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Incomplete Competition, Bankruptcy and the
Choice of Business Capital Structure

JIN Xiang-rong, YU Hui-hui
{ School of Economics, Zhejiang University , Hangzhou, Zhefiang 310027, China)

Abstract : Current theories about business capital structure ignore the effect of the product market characteris-
tics. So they seem to be difficult to satisfactorily explain the following empirical evidence. First, according to
current theories, when a business needs extemal funds to finance its project, it prefers debt financing. Howev-
er, hased on ohservations and statistical analysis, we find that many firms in different industries are financially
conservative and their debt ratios are significanily lower than theoretical prediction. For example, Graham
(2000)made a survey of the managers of 345 American firms and found that most of them are financially con-
servative . Secondly, similar firms in the same industry have significantly different capital structures. According
to modern capital structure theories, the main factors that influence one firm’s capital structure are economic
environment, indusirial characteristic and the firm’s own traits. So firms in the same country and industry
should have similar capital structure, But empirical researches of Van der Wijst (1989), Riding, Haines &
Thomas (1994} had opposite conclusions.

Banknptey or the probability of bankruptey is very important 1o a firm’ s choice of capital structure when
the product market is incomplete competitive. The increase of the fim’s debt adds its bankmuptey probability
and the effect of bankruptey is to delay the firms’ investment decision. Given the incomplete competition in
product market, this delay, which is not costly in itself, means that the bankrupt fimm is at a strategic disad-
vantage in the product market. When the firm’s {ixed cost of cupacity is large, the fim has to be liquidated
which is costly to the finm. So when making its capital structure decisions, the firm must trade off the tax ad-
vantage of debt and this special bankrupicy cost, which explains why firms paying heavy corporate taxes use
only a small amount of debt. The final equilibrium is also subject to the bankrupt firm’ s fixed cost of capacity.
If the fixed cost of capacity is small, competitive firms adapt the same strategy and the equilibrium is symmet-
ric. If it is large, the equilibrium is asymmetric. One fimn pursues the tax benefit of debt and the other pur-
sues the strategie effect of equity. This explains why similar firms in the same industry may have very different
capital structure.

Key words: incomplete competition; capital structure; bankruptey; strategic disadvantage



