has been
adjusted. Yet, the same homogeneous solution is found for the system of differential equations.
Hence, it rests to find the particular solution to the differential equation in the investment-
stimulating new regime. The differential equation is now

1
(r+ NFA(X) = mXF{(X) + ianQF{’(X) +AVa(X)

(X = 8(r — pa)exp((r — p2)8))*
An(r — p2) Xexp((r — p2)0)

In the transient region, the firm invests at the moment of a regime switch. This switch results
in the value of the firm being equal to Vo(X) for different values of X. Since this expression is a

1
(r+NF(X) = mXF/(X)+ §J%X2F{'(X) + A

polynomial of the form aX + b+ ¢/ X if the firm invests with an optimal capacity, the particular
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solution to the system of differential equations is assumed to have this form as well. Therefore,

(X = 0(r — pa)exp((r — p12)0))?
An(r — p2) Xexp((r — p2)0)

(X = 6(r — p2)exp((r — p2)6))*
An(r — po) Xexp((r — p2)0)

1
(r+MF(X) = XF/(X) + 5a%X?F{'(X) + A

(r+ \(aX +b+¢/X) = i X(a— ¢/X2) + %U%XQ(QC/X% +A

_ A
(r+A- WGM— Tn(r=riz)eep((r—12)0)
(T‘ + )\)b = —% 5 .
(r+A+p —o)c= (T*uz)iic]p((rfuz) )
a= A
dn(r—p2) (r+A—p1)exp((r—p2)0)

h= —_ A0

2(r+M)n
¢ — A9 (r—pz)eap((r—p2)0)

An(r+A+p1—of)

The same continuity and smooth-pasting conditions are applied to find the investment trig-
gers and investment capacity implicitly. For the continuity conditions, the adjusted values for a,
b, and ¢ are used. However, for the smooth-pasting conditions, the value of the firm at the mo-
ment of investment is different. Thus, the smooth-pasting conditions are adjusted and defined

as
" « * N X —6T)2
Hy(X)% + Ha(XD)™ +aX{ +b+ /X7 = I (23)
2 *
BlHl(Xf)ﬁlil + 52H2(Xf)ﬁ271 = 4%1‘ - 4,7?)(11*)2 —a+ C/(le)2

Below is a plot of an investment-stimulating new regime with lead time.
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Figure 14: Plot of the value of waiting and the value of the firm at the moment of investment
in both regimes as a function of X with parameter values: p; = 0.02, puo = 0.06, o1 = 0.25,
00=0.1,r=0.1, A=0.1,6 =0.1 and n = 0.05 and 0§ = 0.5

With the defined parameters, X| = 0.0260 with Q7 = 7.9698, X5 = 0.0179 with Q] = 7.7257
and Q, = 8.4611

5.3 Continuous Regime Switch Model with Constant Time to Build

The same approach is used to extend the regime-switch model with lead time to allow for
continuous switching as in the single-switch model with lead time. The regime-switch model
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is thus altered to include time to build by adjusting the value of the firm at the moment of
investment. The installation period is thus added to the regime-switching model. Since the
value of waiting depends on the value of the firm in the transient state, the value of waiting is
also revised.

5.3.1 Derivation of the Value of the Firm at the Moment of Investment

The system of differential equations during and after the installation period needs to hold. This
system after the investment has been installed is equivalent to the system of differential equations
for the NPV of the investment without lead time because in both instances the investment has
taken place and yields a certain payoff. Therefore, if s > 0, R;(X,s) = A;Q(1 — nQ)X, where
A; is similarly defined as in Section

Now the NPV of the revenue has to be determined during the installation period. Therefore,
the following system of stochastic differential equations has to be solved

rR1(X,s) = ;X Ry x(X,s) + %U%XQRLXX(X, s)
+ Ry (X, s) + M (R2(X,s) — Ri(X,s))
rR2(X,s) = p2 X Ro x (X, 5) + %U%X2R2’ xx(X,5)
+ Ro (X, s) + Ma(Ri(X,s) — Ra(X, s))

Like in the single switch model, it is assumed first that R;(X,s) = b;Xexp(ci(s — 0)). Sub-
stituting this form of the revenue into the differential equation for R; yields

1
rR1(X,s) = i X Ry x(X,s)+ 5U%X2RLXX(X, s)
+ Rl,s(X, S) =+ )\1<R2(X, 8) — Rl(X, 8))
1
(r+A)R1(X,s) = 11X Ry x(X,s) + 5a%)@RLXX(X, s)

b Riy(X, ) + MRa(X, s)
(r+ M) Xexp(ci(s — 0)) = pXbiexp(ci(s — ) + 0 + crbi Xeap(ci(s — 0))
+ A2 Xexp(ca(s — 0))
(r+ A1 — p1 —c1)biXexp(ei(s — 0)) = MbaXexp(ca(s — 0))

M (e — en)(s — 6)

by =
YTt — i —a)

Furthermore, R; is continuous in s. Thus, if s = 0, R; = A;Q(1—nQ)X, and b; = A;Q(1—nQ).
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It follows from this boundary condition that

A1
(r+M—pm—a)
(r+X —p1—c)A = MAs
(r+ A1 — p1)A1 — 1A = M A
cihy = (r+ A1 — p1)Ar — Ao
c1=(r+ A — ) — MA2/Ay
L

A = exp((ca —c1)(0 —0))

T+ A+ A —
T4+ A1+ Ao — o
(M ) (r A+ A2 — ) = (T A+ A — )
B 4+ AL+ A2 — p2
(7“—1—)\1—ul)(r—l—)\g—uz)—i-)\l(?“—i-)q—ul)—)\l(r+)\1—u1)—)\1)\2
T4+ AL+ A2 — uo
(r 4+ A= p)(r + A2 — p2) — MiAo

T+ AL+ A2 — po !

a=T+A—p)—M

Similarly, c; = Ay ' is found and R;(X,s) = A;Q(1 —nQ)Xexp((s —0)/A;). The value of the

firm at the moment of investment is thus
Vi(X) = Ri(X,0) —6Q = AQ(1 — nQ) Xexp(—0/A;) — 6Q

Therefore, the value of the firm in regime ¢ decreases by a factor exp(—60/A;) if time to build
is included in the investment decision. Intuitively, the NPV of the revenue is discounted over
the lead time by the expected real rate of return of the investment in that particular regime.
However, this does not allow for a regime switch during installation as such a regime switch
changes the lead time’s discount factor.

To include the occurrence of a regime switch during the building time, a different form
of the value of the firm in the installation period is assumed. Hence, the form of R; is now
R; = g X (biexp(ci(s—0)) +diexp(ei(s—0))) = ¢X/I';, where ¢ is the payoff function. This form,
like in the single switch model, consists of two terms instead of one to include regime switching.
In the model using a linear demand function, the payoff function is Q(1 — n@). Hence,

R(X, 5) = X (brexp(er(s = 0)) + drexp(es(s — 0)))
Ry(X,s) =qX (bge:vp(cl(s —0)) + doexp(ca(s — 9)))

This new form still has to satisfy the system of stochastic differential equations. Substituting
these expressions of the NPV of the revenue into the differential equations from the beginning
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of the section gives

This system of equations can be split up into two parts with different terms in the exponential.

This step yields

(r + M)gX <b16wp(cl(s —0)) + dyeap(ca(s — )
mXq <b16xp(cl(s —0)) + dyexp(ca(s — 9))) X (clblea:p(cl(s — 0)) + cadyexp(ca(s — e)))
+ MgX (bgexp(cl(s —0)) + daexp(ca(s — e)))

(r + A2)gX (bgexp(cl(s —0)) + daexp(ca(s — )
s Xq <b2€:ﬂp(cl(s —0)) + daeap(ca(s — 9))) X (clbgewp(cl(s —0)) + cadgeap(ca(s — 9)))

+ AogX (blel‘p(cl(s —0)) + diexp(ca(s — 9)))

(r+ A1 — 1) (blea:p(cl(s —0)) + dyexp(ca(s — 9))) =
(clbleaﬁp(cl(s —0)) + cadrexp(ca(s — 9))) + A\ (bgewp(cl(s —0)) + doexp(ca(s — 0)))
(7 + A2 — p2) (erxp(cl(s —0)) + daexp(ca(s — 9))) =

<clbge:vp(cl(s —0)) + cadoexp(ca(s — 0))) + Ao (blemp(cl(s —0)) + diexp(ca(s — 9)))

) = c1biexp(cr(s — 0)) + Aibsexp(ci(s — 0
) (er(s — 0)

) = cadiexp(ca(s — 0)) + Ardaexp(ca(s —

) (ca(s — 0)) + Nadyexp(ca(s —

) + Aabrexp(ci(s — 0

(
(
(
(
(r+ A1 —p1 —c1)by = Aiby
(r+ Ao — p2 — c1)ba = Aaby
(r+ A1 — p1 — c2)dy = A\ido
(
(
(
(
(

4+ A2 — 2 — c2)da = Aad

r+Xa—p2—ct
Aody

Tt e)d = Mt

A1)z
r+A2—p2—c1
A1 \o
r+A2—p2—ca

r4+A—p—c

)
)
)
T+ A —p—c)b = )\1 Azby
)
) =
r+ A —p—c) =
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(r+X—p—c)(r+Xo—p2—c1) = A
(r+XM—p—c)(r+ X —p2 —c2) = Mo

Therefore, ¢; and co are the roots of the same quadratic equation, namely
(r+XM—p—c)(r+Xx—p2—c)—MA2=0

Hence,

A —clr+ M —p+r+X— )+ (r+ A — )+ A — ) — A =0

For this quadratic equation, the determinant is
D =b* — dac
=(r+M *M1+T+)\2*M2)2*4((T+)\1 *Ml)(T+)\2*M2)*)\1)\2>

=(r+M =) 200+ M —p) (A —p2) + (r+Xo— p2)? —4(r + M — 1) (7 + do — p2) + 4 o
=(r+ M —p1)? =20+ M — p)(r + Xa— o) + (14 Ao — p2)? + 44X Ao
=(r4+ A —p— (r+X—p2)* + 4 A

= (O‘l —A2) = (1 — M2)>2 +4A1 A2
= (A4 A2)” = 2(A1 — Ao)(p1 — p2) + (1 — p2)® >0

The values for ¢y o are thus equal to

(A1 +A2) = (1 + p2) £V + M) — 2001 — Ao) (1 — p2) + (1 — p2)?

Cl2 =71+ 5

Furthermore,
D= (A +A2)” =2\ — Ao) (1 — p2) + (p1 — p2)?
= (A1 4 A2)” = 2(A1 + Ag) (1 — p2) + (1 — p2)? + 4Xa (1 — po)

= (()\1 +A2) — (1 — u2>)2 + 4Xa(p1 — p2)

2
Thus, since A\; > 0, if gy > po, D > (()\1 + o) — (1 — ,ug)) and co < r — po. In this case, ¢y is

(A 4+ A2) — (1 + p2) + VD
2

(A1 +A2) — (1 + p2) + (()\1 +A2) — (1 — M2)>
2

c1=r+

>r 4+

=r—pUr+A&+A>r—

2
Similarly, if w1 < po, D < <(/\1 + )\2) — (Ml — ,u,g)) and co > 1 — g, 1 <717 — p1 + A1+ Ao
Moreover, R; has to be continuous. Therefore, the boundary condition R;(X,0) = XQ(1 —
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nQ)A; = ¢X A; has to hold. This results in the following set of conditions:

bi+di =M\
by +da = Ay

From Equation the following conditions also have to be statisfied

_ A2by
{b2 T r+de—pe—ci

_ Aody
d2 = r+A2—p2—co

Solving this system of equations using substitution yields

/\2b1 )\le
+
r4+X—pus—c1 T+ A— 2 —ca
)\gbl(T + Ao — o — Cg) )\le(r + Ay — o — Cl)
(T—l—)\g—ug—cl)(T‘-i-)\z—,ug—CQ) (T+)\2—u2—62)(r+)\2—u2—61)
Aobi (1 + Ao — po — e2) + Aadi (1 +Ag — 2 — 1) A
(r+ Xy —po —c1)(r+ A2 — p2 — ¢2) o
A2(by + di)(r + Ao — p2) — Aa(eaby + c1dy)
—A1
Ai(r+ A2 — p2) — (c2bi + c1(A1 — br))
N\
A(r+Xa—pz—c1) — (c2 —c1)bi = =M\ As
(1 —ca)by = —MAg — Ay (r + Ao — p2 — 1)
VDby = (=M Ay — Ay (r + Ay — pi2 — ¢1))
(—)\1A2 — A1(7’ + Ay — Ho — Cl))
VD

with d; = Ay — b1. Similarly, bs is derived and is equal to

= Ay

:A2

= Ay

by =

(=A2A1 — Ao(r + Ay — p1 — 1))
VD

with do = Ay — by. Hence, the NPV is defined as

by =

R =Q(1-nQ)X (biexp(cl(s —0)) + diexp(ca(s — 0)))

with

A3 = Ai(r A3 — 3 —c1)

b;
VD

and d; = A; — b;. Finally, we define I'; as

I; = (biexp(fq@) + diexp(*@e))_l

The value of the firm at the moment of investment is V;(X, Q) = W - 5Q
The expressions for the constants of I'; seem quite elaborate. Hence, these constants can

5If lead time is a random variable, the value of the firm becomes V; = Eg[w —0Q] = EolQ(1 —

nQ) X ((biexp(—c10) + diexp(—c20))] — 0Q = Q(1 — nQ)X (bng(—cl) + dng(—CQ)) — 0Q. Hence, in that case
Iy = biMo(—c1) + di Mo (—c2)
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also be written as a system of linear equations where the constants b1, by, dy, ds constitute the

/
column vector b = |by di by da| , that solves Ab = s, with matrix

1 10 0
A 0 01 1
= A
e 01 " 0
r —u2—c
0 1 0 _ 2/\52 2

ands=[A; Ay 0 0]

In Figure I'; for different forms are plotted for a varying time to build. The single
solution to the differential equations corresponds to the form b;exp(—c;f) and the dual solution
corresponds to b;exp(—c10) + d;exp(—cab).

