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Abstract

This study investigates how financial
structure and cost asymmetry interacts to
influence firm’s choice of R&D riskiness.
The type of R&D we consider is add-on
innovation. The riskiness of R&D project is
higher if the chance of large improvement is
higher while the chance of small
improvement 1s lower. Under the model of
this paper, we have two major results. First,
even ignoring the effects of financial
structure, the riskiness of R&D project
chosen by the large firm (lower cost) may be
higher or lower than that chosen by the small
firm, it depends on the degree of cost
asymmetry. When cost asymmetry is small
enough, the R&D chosen by large firm will

be less risky than that chosen by small firm.

When cost asymmetry 1s large enough, the




contrary result holds. Second, the role played
by firm’s financial structure is off the wind.
When cost asymmetry is small enough, no
firms issue debt, so there is no effect of
financial structure. When cost asymmetry is
large enough, the small firm issues no debt,
but the large firm chooses some positive
debts that will strengthen its preference on

riskier R&D project.

Keywords: Cost Asymmetry, Financial
Structure, R&D Riskiness
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