0.075

I, for dual solution
ol for single solution

I, for dual solution
0.07

— — —-I', for single solution

0.065

0.06

0.055

0.05 &

Figure 15: T'; plotted for different values of lead time with parameters p; = 0.02, ps = 0.06,
A1 =0.2, Ao =0.1, and r = 0.1.

This figure shows that I'; is overestimated if the single form is used compared to the dual
form. This result illustrates that the value of the firm at the moment of investment in regime
1 is underestimated if a single form is used. Similarly, I's is underestimated if the single form
is used compared to the dual form and the value of the firm at the moment of investment in
regime 2 is overestimated in the single form.

This bias in the single form arises from the possibility of a regime switch occurring during
the installation period. However, for small values of time to build, the difference is relatively
small as the probability of a switch occurring during the installation period is small. Therefore,
the assumption that a regime switch occurs during the installation period is not likely to be
violated.

Finding the optimal investment capacity is similar to finding the optimal investment capacity
in regime 1 for the single switch model, but now with I'; instead of I'. Therefore, the optimal
investment capacity for a given level of the stochastic process is denoted as

@0 =5 (1- %)

Substituting this optimal investment capacity in the formula for the value of the firm at the
moment of investment gives the same derivation as for the value of the firm in regime 1 in the
single switch model but with I'; instead of I'. Therefore,

(X — oT;)?2
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5.3.2 Derivation of the Value of Waiting

As the value of the firm at the moment of investment is derived, the value of waiting can be
determined. In the regime switch model without lead time, the values of waiting do not depend
on the value of investing in the general waiting region. Thus, applying the steps from the
continuous regime switch model without lead time yields the same expression for the values of
waiting in regime 1 and regime 2 for X € [0, X3). Since the value of waiting in regime 2 is only
defined on this interval, an expression for F5(X) is found.

However, the value of waiting in regime 1 changes in the transient region (X; € [X;, X)) as
the regime may switch from regime 1 to regime 2. This results in the firm investing immediately
with capacity Q2(X) corresponding to the current value of the stochastic process. Since the
value of the firm at the moment of investment changes when time to build is included, the value
of waiting in the transient region has a different value than in the model without lead time.
Therefore, the value of waiting is adjusted to include the change in the value of investing due to
the installation time. First, the differential equation for the value of waiting in regime 1 in the
transient region is defined:

1
(r+ M) F(X) = m X F{(X) + Sof X2F (X) + X Va(X)

The homogeneous solution to this differential equation is equal to the homogeneous solution
to the differential equation in the continuous regime switch model without lead time (from
Section . Hence, the only adjustment is in the particular solution of this differential equation.

Since the firm is in the transient region with a flexible investment capacity, Vo(X) has the
form aX + b+ ¢/ X. Therefore, the particular solution to this differential equation has a similar
form. Substituting the form of the particular solution into the differential equation yields

X 5 0Ty
0,
dnls  2n  4nX
X & 0T
0, oy
dnls  2n  4nX

1
(r+XM)(aX +b+c¢/X)=mX(a—c/X? + 50%X2 % 2% ¢/ X3 —1—)\1(

(r+ XM — p1)aX + (r+A)b+ (r+ M+ py —o3)e/X = )\1<

A
(r+ A1 —m)a= g
— _Md

(7" + )\1)[) = o ,
(r+ A+ — 0)e = 20T
a = >\1 — >\1 1

Anla(r+A1—p1) g1(1) 4nT2
b I )\16 — )\1 i

2n(r+X1) 91(0) 2n

c = )\162F2 — )\1 52F2

an(r+A1+p1—o3) g1(—1) 4n

where ¢1(.) is similarly defined as in Section Furthermore, the continuity conditions need
to hold in X3. These remain the same as in the continuous switch model without lead time but
with adjusted values for a, b, and c.

o7



5.3.3 Finding the Investment Trigger and Optimal Investment Capacity

To find solutions for the investment triggers X7 and X3 and their corresponding investment
capacities Q7 and ()3, the smooth-pasting conditions are applied. In regime 2 these are

OF>(X) _ OWa(X)

X |x—x;  OX

{Fz(X§) = Va(X3)

es;
—

_ (X—dIp)?
{_t]z(%)Al(‘X2>7 + 92(72)B1<X2) - 477F2)2(

o 2
)'71A (Xz) =1y ('72)723 (XQ)’YQ ' = 477% - 477?)%)2*

g2(m
<
(X ¥ —6T3)2
{92(71)‘4 1(X3)™ +92(72)B1(X2) - 4%1“@(; ,
5 52r
mon 1AL (X" 92(72)7231(X2) = oty ~ X

and in regime 1 the smooth-pasting conditions are

P (XT) = Vi(XT)
8F1(X)‘ _ O(X)
0X 0X

X= ’X:Xf

<~

* 2
{Hl(Xf)ﬁl + Hy(X1)%2 + aXi + b+ o/ X; = Sheoet-

BUHN (X)) 4 BoHa (X)) ™! +a— o/ (X1) 72 = s — shdy

—

* 2
{H1<Xf>ﬁl + Hy(X7)% = G — Xy — b - ¢/ X{

* 2 * *
BLHL(XT)Pr + P2 Ha(XT)P2 = 4,7%1 fni)r(ll* —aX{+c¢/X}

Hence, the full system of equations consists of the continuity condition of Fj in X3, the
smooth pasting, value matching conditions at the investment triggers is

Continuity conditions of the value of waiting in regime one at X5
Ay (X3 + Bi(X3)" = Hi(X35)7 + Ha(X3)% +aX5 +b+c/X3
NANXE) +72B1(X3)7? = BLH1(X3)" + BoHa(X3)” + aX5 — ¢/ X3

Smooth pasting and value matching conditions in X3

A + B () = CEeTat (25)
X3 82T
RCo A" + 58592 BUX5) = g —

Smooth pasting and value matching conditions in Xi

*__ 2
Hy(XT)% + Hy(X7)P2 = LI —axp— b - o/X7

x> 2
ﬂlHl(X1)61 +62H2(X1)62 = 4,7%1 — ‘f??;(lf —aXi+c/X3

With these six equations, the system of equations is perfectly identified and can be solved
numerically to find the thresholds in the two regimes. With these thresholds, investment capac-
ities in the two regimes are determined using the optimal capacity functions. However, these
are not the only capacities the firm may invest with as a regime switch from regime 1 to regime
2 if X € [X3, X) causes the firm also to invest with investment capacity Q2(X). Below is a
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plot of the solution to this system of equations.

Value of the investment and waiting for investment

. . . . . )
0.03 0.035 0.04 0.045 0.05 0.055 0.08
Value of Stochastic Process X

Figure 16: Plot of the value of waiting and the value of investment in the both regimes with in a
continuous regime switch model as a function of X with parameter values: p; = 0.02, pue = 0.06,
01=0.15,00=01,7r=0.1, \; =02, Ay =0.1, 0 =0.5, d = 0.25 and n = 0.05

For these parameters, X7 = 0.0493 with Q] = 7.0538, X5 = 0.0435 with Q5 = 7.0191 and
Q4 = 7.3717. Compared to the regime switch model without time to build, both X; and X3
have increased. This is in line with the results from Section [3] where the investment is postponed
because of the time to build.

Furthermore, investment capacity in regime 1 and the maximum investment capacity in
the investment range (QF and ng) also increase when lead time is included. Interestingly, Q3
decreases if time to build is also taken into consideration compared to the regime switch model
without time to build. Hence, contrary to the no-switch model, lead time affects both the timing
and capacity of the investment.

The investment capacities in the regime switch model including lead time are also briefly
analyzed. Analytically, only the relation between the upper bound of the investment capacity
range and the investment capacity at the triggers can be studied. Namely,

Q= Qulx) = 5-(1- )
2177(1—(;1;5):Q§ast>X§

Next to this, le > Q7 or QIQ < Q7. The upper bound of the investment capacity range is

/ 1 oy
QQ:?(I_ X*)

- STy
Q2<%(1_X{):Q1 — 't <I
Ql2>21n(1—il;§):@f — I'1>1y

Therefore, whether the investment capacity at the trigger in regime 1 is bigger or smaller
than the maximum investment capacity depends on the semi-parameters I'y and I's. Since ¢y
and ¢y are equivalent in the formulas for I';, it depends on by, bs, di, and ds.

The case that 1 < g is analyzed first. Now, A1 < As. Hence, b1 + dy < by + do. However,
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this does not directly indicate that I'y > T's as the factor exp(—c;0) is also important. From the
formula for ¢; and ¢a, ¢1 > cg. Therefore, exp(—c10) < exp(—c26). From Equation

Xody = (1 + Ag — p2 — c2)do
di T+ A —p2—c

dy A2
)\2—M2—%(()\1+)\2)—(#1+M2)—\/5)
— .
_ (e —A) - 5 (2 — 1) + 3VD
A2
1o M)~ (p2—pm)+VD
2 Ao
1 (A2 = A1) = (p2 — pn) + (A1 + A2) — (1 — pio)
<7
2 A2
_lh+XN
=5 =

Le., di < dy. Since exp(—c10) < exp(—c26), I'1 > T'y and Q4 > QF. The opposite also holds as
w1 > peo results in I'y < I'g and Q/Q < Q7.

However, whether ()7 is smaller or bigger than ()5 depends on the investment triggers and
I;. It follows that Q5 > Q7 if ;}} > )F(Q; and that Q7 > Q3 if )1;2* )121*. Since only an im-
plicit expression for the investment triggers is found, a definite conclusion about the investment
capacity at the triggers using the parameters cannot be stated.

In Section[d] the investment capacities are computed for different parameters to see in which
regime the investment capacity is bigger. A similar relation is expected to hold if time to build
is also taken into consideration as including time to build only scales the value of the firm at
the moment of investment. The effect of the parameters of the stochastic process on investment
triggers is also expected not to differ greatly from the regime-switching model without lead
time.
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6 Analysis of Relationships in the Continuous Regime Switch
Model including Time to Build

In the previous section, a real options model is derived for a monopoly that enters a new market
and optimizes its one-time investment capacity allowing for regime switching and an installation
period. In this model, the revenue of the firm can switch between two states with different
parameters of the stochastic process which denotes the correlation between price and capacity.
In addition, the lead time is also included in this model. In this part, whether the extended
model is still in line with earlier models and the effects of the added parameters on the investment
decision are studied.

6.1 Special Cases

The factor that changes the value of the firm at the moment of investment in the new model
compared to the baseline model from Section [2|is I';. Hence, this section studies the effect of
certain parameter values on I';. This factor is defined in Section as

Ly = (biep(—c16) + dieap(—c20)) ™!
with b; + d; = A; and A; is defined as

_ T+ A+ A — g — e+
(7’+)\1—,u1)(7°+)\2—u2)—)\1)\2

Here i denotes the regime the firm is in. In the described model, 7 can be 1 or 2. Furthermore,
0 denotes the installation time of the investment and A; is the rate at which the regime switches
from regime 1 to regime 2 and Ay is the rate at which the regime switches from regime 2 to
regime 1. Moreover, in the continuous regime switch models, regime 2 stimulates investment,
and regime 1 discourages investment, i.e. X7 > XJ.

6.1.1 Special Cases for Regime Switching Models

A1 and Ao are adjusted to have certain values that coincide with models from the previous
: . _ _ 1 _ r+Ao—p

sections. Namely, if \y = 0, Ay = r— and Ay = m Hence, the value of the

firm at the moment of investment is similar to this value in the single regime switch model.

Consequently, the homogeneous solution for the value of waiting for these parameters in regime

1is

Fl(X) =4 X" +0

where 7 is the positive root of g1(7)g2(y) = 0. Note that this is for X € [0, X7) as this
differential equation only has a homogeneous solution because, in regime 1, a switch back to
regime 2 cannot occur.

The solution for value of waiting in regime 2 for X € [0, X3) is

A2

Fo(X)=A,X" 4
2(X) = 42 92(71)

A XM

where v is the positive root of ¢g1(7)g2(y) = 0. Hence, the same values for v, and o are
92(171), thus g2(7y1) cannot be equal to 0.
Therefore, 7 is the positive root of g1(vy) = r — p1y — %0%7(7 — 1) and ~; is the positive root
of g2(7) = 7+ A2 — pay — 3037(y — 1).

These parameters coincide with the § and « in the single regime switch model. The values of

found. However, the value of waiting depends on
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waiting in the two regimes are thus equal to the values of waiting in the single switch model for
a discouraging new regime. Therefore, the model is now equivalent to the single switch model
for a discouraging new regime, where state 1 is the new regime and state 2 is the initial regime.

Likewise, if Ao = 0, A; = Wﬁ% and Ay = 7_1“2. Thus, the value of the firm at
the moment of investment is identical to the value of the firm at the moment of investment in
the single regime switch model. Furthermore, for X € [X3, X{), the expression for the value

of waiting is the same as in the single regime switch model. The homogeneous solution for the

value of waiting in regime 2 for X € [0, X3) is
F(X) = Ax X2

where 7y, is the positive root of go(y) = r — pay — %J%’y(’y — 1) using a similar argumentation as
for the case where A\ = 0.
The solution to the differential equation for the value of waiting in regime 1 is

A
Fl=A X"+ ! Ao X2
g1(72)

where v is the positive root of g1(v) = r + A1 — p1y — 303y(y — 1) for X € [0, X3). Since the
value of waiting in the transient region does not change, the value of waiting in the two regimes is
similar to the value of waiting in the single switch model for a stimulating new regime. Therefore,
in this instance, the model is a single switch model with a stimulating new regime.
Subsequently, if Ay = 0 and Ay = 0, Ay = T_lm and Ay = T,_lm. Hence, the value of the
firm at the moment of investment is equal to two separate cases of a real options model without

regime switching. Now the value of waiting in regime 1 is equal to
Fi(X)=AX"

where 7 is the positive root of g1(v) =7 — pu1y — %0%7(7 —1).
Similarly,
Fy(X) = A X772

where 7y is the positive root of go(y) = r — pay — %057(7 — 1). Hence, the value of waiting
in the two regimes is equal to two separate no-switch models. Therefore, this case is identical
to two separate models of [Huisman and Kort| (2015)). It now depends on the starting state to
determine the investment decision.

However, it may also be that one of the regime switch rates tends to infinity. Economically,
in case A1 tends to infinity compared to Ao, the probability of being in state 2 becomes very
close to 1 and the investment strategy becomes similar to a no-switch model with the parameters
from regime 2. Similarly, if Ay tends to infinity with respect to A1, the probability of being in
regime 1 becomes very close to 1 and the investment decision becomes analogous to the one
determined in their model with the parameters from regime 1.

Furthermore, this interpretation of the special cases of the regime switch parameters is also
argued from a mathematical perspective. First, the instance Ay — oo is analyzed. Now, A;
becomes

. . T+ AL+ A2 — g1 — g2+
lim A; = lim
A1—00 A1—00 (7’ + A = /1,1)(7’ + Ay — ,ug) — Mg
~ lim T4+ AL+ Ao — 1 — o+
M=o (11— p1)(r — p2) + A1 (r — p2) + Aa(r — p1)
A1 1

A (r—p2) 7= p2
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The value of the firm at the moment of investment in both regimes becomes analogous to
the value of the firm in regime 2 for a no-switch model. The differential equation for the value
of waiting in regime 1 if X; < X3 becomes

PFI(X) = Jim (nXF(X) + S0t X F(X) + M (B(X) - B(X)))

1—00
1
m (r+M)Fi(X) = lim (mXF{(X) + ot X2F{(X) + M Fo(X))
)\1*)00 14)00 2
MEFU(X) = M Fa(X)
Fi(X) = F(X)

Now, the differential equation of the value of waiting in regime 2 becomes

lim rFy(X) = lim pa X F5(X) + 02X2F (X) + X (FL — F)
1—00

)\1~>OO

1
rFo(X) = ue X Fy(X) + 5<7§)(2F5’( )+ dox lim (F) — Fy)

A1 —00

rFy(X) = ue X Fy(X) + 02X2F (X)

This is equivalent to the differential equation for the value of waiting without regime switch-
ing. The value of waiting is now equal to the value of waiting without regime switching with
the parameters in regime 2.

Lastly, the value of waiting in the transient region is analyzed. This is

rEI(X) = lim (X F{(X)+ 101X2F (X) + M (Va(X) = Fi(X)))

Jim (r M) F(X) = lim (0 XF{(X) + alsz (X) + M Va(X))
MEFL(X) =M Va(X)
Fi(X) = Va(X) = Vi(X)

Hence, the firm cannot be in the transient region if the switch rate in regime 1 tends to
infinity. Since the value of the firm at the moment of investment and the value of waiting in
both regimes are identical, the model is equivalent to a no-switch model. Furthermore, the
values of waiting and investing are tantamount to the values in regime 2. Therefore, the firm is
always in regime 2.

The case that A2 — oo has a similar derivation for X; < X3 as the case \; — oo. Hence,
Fr(X) = Fi(X) and Va(X) = Vi(X). To find X3, the smooth pasting and value matching
conditions are applied. This investment trigger is equal to the investment trigger in regime 1 as
the value of waiting and the value of the firm at the moment of investment are the same and
the firm cannot be in the transient region. Therefore, if Ay — 0o, the model becomes equivalent
to a no-switch model where the firm is in regime 1, and thus the firm ends up in a no-switch
model if one of the regime switch rates tends to infinity.

Additionally, if both A\; and A2 tend to infinity with a similar convergence rate (i.e. A\1/A2 — ¢
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where ¢ € {0,00}), A2 = cA\y as A1, A2 — 00. A; becomes

. L T+ A+ Ao — o — e+
lim A;= lim
A1,A2—00 A1,A2—00 (7“ + A = ,u1)<7" + Xy — Mg) — A9
~ lim T+ AL+ A~y — o+
Ao (T + A = )(1" +cA — ,LLQ) — A

— fim T+(1+C))\1— 1— po + W

Moo (11— ) (1 — p2) + M — p2) + e (r — )
(1—|—C)>\1

A(r = p2) + eAi(r — )

B 1+4+c¢

r—p2+c(r—p1)

I

TR T

Cp1tp2
1+c

regimes if both regime switch rates tend to infinity. Furthermore, this expression is equal to the
value of the firm at the moment of investment for a no-switch model with p being the weighted
average of the drift of the stochastic process in the two regimes.

with g = . Hence, the value of the firm at the moment of investment is similar in both

The approach for deriving the value of waiting in both regimes is similar to a single regime
switch rate tending to infinity. The differential equation in regime 1 as both switch rates tend
to infinity is

1
lim (r+A)Fi(X)= lim mXF/(X)+ 5ng2F{’(X) + M Fp(X)

)\1,)\2—>OO /\1,)\2—>OO
XF/(X)+ L2 X2F)(X) + M Py (X
<F1(X): T 1(X) + 301 1(X) + M By )>
A1, 2—00 r—+ )\1
lim (r+M)Fi(X) = lim mXF(X)+ O'1X2F (X)
)\1‘)00 )\1,)\2%()0
N A1(M2XF£(X) + %0§X2F2"( )+ >\2F1(X)>
T4+ Ao
im (r 4 — 22X = lim (mFl(X)+ L,ung'(X))X
A1, A2—00 r—+ )\2 A1,A2—00 r—+ )\2
1 2( 2 A1 2
A (14 edp) —eA? L / A1 /
Jim (o S5 R = lim (i F0) + e F(X) )X

1 2( 21 At 2

+5X (P (X) + o (X))

. A1 _ 1 2 1 2
Jim (1+—% )rF1 ) = (mF{(X) + Cu2F2(X))X+ X2 (AT () + —o3FY (X))
_ 1 1 2 2 1 2 N
( )T'Fl = (NlFl + C,U2F2(X))X+§X (UlFl (X)+*02F2 (X)>
1
(1+ OrFi(X) = (quF{(X) + pa F3(X)) X + 53X’ (cotF(X) + o3 F5 (X))

(26)
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and the value of waiting in regime 2

lim (’I“ + )\Q)Fg X

/\2*)00

(
Jim (4 20) Fo(X
(
(

Similar to the case that a single regime switch rate tends to infinity, the value of waiting in
the transient region in regime 1 tends to the value of investing in regime 2. Furthermore, the
value of investing in the two regimes tends toward each other. The firm can, therefore, almost
never be in the transient region and the transient region disappears.

Hence, the two values of waiting in the two regimes converge toward each other if the regime
switch rates tend to infinity: Fy, Fo(X) — F(X) as A1, A2 — 00. The values of waiting in the
two regimes thus converge to F'(X) with its differential equation equal to

ca% + J%

1

1+4+¢ 2
1
= X F'(X) + 5&2)(21}7”()()

rF(X)

with fi similarly defined as in the derivation of the value of the firm at the moment of investment
2 2
~92  cojto
11+c -
Therefore, the value of waiting becomes dependent on the mean drift rate and the mean

volatility of the Brownian motions in the two regimes. Since the value of the firm and the
value of waiting in the two regimes are equal, the model is equivalent to a no-switch model with
parameters that are an average of the parameters in the two regimes. Consequently, for high
rates of regime switches, the investment decisions in the different regimes become more similar
as they both converge to the average no-switch model.

In conclusion, if one of the A; = 0, the model becomes a single switch model. Intuitively, this
is what one would expect as a rate of 0 indicates that a transition away from this state is not
possible. This state is thus the absorbing state. This corresponds to the previous single-switch
and no-switch models. As both \; = 0, the model is similar to the model of [Huisman and Kort
(2015)). Furthermore, if A; — oo the firm ends up no-switch model, which is in line with the
economic reasoning that the probability of being in a certain state becomes negligible. If both
regime switch rates tend to infinity with a similar convergence rate, the limit of the stochastic
process goes to a no-switch model with weighted average parameter values.

6.1.2 Special Cases for Time to Build Models

The model of Huisman and Kort| (2015) is also extended by including time to build. One variable
is added for a deterministic lead time: §. The only interesting case is when 8 = 0 because if
6 — oo (i.e. the installation period tends to infinity), the investment trigger in the no-switch
model tends to infinity and the firm would never invest. Interestingly, the investment capacity
remains constant in this case.

Furthermore, if 6 = 0, it follows that I'; = ﬁ
the value of IT'; is substituted into the system of equations to find the investment trigger and

= Ai in the regime switch model. If
optimal investment capacities, exactly the same system of equations is obtained as in Section

Therefore, a regime switch model including lead time where the lead time is negligible is
the same as a regime switch model without time to build. The time-to-build model, therefore,
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includes the real options model without time to build.

A stochastic installation time results in additional variables in the real options to denote
the distribution of lead time. These parameters affect the MGF of 6. Hence, they affect the
timing in the no-switch model but not the investment capacity. Moreover, the installation time
is nonnegative. This should be reflected in the distribution of # and thus the MGF of 8. T is
adjusted accordingly to meet this change in the distribution of 8. A special case of a stochastic
installation time is when the variance of the installation time is close to zero. Then, the model
becomes equivalent to the deterministic lead time model.

6.1.3 Special Cases of the Regime Switch Model including Time to Build

As shown above, the regime switch model and the time-to-build model separately have special
cases if \; — oo, A; = 0, or § = 0. In this section, the value of the firm changes for different
regime switch rates and lead times. In the previous segment, the special cases of lead time
are studied. However, only § = 0 is interesting and has already been analyzed in the regime
switch model without lead time. Therefore, in this segment, special cases of the regime switch
parameters are studied in the combined model.

Since the value of waiting depends on the value of investing in the transient state, the
main focus of this section is the analysis of the value of investing. I'; captures the full effect
of time to build and the regime switch parameters on the value of the firm at the moment
of investment. Hence, this semi-parameter is analyzed for special cases of the regime switch
parameters. Starting with A; = 0, the parameters of I'; become

1 1 1
c1:7“—*(/ﬂ+M2)+f)\2+§\/(—)\2—,u1+u2)2+0

2 2
1 1 1

=7 =5+ p2) + 5Ae + (A2 = + p2)
2 2 2

=T+

and

1 1 1
c2 =1 — s(p1+p2)+ A — *\/(—AZ —p1+p2)*+0

2 2 2
1 1 1

=7 — (1 +p2) + A2 — S (=A2 — p1 + p2)
2 2 2

=74+ X — s

Hence, the ¢; and cs coincide with those in the single-switch model including lead time.
From here, similar derivations follow to obtain b; and d; as A becomes

1 1

0 0

A= | Ao 0
A2—(p2—p1)

0 -1

S = = O
O O~ O

and s = U et 1 0 0}/.

1
r—p1 (rtAe—p2)(r—pe)
This results in d; = 0 and by = ﬁ by is equal to

A2

T o — (g2 — )
A2

(A2 — p2 + p1)(r — p1)

bo b1
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ds is given by the second row of the matrix and the second element of s. This is

T+ Ao —
(7 + A2 — p2)(r — p2)

It is trivial that the value of ds corresponds to the value in the single switch model, but now
with the opposite subscripts. Hence, the model is equivalent to a single regime switch model

do =

— by

with a discouraging new regime as also the value of waiting converges to a single regime switch
model.

If Ay = 0, the same I'; are found, but now with the opposite subscripts compared to the
case that \; = 0 (thus the same subscripts as in the single regime switch model). Since regime
2 is investment stimulating, the model is equivalent to a single regime switch model with an
investment-stimulating new regime.

When \y =0and Ay =0,¢c; =7 — 1 and co =7 — o, andblzﬁ,dlz(], by = 0 and
doy = T_lm. These correspond to the value of the firm in no-switch models including lead time
like in the case of the regime switch model without lead time.

Therefore, if one of the A; — 0, I'; becomes equivalent to the factor in a single regime switch

model. The value of the firm at the moment of investment is thus similar to a firm’s value at the
moment of investment in a single regime switch model. The value of waiting is also identical to
a single switch model if one of the switch rates is zero. If both regime switch rates are negligible,
the firm is in a no-switch model as I'; is equal to (r — p;)exp(—(r — p;)0).

However, it may also occur that one of the regime switch rates tends to infinity. Intuitively,
as \1 — 00, o — 1 — o as the regime switches back immediately if a regime switch occurs from
regime 2 to regime 1. Therefore, co should converge. To show this, f(A1) and h(\;) are defined
as

FA1,A2) = (A1 + A2) — (u1 — p2)
B, A2) = /(0 +A2)2 = 200 = Ao) (1 — o) + (1 — pr2)?

It is trivial to see that ¢; = r — s + %(f()q, A2) +h(A1,A2)) and co =7 — g + %(f()\l, A2) —
h(A1, A2)). Now, it rests to show that /\lim f(A1, A2) — h(A1, A2) = 0. First,
1—00

i f(Ar,A2) + (A, Az) = lim (g + Az) — (u1 — p2) + \/(Al +A2)% = 2(A1 — A2)(p1 — p2) + (p1 — p2)?

/\1*)00

— 00

Hence, ¢; — o0 as Ay — oo. Since by and by have a polynomial relation with ¢; and
the term exp(—c10) is an exponential with respect to Aj, the term )\lim biexp(—c10) = 0.
1—>00

Therefore, the remaining term in I'; as A1 tends to infinity is d;exp(—cef). To find ¢ as Ay — oo,
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F(A1,A2) — h(A1, A2) is analyzed as Ay — oc:

. L J(A1, A2) + h(A1, A2)
)\}gnoo f()‘la)\2) - h()‘ly)‘2) = )\}gnoo(f(Al’)‘Q) - h()‘l’ AQ))f()\la )\2) + h()\la/\Q)

~ lim (f(A1,22))* = (h(A1, X2))?
A1—00 f()\l, )\2) + h()\l, )\2)

. (()\1 +A2) — (p1 — M2)>2

N >\11£noo ( FA1,A2) + h(A1, A2)

~ it A)? =200 = M) (i — ) + (i — M2)2>
F(A1,A2) + h(A1, A2)

—2(A1 4 A2) (1 — p2) + 2(A1 — A2) (1 — pi2)

= lim
AL—+00 J(A1, A2) + h(A1, A2)
o —4Xo (1 — pi2)
= lim
A—oo f(A1, A2) + h(A1, A2)
=0
Therefore, co converges to r — s as Ay — oo. Furthermore, as A\; — oo, A; — ﬁ resulting
indy =dy = —L—. Hence, I; = &2C0=12)0) g the value of the firm in the two regimes

becomes idelfl‘ciTcallL.2 As shown in the reéirgg switch model without installation time, the values of
waiting in the two regimes also tend toward each other as Ay — oco. Thus, the model is similar
to a no-switch model including lead time. If Ay — 0o, the same holds, but now co — r — uy and
d; — 7“*1#1 .

Lastly, it may also be that both regime switch rates tend to infinity with a similar convergence
rate. Like in the regime switch model without time to build, Ao — ¢\ as A9, A\; — oo with

¢ > 0. Now, f(A1,A2) + h(A1, A2) tends to

im — f(Ar, A2) + h(Ar, A2) = lim (Ar + Ag) — (1 — p2)

)\1,)\2—>OO /\1,)\2—>OO

+ O+ A2)2 = 200 = Ao) (a1 — ) + (i1 — pio)?
= lim ()\1 + C)\l) — (,ul — Mg)
/\1*}00

+ \/()\1 +cA1)? = 2(A1 — eAr)(p1 — p2) + (1 — p2)?

— OO

Hence, ¢; tends to infinity like in the single convergence case and I'; = d;exp(—caf) as
A1, A2 — 00. cg converges to a constant depending on f(A1, A2) — h(A1, A2). Writing this
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expression out as A, Ao — oo yields

lim  f(A1, A2) — h(A1, A2) = lim f(A1,cA1) — h(A1, cAr)

)\1,/\2—>OO o )\1—)00

T f()\1,0>\1) +h()\1,c)\1)
=l (70w ) = hOw ) 7S e

C oy TOLA))? = (B, )

M—oo (A1 eA) + h(A1, )
I (R )]

Moo f(A1,eA1) + h(A, cAr)

(A M) =201 = Pl — w2) + (i — y)?)
B F(A1,eA1) + h(hi, eAr)

_ i 2@ QA — p2) +2(1 — )M — p2)
A1—00 F(A1, eA1) + h(A1,eN)

i M — pe)
A1—00 f()\b C)\l) + h(>\17 C>\1)

(29)

To find the convergence rate of f(A1,cA1) + h(A1,cA1), the ratio of h and f as A\ — oo is
analyzed. This is

i PALeA) V4 M) 201 — M — p2) + (1 — pa2)?
A—oo f(A1,cA1) Moo (I+e)A — (11 — p2)
:]ML¢W+OMV%10MWMMH(MMV
(L+0)2A = 2(1 + )M (1 — p2) + (1 — p2)?

/\1—)00

dehi(p — po2)

= lim 1-— —vV1-0=1
Al—><><>\/ (L4020 = 2(1+ ) Ai (1 — p2) + (1 — p2)?

Therefore, lim h(A1,cA1) = lim f(A1,¢\). Substituting this into the expression above
/\1%00 )\1~>OO

yields

. . —ded (g — p2)
1 A.Ao) —h(A. o) = 1
joim PO A2) =h(An Az) = Hm  —5 s

~ lim —4eAy(p — p2)
27 2((L kM~ (i~ a2))

—dehi(pn — p2) _ —2¢(pa — p2)
2(1+ )\ 1+c

Thus, c2 converges as A2 — oo and is equal to

. . 1
lim ¢ = lim (r—u2+§(f()\1,)\2)—h()\l,/\g))

A1,A2—00 A1, A2—00

=7 — U —+ lim 1(f(>\1, )\2) - h(AL )\2))

)\1,)\2*)00 2

1 —2c(u1 — p2)
R
(14 c)po + c(pr — p2)
1+e¢
B2 + cu -

-7 1+4+c¢ oA
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With ji similarly defined as in the case for A\ — oo in the regime switch model without lead
time. Like in the regime switch model without lead time, A; — Tiﬁ. Since, bjexp(—c10) — 0
as A\, Ay — 00, d; = A; — L Thus, I'; = %ﬁ;ﬁw). Therefore, the drift of the stochastic

rT— T
process is the weighted average drift in the two regimes as both regime switch rates tend to

infinity. This results in a similar value of the firm at the moment of investment in both regimes.
Since the value of waiting is analogous in the two regimes as the regime switch rates tend to
infinity with weighted averaged parameters for the drift rate and volatility of the stochastic

process, the firm is in a no-switch model including lead time with a mean drift, i = %, and
ca%—l—a%

1+c
Furthermore, if a model with negligible lead time is combined with special cases for the

mean volatility, 5% =

regime switch model, the same models arise, but without time to build. Therefore, having a
negligible lead time coincides with the models from Section[d] For instance, if both 6 =0, A\; =0
and Ay = 0, the model by Huisman and Kort| (2015 can be applied where the parameters of
the starting state determine the investment trigger and investment capacity. Intuitively, this
makes sense as the probability of any regime switch is now zero and the investment immediately
generates revenue. These special cases are assumptions in their model.

Therefore, the previously derived models are included in the combined model. This combined
model is equivalent to the model of |[Huisman and Kort| (2015)) if lead time and the switch rates
are negligible. Their monopoly model is thus part of the combined model. No anomalies arise
in the combined model compared to the models in Section [2| Section [3, and Section

6.2 Analysis of the Regime Switch Model including Time to Build

Since an explicit expression is not obtained for the relationship between the additional parame-
ters and the investment decision in the combined model, computations are used to analyze the
effect of lead time and the regime switch rate on the investment trigger and capacity. First, the
effect of lead time on the investment decision is studied. Secondly, the effect of the rate param-
eters on the investment decision is analyzed in the combined model to find whether auxiliary
effects of the rate parameters and time to build are present in the investment decision.

6.2.1 Effect of Time to Build on the Investment Decision

From Figure the hypothesis is obtained that an increase in lead time increases the investment
triggers and minorly affects the investment capacities in both regimes. Using a variable lead
time, the investment triggers and investment capacities are computed in Table
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Table 3: The effect of different values for lead time on the investment triggers and investment
capacity for parameters values: pu; = 0.02, uo = 0.06, o1 = 0.15, 00 = 0.1, r = 0.1, Ay = 0.2,
A2 =0.1, 6 = 0.25 and n = 0.05

0 | Xi X3 Q@ Q)

0 ] 0.04736 0.04250 7.0189 7.0277 7.3327
0.1 | 0.04773 0.04269 7.0257 7.0260 7.3403
0.2 | 0.04811 0.04288 7.0323 7.0243 7.3478
0.3 | 0.04849 0.04308 7.0388 7.0227 7.3550
0.4 | 0.04886 0.04327 7.0450 7.0212 7.3620
0.5 | 0.04924 0.04347 7.0511 7.0198 7.3688
0.6 | 0.04961 0.04367 7.0571 7.0184 7.3754
0.7 | 0.04999 0.04388 7.0629 7.0170 7.3818
0.8 | 0.05036 0.04408 7.0685 7.0158 7.3881
0.9 | 0.05074 0.04429 7.0740 7.0145 7.3941

1 | 0.05111 0.04450 7.0793 7.0134 7.4000

In Table [3| an increase in lead time increases both investment triggers. In this case, the
investment trigger in regime 1 increases more than in regime 2. Economically, this may be
explained by the drift of the revenue as this value is bigger in regime 2 than in regime 1. This
results in a larger discounting of the revenue corrected for the expected drift rate in regime 1
than in regime 2. The value of the firm at the moment of investment is thus lower in regime
1 than in regime 2. To compensate for this loss in revenue, the firm postpones the investment
more in regime 1 than in regime 2 for an increase in lead time.

Moreover, the effect of lead time is increasing and convex. These conclusions are also found
in the lead time model without regime switching, where the investment trigger is increased by
a factor that is convex in 6.

A change in 6 also affects the investment capacities according to the results in Table |3 Q7
and Q, increase as # increases. Yet, Q% decreases with an increase in #. This indicates that the
investment range widens for increases in installation time of the investment as Q5 decreases and
QIZ increases. Contrary to the findings in the time-to-build model without regime switching, the
investment capacities thus change for different values of lead time. The mathematical reason for
this dependence of the investment capacity on lead time is that the model is dynamic without
a constant value for the investment capacity. The investment capacity is ever-changing and
dependent on the current level of the stochastic process X; because the firm does not only have
investment triggers but also a transient region.

Economically, an increase in lead time increases the probability that a regime switch occurs
during the installation period. Therefore, the firm adjusts its investment capacities to hedge
the risk of an increase in switch probability. This effect results in a decrease in the investment
capacity in the more profitable regime 2 and an increase in investment capacity for the more
unprofitable regime 1 for increases in lead time. This so-called ‘hedging’ effect is in line with
economic intuition as this increase in regime switch probability during the installation period
causes the firm to mitigate between the expected revenue of the firm in the current regime and
the long-term expected revenue.

The upper bound of the investment capacity range increases, because the firm postpones
investment in regime 1 and it is now in a more advantageous position than at the investment
trigger in regime 2. To profit from the more profitable position, the firm invests with an increased
capacity. This ‘improved position’ effect is bigger than the ‘hedging’ effect for ending up in the
less profitable regime when the investment generates revenue. This could emanate from the
larger volatility in regime 1 increasing the investment trigger in regime 1 more than in regime 2.
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6.2.2 Effect of the Rates of Regime Switching on the Investment Decision

Apart from analyzing the effect of lead time, the effect of regime-switching on the investment
decision is studied too. The investment decision is computed for different switch rates in Table
[ and Table [5] on the next page. Positive regime switch rates are used as a model that includes
geopolitical unrest can switch continuously between states of turmoil and prosperity. A contin-
uous regime switch model includes thus geopolitical unrest. A switch rate of zero for one of the
regimes corresponds to a single switch model, which is not the focus of this thesisﬁ

5The single switch model including lead time may be interesting in other applications such as the patenting
of products. For instance, requesting a patent takes time, and after a certain period, the patent expires. In
this application, the request time could correspond to the lead time and the occurrence of a single regime switch
corresponds to the expiring of the patent
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In Table [4] and Table the same effects of the regime switch rates are observed as in
the table for the continuous regime switch model without lead time. The capacity effect and
NPV effect are still present in the investment decision. Furthermore, the investment capacities
The hedging effect
is also prevailing as the investment capacity at the trigger in regime 1 increases and at the
trigger in regime 2 decreases compared to the output in Table 2] However, the hedging effect
is not as prevalent in the investment capacity as the NPV effect of the regime switch rates.

still depend on the long-run investment distribution of the investment.

This inferiority of the hedging effect results from the assumption that the firm cannot alter
the capacity post-investment. Hence, the long-term perspective is more dominating in the
investment strategy. Compared to Table [I] the differences in investment triggers are bigger as
the corrected discounting of the investment is bigger in regime 1 than in regime 2.

In Figure [I7 and Figure [I8] the investment triggers are plotted for different values of lead
time against the regime switch rates to analyze the effect of lead time on the effect of the regime
switch rates. The investment triggers are plotted in separate figures to maintain a clear overview

of the effect of lead time.
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Figure 17: Plots of the investment triggers for Ao = 0.2 and the same parameters as defined in
the plot and in Table [4]
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Figure 18: Plots of the investment triggers for A\; = 0.2 and the same parameters as defined in
the plot and in Table [4]
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In Figure and Figure larger lead times increase the investment triggers in regime
1 universally. This is also observed in the previous tables where the investment decision is
computed for different values of lead time. This suggests that increases in lead time correspond
to increases in investment triggers like in the no-regime switch model including lead time.

Additionally, in Figure[I7a] increases in lead time change the effect of the regime switch rate
in regime 1. For lower lead times the effect is not monotone like in Section [d However, for high
lead times, the increase in investment trigger by increases in the regime switch rates is more
limited. This suggests that the capacity effect is less preeminent for high lead times. Moreover,
for high regime switch rates and high lead times, the investment trigger decreases significantly.
Therefore, the timing of the investment becomes more leading as the installation time increases.

This effect is also observed in Figure Here, an increase in lead time decreases the
capacity effect and causes the NPV effect to become more preeminent. Yet, the effect is opposite
to the one in as an increase in Ao worsens the overall position of the firm, whereas a high
A1 improves the NPV of the investment.

In Figure increases in lead time also alter the effect of the regime switch rate. For lower
lead times, the investment trigger in regime 2 is strictly increasing with respect to the regime
switch rate in regime 1. However, for high lead times, the effect of the regime switch rate is
twofold. For high lead times and a lower regime switch rate in regime 1, the investment trigger
in regime 2 increases for increases in A;. For high lead times and high switch rates, an increase
in regime switch rates in regime 1 results in a decrease in the investment trigger of regime 2.
This indicates that the NPV effect in the timing of the investment becomes more preeminent
with higher lead times.

When Figure [I8a] is analyzed, a similar effect is observed at high lead times. Yet, the effect
of the regime switch rate in regime 2 on the investment trigger in regime 1 is inverse compared
to the effect of Ay on X7 for the same reason that the effect of A\; on X7 is reversed compared
to the effect of Ay on X3.

Therefore, including lead time in the regime switch model causes the NPV effect to become
more preeminent in the timing of the investment. This is also supported if the investment
capacities are analyzed as these do not differ majorly at high lead times for changes in lead time
(see Appendix D). This result is similar to the effect of lead time on the investment capacity in
the no-regime-switch model in Section [3] where the investment capacity does not depend on the
installation time.

This auxiliary effect of lead time on the effect of the rate parameters results from the increase
in switch probability during the installation period. The current regime is now less leading in
the investment decision as a switch is more likely to occur before the investment has been
installed. Adjusting the investment capacity based on the current regime at the expense of
timing is therefore less important for the firm. To still correct for the change in NPV because of
a change in regime switch rates, the timing is adjusted. The NPV effect is more prevalent than
the capacity effect in the timing of the investment at high lead times. The investment capacities
are also affected by lead time as the firm emphasizes the NPV of the investment and mitigates
the risk of ending up in the other regime at the moment the investment is installed. Though,
the investment capacity is affected more by the change in NPV than the hedging effect as the
firm can only invest once.

6.3 General Cases for Different Regime Switch Rates

Next to the special cases and the analysis of the model, more general cases of the real options
regime switch model with time to build are studied. Another application of the regime switch
model is the inclusion of business cycles in the investment decision. Three cases of business
cycles are distinguished: favorable, neutral, and idle business cycles.
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In the favorable business cycle, the regime switch rate to the advantageous regime is bigger
than the rate to the disadvantageous regime. In the idle business cycles, the regime switch rate
to the advantageous regime is smaller than the rate to the disadvantageous regime. Lastly, in
the neutral business cycle, the regime switch rates to the advantageous and the disadvantageous
regime are equal. In this section, the effect of lead time on the investment decision is analyzed
for these business cycles.

This implies that in the favorable business cycle, the firm expects to be longer in the advan-
tageous regime than in the disadvantageous regime. For the idle business cycle, the opposite
holds, where the expected duration in the disadvantageous regime is bigger than the expected
duration in the advantageous regime. In the neutral business cycle, the firm expects to be as
long in the advantageous regime as in the disadvantageous regime.

In Figure [I9 and Figure 20] below, the investment triggers and investment capacities at the
triggers are plotted for the different business cycle cases and time to build. Here, the favorable
business cycle has regime switch rates A\; = 1 and Ay = 0.2, the neutral business cycle has regime
switch rates \; = % and Ay = % and the idle business cycles has Ay = 0.2 and A9 = 1.0. This
parameterization corresponds to an expected switch once every 1 and 5 years in the favorable
and idle business cycles and once every 3 years in the neutral business cycle. In all cases, a full
business cycle takes an average of six years.
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Figure 19: The Investment Triggers for the different cases of Business Cycles and variable lead
time with parameters: p; = 0.02, uz = 0.06, 01 = 0.15, 09 = 0.1, r = 0.1, n = 0.05, § = 0.25

In Figure the investment triggers in the advantageous and disadvantageous regimes of
the different business cycles increase universally for high lead times as the firm discounts the
investment more if the installation time increases. To compensate for this discounting, the firm
postpones the investment. Moreover, the investment triggers increase less for more profitable
business cycles for all lead times. This suggests that lead time has a bigger effect on the
investment triggers in idler business cycles, because the NPV factor in regime 4, I';, increases
more with increases in lead time for idler business cycles.

However, this does not indicate that the investment triggers in the idler business cycles are
always bigger than in more favorable business cycles. For instance, at lower lead times, the firm
invests at lower investment triggers in the idler business cycles. In idler business cycles, the firm
has an increased probability of the firm being in the less profitable regime at the moment of
payout. Therefore, it adjusts the investment capacity to the investment strategy in the current
regime. Hence, the possibility of altering the investment capacity causes the firm to be more
willing to invest in idler business cycles for smaller lead times. This effect is in line with the
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n=0.05, 6 =0.25

capacity effect, which causes the firm to invest earlier in less favorable regimes at low lead times.

This effect of lead time on the regime in which payout starts is also present when the effect
of high lead times on the investment capacity is analyzed. Increases in lead time cause the
regime at the moment of payoff to be more in line with the long-run regime distribution as
the probability of switches occurring during the installation period increases. This increase in
switch probability causes the firm to emphasize the NPV effect in the timing of the investment
while the investment capacity is only minorly adjusted by the hedging effect. Therefore, the
NPV effect is more prevalent than the capacity effect in the timing of the investment for high
lead times.

As one can see in Figure[l9|and Figure [20]at large lead times, increases in time to build result
in increases of the investment triggers, whereas the investment capacities stay mostly constant.
The reason the investment capacities stay almost constant is that the effect of an increase in
switch probability is limited at high lead times. Hence, the hedging effect is not as prevalent as
at high lead times.

Finally, the reason that ()7 and Q)5 do not converge is that the firm invests at different
moments at X{ and X3 for high lead times. In regime 1, the firm waits with investing until it
is in a better position than in regime 2 and this difference in timing increases with lead time.
Hence, the investment triggers do not converge thus the investment capacities do not converge
either.
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7 Robustness Check using Iso-elastic Demand

One of the assumptions made is that the price function of the firm is linear in demand. However,
in other studies, an iso-elastic demand function is often used. In this section, the implications
of an iso-elastic demand function on the model are analyzed to study whether the same effects
are at play in the investment decision. An iso-elastic price function is defined as

P(t) = X,Q;

where X; is the stochastic process from the previous sections and can follow a normal GBM, but
can also allow for regime switching. In the paragraphs below, the continuous regime-switching
model including time build is derived. This model is the main focus of this section as for certain
parameter values, it is equivalent to a no-regime switch model with lead time, a regime-switch
model without lead time, or similar to the monopoly model of Huisman and Kort| (2015) as
shown in Section [6]7] Hence, these particular models are included in the derived model.

7.1 Finding the Value of the Firm at the Moment of Investment

A different demand function alters the value of the firm at the moment of investment. This
adjustment affects the value of waiting in the transient region. Therefore, the value of the firm
at the moment of investment is adjusted to adhere to the iso-elastic demand function. This
adjustment is used to alter the value of waiting in the transient region.

The value of the firm if it invests still follows

V(X) = TZ%(}?)ZOE[ :/T Q(t) P(t)exp(~rt)dt — I(Q)exp(~rT)|X(0) = X|

¢
Though, from here it differs in price function. The revenue of the firm for a one-time interval
is
Ri{(X) = PQ:At
= X:Q; ‘QiAt
= X,Q; At

instead of Q(t)(1 — nQ(t))X:At. Furthermore, Balter et al.| (2022) have shown that the cost
function should be of the form &g + §1Q if an iso-elastic demand function is used because in
case that dg = 0, the investment trigger becomes 0 in the model without time to build and
regime switching. This restriction also holds in the model with lead time (see Appendix B for
the derivation of this finding). Hence, the cost function is also adjusted. Substituting this into
the value of a monopoly at the moment of investment given it invests once, yields

_ QX
=%

Vi(X) — 0o — 01Q

"Appendix B contains the derivation of the time-to-build model using a normal GBM as a stochastic process.
In this model, the same effects of lead time are found in the model using the linear demand function.
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Applying FOC to find the optimal investment capacity gives

ov;
Q 0
(1-0)Q *XI;'—6=0
< _ 0l
O T a-ox
Qi (X) = <51F2>

To determine whether this capacity is optimal, the SOC is applied:

Vi _ —((1-¢QQ IX

202 T, <0

This holds because the investment capacity, @), the stochastic process, X, and the NPV
factor, I';, are all bigger than zero and the price elasticity parameter, ( is between zero and one.
Hence, the FOC yields a universally optimal investment capacity.

Substituting the optimal investment capacity into the value of the firm at moment of invest-

ment gives

Vi(X) =

X
=T

_X
-5

<J!
=T

(@I (X)X

((

1\ =6
(1—C)X)<> _50_51((1—
(1-0X

1L
13
51Pi ! 51Fi

— (00 +01Q7 (X))

)=
0

(1-0X\°
61T ) —%

Compared to the results of Huisman and Kort| (2015)), the value of investing is quite similar.
The only difference is that I'; pops up in the derivation above, whereas Huisman and Kort| (2015)
had the term r — pu. In Section it is proven that if the installation time is negligible and

both switch rates equal zero,

I'; = r — p. In the model of Huisman and Kort (2015), the factor

I'; is thus equal to r — u for the current regime. Therefore, the value of investing that takes into
account installation time and regime switching is an eloquent extension of the value of the firm
derived in previous studies that did not include lead time and regime switching.
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7.2 Finding the Value of Waiting

The previous section showed that the value of investing has the form aX < + b. This section
includes this adjustment in the value of waiting in the transient region. Section [4illustrates that
the homogeneous solution to the differential equation of the value of waiting does not depend
on the value of investing. Hence, the particular solution to the differential equation of the value
of waiting in the transient region is different from the model using a linear demand function.
The assumed form of this particular solution is the same as the form of the value of the firm at
the moment of investment. The particular solution has the form a X < + b and has to satisfy the
following differential equation

1
(r+ M) F(X) = m X F{(X) + Sof X2F (X) + X Va(X)
Substituting the form of the particular solution into this differential equation yields

(r 4+ A)(aX € +b) = /?X aX< 4

2

01 2

5?( )X G/XC
QX

1
¢
¢y
o 2(0) - )

(7“+)\1 M 10%1(1—1>>aXé —i—(?‘—i—)q)b:)\llc&lg(lé}g) Xf — A1
- 112

b=— T+)\150
o= M ¢ (1=
<— 91(%)(1*0 0112
b= —-2-3

with g; similarly defined as in Section Hence, the value of waiting in regime 1 is now

FI(X) =A XN+ B X"if X; € (O,Xék)

Fi(X) = HiXP + HoX% +aX< +bif X, € [X5, XP)
and the expression for the value of waiting in regime 2 remains the same as in Section @ Thus,
the expression for the value of waiting in the iso-elastic demand model differs in the particular

solution to the differential equation. Additionally, the value of waiting in regime 1 should satisfy
the continuity conditions in the investment trigger of regime 2. Hence, the first set of equations
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in X3 is
lim A X" 4+ BiX"2 = lim H XA + HyXP + aX€ +b
X—X3 X=X}
1
li A XM B X" = li H X5 HoXP2 4 1gX<
ngl(; Y141 + v B Xgl)?l(z B1Hq + B2Ho +za

—

A=

1
AL(X5) + Bi(X3)? = Hy(X5)% + Ha(X3)% + a(X3)T +b
Y1 AL(XE) + 7 B1(X3) = BiHI(X5)™ + B2 Ha(X5)% + La(XF)

7.3 Finding the Investment Triggers
The smooth-pasting and value-matching conditions are applied to have an identified system of

equations for the number of unknowns. In X, these conditions are

lim Fp(X) = XlLH)l(* Vo (X)

2

—Ay
OF, (X) _ 8V2(X)‘
OX Ixox; X Ixoxg
<~
1 (31)
&A (X*>’y1 + ﬁB (X*)"yg _ (o1 (1-¢)X3 _5
g2(y) L2 g2(02) DIA2) T T IS0 AT 0
A A 5 [ =0OX3 ¢
mn 92(%1)141()(;)’Yl + ’)’292(%)31()(;)72 - 1IC< ) 2)
and in X7, these are
lim Fi(X)= 1li X
Ko, Frl&) = Jig A0
aFl(X)‘ _ 6V1(X)'
X xoxy 9% Ixoxg
1
1 _oxe\ ¢ 32
H(X{)P 4+ Ho(X7)% + a(X7)t +b= f‘slc((lalcﬁf(l) ~ b 3
1
¢
* * * l 1_ X*
ﬁlHl(Xl)Bl —I—BQHQ(Xl)BQ + %a(Xl)C = 151€<( 61CI21 1)

Together with the continuity conditions for Fj(X), the system consists of six equations
and six unknown variables similar to the model using the linear demand function. Thus, the
estimates for the investment triggers can be determined using numerical approximation. The
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full system of equations, therefore, is defined as

1
AL(X3)" + Bi(X3)"” = Hi(X3)P' + Hy(X3)7 + a(X35)< +b
YAL(XE) + 72 B1(X3)? = BLHI(X35)M + B2 Ha(X5)% + La(XF)

s

A * A * ) (1-¢) X3
gz(il)Al(‘XZ)W1 + gz('?m)Bl(XQ)w o 1<_1<< 01Tz 2) o

1
<
1-¢) Xz
ﬁg<(&ﬁ2> (33)

N5 ALK + 72 725 B (X5) ™

1

<
1 _ *
Hy(X7)P + Hy(X7)% + a(XD)E +b ?49ﬁ?>—%

. « NS 1-¢)Xr
BLH1(X])P + BoHa(X7)P2 + %G(Xl)c = 16_1g<( 514121 1)

Using the investment triggers from the numerical approximation, the investment capacities
are derived with the optimal investment capacity function. Hence, the investment decision can
be determined using this system of equations.

To numerically find the optimal investment decision, the investment decision without regime
switching is used as an initial starting point to decrease computation time. These estimates are
used because they roughly coincide with the actual investment decision and are computationally
feasible as an explicit expression is found (see Appendix B for the derivation and expression of
the no-switch model including installation time). This expression depends on the elasticity
parameter ¢ and its additional restriction stated by Balter et al.| (2022): S¢ > 1. If this
restriction does not hold, the investment capacity is negative which is not representative of a
real-life investment decision. Therefore, this restriction needs to hold for the lowest 8 calculated
for the guesses. [

This restriction also has an economic intuition. If { < % in one of the regimes, the Sharpe
ratio in that regime is negative and the firm would not be able to generate money for the
project. This condition is studied by J. Thijssen (personal communication, January 27, 2023)E|
He combines the perspective of the financier with the real options model. To include this
perspective, different conditions hold compared to the real options model with the perspective
of the firm, though these additional conditions can also be related to the real options model
using the firm’s perspective. Yet, since the studied model is based on the perspective of the
firm, the intuition behind these additional assumptions is not of interest here.

7.4 Computation of the Investment Decision

Using the restriction and the guesses, the investment decision for rate parameters, A1 and As,
and installation time, 6, is computed in Table [6] Table [7] and Table

8Note that this 3 is different from the 8; and B2 from the value of waiting in regime 1.
9For the exact details, a request can be sent to n.a.bun@tilburguniversity.edu

82



Table 6: The effect of different values for lead time on the investment triggers and investment
capacity for parameters values:u; = 0.02, o = 0.06, 01 = 0.15, 00 = 0.1, Ay = 0.2, A2 = 0.1,
r=20.1,9, =0.25 60 =1, ( =0.85

0| Xy X3 @ @ Q)

0 0.1653 0.1483 1.940 1.946 2.211
0.1 | 0.1666 0.1490 1.945 1.945 2.218
0.2 | 0.1679 0.1497 1.950 1.944 2.225
0.3 | 0.1692 0.1504 1.955 1.943 2.232
0.4 | 0.1705 0.1510 1.960 1.942 2.239
0.5 | 0.1718 0.1517 1.964 1.941 2.246
0.6 | 0.1731 0.1524 1.969 1.939 2.253
0.7 | 0.1744 0.1532 1.973 1.938 2.259
0.8 | 0.1757 0.1539 1.978 1.938 2.265
0.9 | 0.1770 0.1546 1.982 1.937 2.271
1.0 | 0.1783 0.1553 1.986 1.936 2.277

The same effects are observed in Figure[fas in the linear demand case. Namely, an increase in
0 result in an increase in X7, X3, @], and Q/Q and in a decrease in Q5. Therefore, the investment
is postponed if lead times are included in the investment decision and the investment capacities
are adjusted to mitigate the risk of regime switching during the building time. The hedging
effect and improved position effect are thus present in determining the investment capacity for
the iso-elastic demand function.

Lead time is not the only variable that affects the investment decision in the combined model.
The switch parameters play an important factor in the investment decision as well. In Table [7]
and Table[§] the investment trigger and capacity are computed for different regime switch rates.
To isolate the effect of lead time, 6 is set to zero.
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In Table(8] the investment capacity depends on the long-term perspective of the firm because
an increase in A1, thus an increase in the long-run probability of being in regime 2, increases the
investment capacity. An increase in Ao decreases the investment capacity. These conclusions are
in line with the combined model using a linear demand function.

Table [7] shows that the effect of the regime switch rates on the timing of the investment is
not straightforward like for the linear demand function. To study the effect of A; on the timing

of the investment in regime 1, the investment trigger is plotted for certain values of Ao and
variable A1 in Figure
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Figure 21: X7 for variable A\; and certain values of Ay using the same parameters as in Table

The figure above suggests that a higher Ay coincides with horizontal and vertical dilation of
the curve with positive scale factors. Therefore, the effect of A; on the timing of the investment
seems to follow the same trajectory. The graph is analyzed for one value of Ay and different

values of A\ as different values of Ay only dilate the graph. In Figure the investment trigger
in regime 1 is plotted only with A; = 0.2.

0.1646
0.1644
0.1642 ||
o‘mw‘
OWSBBJ
" 0.1836 k

0.1634 |

0.1632 - | T

\ %
\ i
0.163 | /
0.1628 | \\ ¥
L
05

0.1626
0

1 15 2 25 3 35 4
/\1

Figure 22: X7 for variable A\; with Ay = 0.2

In Figure the investment trigger in regime 1 is decreasing for low values of A;. If \;
is roughly between 0.4 and 1.2, the investment trigger is increasing, whereafter X| decreases
again. This latter part is similar to the graph of the model using a linear demand function. If
A1 is bigger than 0.3, the effect of the regime switch rate on the investment trigger is twofold,
like in the model using a linear demand function. At first, capacity is leading in the investment
decision as it experiences relatively big changes while the investment trigger increases. After a
certain point, the investment trigger decreases while investment capacity stays mostly constant
as the long-term perspective is preeminent in the investment decision.
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The effect of A1 on the first section of the graph may be due to the probability of switching
to a more favorable regime. When A; is very close to zero, the current regime (regime 1) is
leading as the probability of staying in this regime is relatively high and the investment trigger
is close to the investment trigger in a no-switch model (with these parameters, this is 0.1647).
For these low switch rates, small changes in the switch rate to the advantageous regime increase
the NPV of the investment. To profit from this increase in NPV, the firm invests earlier and
with an increased capacity. Hence, contrary to the model with the linear demand function, the
firm does not have to choose between the two.

This additional effect in the first section is not found in the model that uses a linear demand
function. In the linear demand model, at low switch rates, the capacity effect dominates, and
at high switch rates, the NPV effect dominates in determining the investment trigger. This dif-
ference probably results from the difference in demand function because, for the linear demand
function, a lower investment capacity corresponds to a higher elasticity, and higher investment
capacities coincide with a lower elasticity (Balter et al.; 2022)). Hence, an increase in investment
capacity decreases the marginal effect of capacity on the marginal price of the product. There-
fore, increasing the investment capacity in the linear demand model is more likely to be justified
by compensating in another dimension of the investment decision, here timing, than in the case
of an iso-elastic demand function as the iso-elastic demand function has constant elasticity.

The effect of a small A\; on the investment trigger in regime 2 also changes the NPV of the
investment. Yet, this effect is very limited as the firm is already in the advantageous regime at
the moment of investment. This is visualized in Figure At first, the investment trigger in
regime 2 decreases slightly with increases in A1 because of the NPV effect of A\. However, for
higher values of the regime switch rate, the investment trigger in regime 2 is increasing like in
the model with a linear demand function.
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Figure 23: X3 for different \; and Ay = 0.2 using an iso-elastic demand function with parameters
defined in Tables m and

Moreover, the effect of the regime switch rate in regime 2 on the investment triggers is also
analyzed. In Figure the investment triggers are plotted against Ao.

The effect of Ao on both investment triggers is twofold as at first the investment triggers
decrease and after a certain point, they increase. This suggests that the effects of the switch
rates on the investment decision are similar to their effects in the linear demand model. Hence,
both the capacity and NPV effect of the switch parameters are present in the timing of the
investment.

The full effect of the regime switch rates is similar as different regime switch rates cause
either the capacity or timing to be leading in the investment. Therefore, the firm also has to
choose to focus on the investment capacity or the timing if an iso-elastic demand function is
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Figure 24: X3 for different A\; and Ay = 0.2 using an iso-elastic demand function with parameters
defined in Tables 7] and

used. Albeit that the individual effects of the regime switch rates are different than in the linear
demand case.

Furthermore, the effect of different lead times on the investment decision is studied too. In
Figure and Figure B2 the investment triggers and investment capacities are plotted like in
Section [6] for the linear demand model.

Similar to the model using a linear demand function, the NPV effect on the timing of the
investment becomes more preeminent if lead time increases. However, this is different than in
the linear demand model. First, the capacity effect of A; only becomes inferior for higher lead
times in regime 1. This suggests that here the NPV effect only becomes leading in regime 1
for changes in A;. For the investment trigger in regime 2, an increase in lead time reduces the
capacity effect of A\;. Yet, the capacity effect is not universally inferior for 8 < 5.

To analyze whether the NPV effect becomes completely leading, the investment trigger in
regime 2 is plotted for very high lead times against the regime switch rate in regime 1 in Figure

Here, the effect of A\; on the investment trigger is strictly decreasing. Hence, the NPV effect
dominates in the regime switch rate in regime 1 for both investment triggers.

On the contrary, in Figure and Figure the effect of the regime switch rate in regime
2 remains twofold for varying lead times. This result indicates that the capacity effect of the
regime switch rate in regime 2 does not diminish for increases in lead time. Nonetheless, increases
in lead time do increase the NPV effect as for large lead times, an increase in As increases the
investment trigger more than at low lead times. Therefore, an increase in lead time causes the
firm to reflect the change in NPV of the investment in both aspects of the investment decision.
Though, this auxiliary effect of the installation time using the iso-elastic demand function is
different from the linear demand model as the capacity effect does not necessarily become less
prevalent. This results from the unboundedness of the investment capacity in the iso-elastic
demand model compared to the boundedness in the linear demand model.

This conclusion is also supported by Figure [32|in Appendix D. Here, the investment capacity
is more ‘L’-shaped for changes in Ao than \;. Hence, the change in investment capacity changes
more with changes in A9 than A;. Furthermore, the investment capacities remain quite similar
for different lead times like in the linear demand case.

In conclusion, including lead time in the regime switch model using an iso-elastic demand
function has similar effects on the investment decision as the model using a linear demand
function. The hedging effect and improved position effect are observed in determining the
investment capacity. In the timing of the investment, the NPV effect becomes more dominating
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Figure 25: Plots of the investment triggers for and the same parameters as defined in the plot
and in Table E

Figure 26: X3 for Ay = 0.2 and very high lead times

as the installation time increases. However, the capacity effect does not abate completely for
higher lead times because the optimal investment capacity is unbounded, whereas the investment
capacity is bounded if a linear demand function is used.

Similar to the linear demand model, the investment decision for different business cycles are
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analyzed against different values of lead time as well. The same parameter values for the regime
switches are used for the business cycles. I.e. The favorable business cycle has A\; = 1 and
A2 = 0.2, the neutral business cycle has rate parameters Ay = Ay = % and the idle business cycle
has switch rates Ay = 0.2 and Ao = 1. The investment triggers for the different business cycles
are plotted in Figure 27 and the investment capacities are plotted in 2§ against time to build.
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Figure 27: The investment triggers for the different Business Cycles and variable lead time with
parameters: pu; = 0.02, uz = 0.06, 01 = 0.15, 09 = 0.1, r = 0.1, ( = 0.85, 61 = 0.25, and dg = 1
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Figure 28: The investment capacities for the different Business Cycles and variable lead time
with parameters: p; = 0.02, s = 0.06, 01 = 0.15, 00 = 0.1, r = 0.1, { = 0.85, 43 = 0.25, and
do=1

Similar to the regime-switching model using a linear demand function, the slope of the
investment triggers in the idler business cycles is bigger than in more favorable business cycles
for changes in lead time. Furthermore, Figure illustrates that the investment capacities
also converge for larger lead times. This suggests that increases in lead time cause the firm to
emphasize the timing of the investment instead of the investment capacity. This effect of lead
time on the investment decision is also observed in the linear demand model.

Yet, the investment capacities converge for idler business cycles. This is not observed in the
linear demand model and is due to the constant elasticity of the demand function. It results
from the investment capacity being unbounded in the iso-elastic demand model, whereas in the
linear demand model, the investment capacity is bounded. Therefore, the firm can increase its
investment capacity in more favorable business cycles in the iso-elastic demand case. Hence,
increases in profitability result in a bigger difference in investment capacity.
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8 Emperical Results using Data from ASML

To analyze the applications of the model, public data from ASML from its annual reports are
used. In these annual reports, annual data until 2022 is available at the moment of writing.
Hence, the regime switch model is applied on an annual basis. The relevant data from these
reports are the net system sales (the revenue of ASML in that year), the cost of system sales (the
operation costs to make the products in that year), the number of systems shipped (the quantity
sold in that year), and the capital expenditures per year (the investment made to increase the
investment capacity). Figure illustrates the average profit per product and quantity of the
goods sold by ASML from 2005 until 2022. The average profit per product is obtained by
dividing the profit of the system sales per year by the number of goods sold. The average profit
per product is denoted by the net price.
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Figure 29: Net Price and Capacity of ASML from 2005 until 2022

Assuming the demand follows a linear relation with capacity and ASML is a monopoly, the
parameter n is obtained. This demand function yields n = —0.000865 < 0. This parameter
suggests that price and demand are positively correlated. Hence, one of the key micro-economic
assumptions is violated.

Therefore, the iso-elastic demand function is assumed to evade this violation. Now, the
elasticity parameter is not negative: ¢ = 0.223. Furthermore, the restriction ¢ € (0,1) is
satisfied. Hence, the trajectory of the stochastic process, X, is derived using an iso-elastic
demand function in Figure [30] The orange line is the expectation of the stochastic process
based on 2005. The red and black vertical lines denote regime switches although determining
the current regime of ASML is hard as it is an undefined measure in the annual reports. For
now, a negative regime switch is defined as a switch from a period of growth to a period of
decline (red line) and a positive regime switch is a switch from a period of decline to a period
of growth (black line).

In this figure, a clear overall upward trend in the market position of ASML is observed
with ephemeral and limited decreases in the stochastic process. Furthermore, it seems that the
process experiences exponential growth as in the beginning the changes in X; are relatively small
whereas these changes are relatively big in more recent years. Thus, the assumption that the
stochastic process is a geometric Brownian motion is reasonable. Using this assumption for an
ordinary GBM without regime switching, 1 = 0.0975 and ¢ = 0.1283 are found.

To find an estimate of the discount rate r, the weighted average cost of capital (WACC) for
ASML of a recent year is used. In the annual report of 2021, ASML had a WACC of 10.5% on
an annual basis. Therefore, the continuous discount rate is r = In(1 + W ACCyp21) = 0.0998.
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Figure 30: Trajectory of the Stochastic Process X; for ASML from 2005 until 2022 assuming an
iso-elastic demand function

These parameter values indicate that 5 = 1.022. Now, it is clear to see that 5¢ < 1.
Therefore, at least in one of the regimes, the restriction ¢ > 1 is violated. Hence, the model
using an iso-elastic demand function cannot be applied either. Therefore, the models derived in
this thesis are not likely to apply to the data from ASML.

This results from several factors. Firstly, ASML has experienced unprecedented revenue
growth in the period between 2005 and 2022. Applying real options models may be sensitive
to this bias in the data. Secondly, ASML increases its capacity over time. It does not use a
one-time investment strategy but an expansive investment strategy. Hence, another assumption
in the studied model is violated in the business model of ASML.

Moreover, the data used to apply the model may be a factor. Namely, publicly available
data is used. An indirect assumption is that all products produced by ASML are homogeneous.
This assumption is not realistic as the firm produces EUV and DUV systems which are different
products. Furthermore, the sanctions for EUV systems are different from the sanctions for EUV
systems. Thus, these products are distinctly prone to geopolitical tensions. Therefore, EUV
and DUV systems are probably heterogeneous products.

Lastly, technological advances are not included in the studied model either. Since ASML has
experienced major technological leaps in the past years, the omission of technological advances
hinders the applicability of the regime switch model. Hence, adjustments have to be made to
apply this model to analyze real-world real options problems.
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9 Conclusion

Previous real options models may not accurately represent the current investment environment
due to recent developments on the international stage. This limitation may result from the
exclusion of relevant variables in previous real options models. This thesis broadens the current
understanding of an irreversible investment strategy for a monopoly that invests once with an
optimal capacity by adding two new concepts: time to build and regime switching. The model
makes two assumptions for these concepts. First, the installation time of the investment is
independent of the investment capacity. Second, the regime switch rates stay constant over
time. The results are obtained by deriving and analyzing the expression of the investment
decision in the models.

A deterministic lead time postpones the investment while the investment capacity remains
constant in a no-switch model. This result holds for investment models that use a linear demand
function or an iso-elastic demand function. The increase in investment trigger is equal to the
discount factor corrected for the drift rate of the investment over the lead time. This discounting
results in a similar expected revenue of the investment when the investment is installed as
in the model without lead time. Allowing for a stochastic time to build does not affect the
investment capacity although increases in the uncertainty of the duration of the installation
period incentives the firm to invest earlier. This outcome follows from the convexity of the
payoff function. Namely, a longer installation period increases the potential risk less than the
potential gain of the investment. Yet, the effect of the uncertainty of the building time is inferior
to the effect of the expected building time.

Regime switching, on the other hand, causes the firm to change both the timing and the
capacity of the investment. In a regime-switching model, the firm has two investment triggers
as the value of waiting and the value of investing are different in the two regimes. Furthermore,
the firm can be in an additional transient investment region where it invests in the investment
stimulating regime but not in the investment discouraging regime. The firm thus has multiple
optimal investment capacities corresponding to the investment triggers and a transient invest-
ment region. The investment capacity depends on the long-term perspective as advantageous
changes in regime switch rates increase the capacities at the investment triggers as well as the
capacities corresponding to the transient region and vice versa. This conclusion results from the
assumption that the firm can only invest once.

Furthermore, the magnitude of the effect of the regime switch rates on the investment capac-
ity decrease for larger switch rates because for large regime switch rates, the investment decision
converges to a no-switch model and their effect on the capacity is monotone. This convergence
arises because, for a large switch rate, a regime switch occurs almost immediately. Hence, if the
switch rate in one regime is large, the duration of the firm being in that regime is short. The
firm is thus virtually always in one regime. If both regime switch rates tend to infinity with a
similar convergence rate, regime switches occur nearly instantly. Hence, the firm is practically
in an averaged regime and the regime-switching model becomes equivalent to a no-switch model
with averaged parameters.

The regime switch rates’ effect on the investment trigger is not monotone. At low regime
switch rates, the current regime is important in the investment strategy. However, the long-
term investment strategy is captured in the investment capacity. To adjust to this change in
perspective, the firm alters the investment capacity at the expense of the timing. Hence, if this
so-called capacity effect is leading, an increase in the advantageous regime switch rate causes an
increase in the investment trigger to compensate for a large increase in capacity and vice versa.
For large regime switch rates, the long-term perspective dominates the investment strategy. Both
the investment capacity and trigger thus depend on the long-term view of the firm. Therefore,
at large switch rates, a change in the net present value of the investment is preeminent in the
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timing of the investment.

In the combined model where both building time and regime switching are considered, an
increase in lead time causes the firm to postpone the investment and the investment capacities
change slightly for different values of lead time. A hedging effect is present in determining the
investment capacity to mitigate the risk of a regime switch occurring during the installation
period. Yet, the effect of the installation time is inferior to the effect of the regime switch rates
as the investment capacity depends mostly on the long-term strategy of the firm. Moreover,
lead time affects the effect of the switch parameters on the timing of the investment. Increases
in time to build increase the probability of a regime switch occurring during the installation
period. Hence, the current regime is less leading in the investment decision and the capacity
effect becomes less relevant. Therefore, for long installation periods, the net present value effect
becomes preeminent in the timing of the investment, even at low regime switch rates.

These conclusions hold for linear demand functions. For iso-elastic demand functions, most
conclusions also hold except that the capacity effect does not become inferior for all regime
switch rates. Specifically, the NPV effect becomes more preeminent, but the capacity effect
remains leading at low regime switch rates as the optimal investment capacity is unbounded in
the iso-elastic demand model, whereas in the linear demand model, the investment capacity is
bounded.

10 Discussion and Future Research

To derive a real options model for a monopoly including regime switching and lead time for a one-
time, irreversible investment with a flexible capacity, several strict assumptions have been made.
The findings in this model give insight into the investment decision in light of these assumptions.
If one of these assumptions is not met, the model does not yield a realistic investment decision.
This drawback can be seen clearly in Section [§, where the data does not meet the assumptions
of the model. This inapplicability of the combined model suggests that the investment strategy
of ASML cannot be represented adequately by the model. Hence, relaxing or reviewing the
assumptions could be beneficiary to understanding the investments of real-life firms.

Some of the assumptions in the combined model are similar to the assumptions |Huisman and
Kort| (2015)) have made in their monopoly model, such as the firm having a one-time investment
without expansion possibilities and having constant investment costs depending on the invest-
ment capacity. However, these assumptions are not the only limitations in this model as their
model is extended by including installation time and regime switching. Therefore, additional
assumptions are made to extend their model.

To derive the real options regime-switching model with lead time, the assumption is made
that lead time is independent of the investment capacity and similar in the two regimes. How-
ever, in practice, the investment capacity might be correlated with the installation time of the
investment. This correlation may alter the timing and capacity of the investment. Furthermore,
it may also be that the building time in one regime is different from the building time in another
regime as supply chains for installing the production facility might be elongated in one regime
compared to the other. Moreover, the firm could prepare the investment to decrease lead time
while it waits with investing. This semi-investment state is not considered either throughout
this thesis.

Additionally, the regime switch rates do not change over time and are equal for every type
of geopolitical unrest. However, there are many kinds of geopolitical unrest. For instance, the
impact of the COVID pandemic could vary from the impact of market regulations by authorities.
In the studied model, there are only two types of regimes, which could be unrepresentative of
the effect of different kinds of geopolitical unrest. Besides, regime switch rates could change over
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time because adjustments in policies and the pace of these adjustments could alter over time.

Furthermore, a regime switch model is studied for a monopoly. In many real-life markets,
multiple firms are active and may preempt each other. Another limitation of this thesis is that
it assumes that the active firm maximizes its profits. Yet, it may also be that the firm is not
purely interested in profit optimization as it applies a stakeholder model or aims to optimize
the total welfare of the market. To adjust the objective of the firm, a utility function could be
maximized instead of the profits, like in Driffill et al.| (2013]). Yet, they analyzed the pricing of
real options instead of the simulation of the investment decision.

The analysis itself has its limitations as well. The use of numerical estimation limits the set
of parameters that can be analyzed. Therefore, the conclusion can only be stated for the studied
range of parameters. Furthermore, a system of nonlinear equations is solved numerically. This
method may result in an undefined investment decision if this system cannot be solved, like
in Section [l One equation that implies the investment decision could yield a more accurate
solution. Hence, if the system of equations is reduced into one equation the model could yield a
more viable outcome. Moreover, a real options model is analyzed and the investment perspec-
tive of the firm is studied. However, to fully understand the dynamics of the investment, the
perspective of the financier of the investment should also be analyzed (see for instance [Thijssen
(2010) for an arbitrage pricing approach).

It would thus be interesting to relax some of the made assumptions in future research or to
deepen the understanding of the regime-switching model with lead time to depict the investment
strategy of firms more accurately.
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Appendix
A

X
The consumer surplus is defined by [ D(P)dP. As
P(Q)

P
v =1
P
Q=1-<
1, P
D(P) = :5(1_7)

X(1-nQ)
= Gr-3%)lx
n 2 X /1pP=X(1-nQ)
1 1X2 1(X(1-7Q))
- 5<X oy - WX -n) - E#D
1,1 1
= 5<§X — (X = XnQ — §X(1 - nQ)Q))
= ;(;X - (X — XnQ — %X(l —2nQ + 772622))>
1,1
= 5<§X772(022)
= %XQ%
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And the total expected consumer surplus is equal to

o0

ECS(X,Q) = L / ICS(X(t), Q)exp(—rt)dt| X (0) le
_EL/ 2 X (6)Qn * exp( rt)dt]X(O):X]
= Q%EL]OX Yexp(—rt)dt| X (0) = X]
_ Q2 / E[X Xleap(—rt)dt

= %QQT} / Xeap((u — r)t)dt

t=0
1 1 t=00
= §XQ2?7[M —eap((1 — 7‘)1f)]1t:O
XQ*n
- 2(r—p)

The expected producer surplus is equal to the value of the firm. This is thus equal to V(X)
XQ(1—
EPS(X,Q)=V(X) = Q?E_M"Q) —5Q (34)
And the total expected surplus is
TES(X,Q) = ECS(X,Q)+ EPS(X,Q)
_ _XQ%  XQ( -nQ)

— —5Q
2(r — p) r—p
_ XQ+2XQ(1-nQ) 50
2(r — p)
XQ%n +2XQ — 2nQ*X
= —5
20— 1) ¢
2XQ — nQ°X
S /o Sl
2
XQ((2—1Q)
S i/ b 2o
Ar—p) ¢
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In a monopoly, the total expected surplus is

TES(X*,Q*)—X* 20D 5o

2(r — p)
_ 0 — 1) 2~ )_5 1
2(r —p) (B+1)n
_uddeog |
2 (B+1)n

_0C-mn) 1
C28-1)np  (B+1)n
RS Do 1

206-1)n  (B+1)n
e+ 1
S 2B-D(B+1n  (B+1)n
O 528+1) 25(8 — 1)

20— 1)(B+1)n  2(8+1)(B—1)y
286 + 6 — 285 + 26
206+ 1)(B—1)n
35

2(8+1)(B—1)n
The social planner maximizes the total expected surplus, instead of the value of the firm in
a monopoly setting. Hence, to determine Qy;,, the FOC is applied to the total expected surplus

and to determine Xjj,, the smooth pasting and value matching conditions are applied to the
total expected surplus. Applying the FOC to the total expected surplus gives

0

%TES(X ,Q)=0
XA-nQ) ,_,
T p
1_77Q:5(7"X—M>
Q) = H(1- 2 2)

Using the smooth pasting conditions used before, but now with V(X) = % 0@, the
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investment trigger equals

B XQ2-1Q) _ Q2 -nQ)
x( 2(r — p) ~9Q)= 2(r — )
BR2-1Q) QE2-nQ) QB
2(r — p) 2(r —p) X
(B-1Q(2-nQ) _ QB
2(r —p) X
_ 26B(r —p)
YT DE- Q)
Y 26B(r — )
(8- 1)(2 - n3 (1 - L)) (35)
_ 26B(r—p)
(5 = 1)1+ 25)
X(B- )1+ 21 s — )
XB-1+(B-1)d(r—p)=208(r—p)
XB-1)=B+1)d(r—p)
Xy = gié(r—u) =X
To determine the investment capacity for the social planner, Qf, = Q7 (Xjy,) is used:
1 5(r—
Qi = @iy (i) = £ (1 - =2
1 o(r — )
(1=
77( Fo(r - u))
_ Ly B-1
T ( B+ 1) (36)
_ l(& _ E)
T p\B+1 B+1
1,02
h 5(6 + 1>
B 20"
(B+1)n

Therefore, a social planner invests at the same time as the monopolist, namely as X; > X*,
but with twice the capacity.
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The welfare optimizing policy at the moment of investing yields a total welfare of

TESw = TES(Xiy, Qjy) = “WOWZ=10w) _ 50

2(r — )

_ B - Wy @iy 2

- 2(r —2M) , (B+1)n
R R S CES U
@G 2
- (B-1)n (B+1)n

25(1 - ) 20

B-—1m  (B+1L)ny
- 253 25
T B+LH(B-1)n (B+1)y
205 - 25(8— 1)
(BB -1)n

25

(B+1)(B—1)n

If the total expected surplus in a monopoly where the social planner determines the invest-
ment is compared to a monopoly where a monopolist determines the investment, the welfare
loss is

28 . 36
B+D(F—Dn — 2(3+)(B—1n _ 4 -3
4

- = 25%
(B+1)(B=1)n

This is also in line with the results of [Huisman and Kort| (2015]).
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B

Derivation of the investment decision for iso-elastic demand function including lead time but
without regime switching. Using P; = X @), Cand I = 01Q + &g, we find that the value of the
firm at the moment of investment is

QX
T

V(X,Q) = exp((p —1)0) — 61Q — do

Using the first-order condition, the optimal investment capacity is determined. For a certain
value of X, it is equal to

o (1-0X ‘
Q" (X) = <51(7~ — p)exp((r — M)6)>

Substituting this optimal investment capacity into the function for the value of the firm at
moment of investment gives

_ ¢ (1-0X %_
VX =1 —<<61<r—u>exp<<r—u>9>> %

Applying the smooth pasting and value matching conditions to the value of the firm at moment
of investment and the value of waiting, F(X) = AX?, where 3 is the same as in Section [2, we
obtain the investment trigger, X*. The investment trigger is equal to

- («wa - <>><61 (r = eap((r — 1)9)
a(¢s—-1) 1-=¢

We observe that the investment trigger is increased by a factor exp((r — p)d) if lead time is
included in the investment decision. This result is similar to the conclusion in Section [l for the
linear demand function.

To find the investment capacity of the firm, we substitute the investment trigger into the
optimal investment capacity function. Doing this yields

0 = doB(1 —¢)
61(¢B8—1)
Similar to the linear demand model, the investment capacity remains constant for different values
of lead time. It is equal to the investment capacity found by [Huisman and Kort| (2015) for the
investment model with iso-elastic demand without lead time. Hence, for both the linear and iso-
elastic demand function, including time only postpones the investment by a factor exp((r — u)6)
while the investment capacity remains constant.
Additionally, if the time to build is a variable, the value of the firm at the moment of
investment is V(X)) = Q;:iLX My(p—1)—061Q — o with My(t) as the moment generating function
of 0. The investment trigger becomes

X*:<505(1—<>>C G
5(CH-1)) (= OMyu—r)

and like for a linear demand function, the investment capacity stays the same as for a constant
lead time.
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If lead time depends on the investment capacity, the installation time can be written as

0=9(Q)

If it is assumed that ¢(Q) = T1In(Q)+72 = In(Q™ )+ 7 with 7,75 > 0 to have a nonnegative
installation time, the function for time to build is substituted into the value of the firm at the
moment of investment:

QX
r—h
1
= L (= 1n(@) + )~ 610~ o

r

1= (C+mi(r—p) x
= @ exp((p—1r)12) — 61Q — do
r—p
QX

r—p

V(X,Q) = exp((pnp—1)0) — 01Q — do

exp((u —1r)12) —61Q — o

with { = ¢+ 7 (r — p). This expression is similar to the value of investing using a constant lead
time, but now with differently defined parameters. Hence, the investment trigger is

. (aoﬁgl - é))%l(r ~ wep((r ~ p)r)
511 ¢

:(%M1—@+nv—um>“““”&w—uwm«r—mm>
51(CF m(r— B - 1) T CHnlr—p)

and the investment capacity is

. 0081 =)
@ = 51(CB—1)
0Bl = (C+7mi(r—p)

S a((CHmlr—p)B—1)

Therefore, an analytical solution to model the investment decision is found. It thus depends
on the demand function and the function of lead time and capacity whether it is possible to find

an analytical solution to the investment decision.

Furthermore, the restrictions of ¢ also hold for ¢ as otherwise, the investment decision is not
realistic: ¢ € (0,1) and {8 > 1. This implies restrictions on the parameter 1. First, ¢ > 0
always holds as ¢, 71 and r — p are all bigger than zero. Hence, the remaining restrictions are:

(<1
CH+mi(r—p) <1
B
-
and
(B>1
BCH+ Bri(r—p) >1
1—-58¢
Y

103



Thus, % <7< i:,i
Lastly, if 79 is a random variable with a known distribution, the investment capacity does

not change and the investment trigger becomes

o (%ﬁ(l (¢l —p) )“TI"”” 51— )
01 ((C+m(r—p)s—1) (1= (C+7(r = ) Mz, (1 — 1)
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C

A model is derived that uses the approximation technique to obtain an analytical solution to the
problem. In this new model, only the stochastic process is adjusted. It is now a jump-diffusion
process with N different types of jumps (Martzoukos and Trigeorgis, [2002]):

N
dX; = pXydt + 0 XydZ; + X Y (kidgs) (37)
i=1
Where P[dg; = 1] = \jdt and P[dg; = 0] = 1 — \;dt and In(1 + k;) ~ N(y; — 0.50%;,0%,), where
E[k;] = exp(v;) — 1. Hence, the expression for the value of the firm at the moment of investment
is

VAGU (x) = %ggE[ / QX (t)(1 —nQ)exp(~rt)dt — 6QIX(0) = X]|
B (38)

= max Q1 —nQ) / E[X = Xlexp(—rt)dt — 6@)
t=0

To solve this problem, E[X (¢)|X (0) = X] has to be derived. This is different than in the model
by Huisman and Kort| (2015), as X} is now a jump-diffusion process instead of a diffusion process.
Therefore,

E[X ()| X (0) = X] = E[/ dX,| X0 = X]

N
(nXods + 0 XodZs + X, (kidgs) )| Xo = X]
=1

I
=
o ., °

t t N
E[1X,ds| Xo = X] + /E[aXsts|X0 — X]+ /IE[X S (kidgi) | Xo = X]

o O —— L O —

t t
E[jX,ds| Xo = X] + /E[aXsts|X0 — X]+ /E k) \ids| Xo = X]
0 0 =1
t

/Eu+ZAE D) X.ds| Xo = X +/IE0XdZ\X0_]
0

=1

o—__°

t
E[fiX,ds| Xo = X] + / E[oXdZs| Xo = X]
0

(39)
Hence, the expectation of the stochastic process is translated with a new
N
fi=p+ Y NE[ki]
i=1
and thus E[X (¢)| X (0) = X] = Xexp(jst). Consequently,
XQ(1—nQ)
AGU _ _ 40
VAGU (X) 13%( p— 5Q) (40)
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and
L 8(r—p)
* P — e ———
Qacu(X) = o (1 X ) (41)
The Bellman equation is now
1
dt

As we apply Ito’s Lemma, assuming that F(X) = AX? and [X, X]; denoting the quadratic
variation of X over t, dF' becomes:

rF(z) =+ —E[dF]

1
E[dF] = E[deX + *Fxxd[X, X]t + Ftdt]

2
N
= EBAX " (uXdt + 0 X;dZy + XY (kidas)) + %B(,B = DAXPX XL] (9
i=1

N
= BAXPIE[uXdt + X > (kidg:)] + %5(5 — DAXP2E[d[X, X],]

i=1
Here, E[d[X, X];] = 02 X2dt + X2 "N | Var(k;)\idt because Z; and dg; are independent. Hence,

the quadratic variance of their sum is the sum of their quadratic variances. Therefore,

N N
E[dF) = GF(X)(u + Y Bt + 55— DE(X)(0” + 3 Var(krdr "
i=1 =1

= BF(X)adt + %5(& — 1)F(X)&%dt

Where 62 = 02 + SN, Viar(k;)\i. The Bellman equation is now

PF(X) = BF(X)i+ 3 8(3 ~ DF(X)5”

Thus the new Sagy that solves for this system, from now on denoted by f, is

- 1 0 1 jiN2 27
52_5—2+\/(2_&2)+52 (44)

The threshold and optimal capacity are similarly derived as in Section [2, but with adjusted p,
o and [;

341
Xiay = 548 = 7) (45)
N _ 1
Qacu = G+ (46)

However, it should be noted that this approximation of the jump-diffusion process is not very
accurate for all kinds of jumps.
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D

Plots of the investment capacities for different lead times against the regime switch rates for the

linear demand model.
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Figure 31: Plots of the investment capacities for and the same parameters as defined in the plot

and in Figure @ and Figure

In all figures, the regime switch rates have a much greater effect on the investment capacities
than the lead time. Therefore, like in the no regime switch model with lead time, the investment
capacities stay relatively constant for different lead times.

Below are lots of the investment capacities for different lead times against the regime switch

rates for the iso-elastic demand model.

The differences in investment capacities are very small. This suggests that the regime switch
rates have a bigger effect on the investment capacity than the lead time. Yet, there are still
small differences in investment capacities. This could result from the probability of a regime
switch during the lead time, changing the optimal investment capacity.
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Figure 32: Plots of the investment capacities for and the same parameters as defined in the plot
and in Figure [25]
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