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In most cases investment can often be irreversible. When firms decide about irreversible investment they may have

[®W confidence about their perceived probability measures describing future uncertainty. Generally, investment decision of an

é investor depends on his/her risk taking behavior, technology used and competition among the firms. More specifically, an

ry increase in uncertainty decreases the value of an irreversible investment opportunity in the economy. The purpose of this

ﬂ paper is to analyses investment behavior in Nepal and to support entrepreneurial entry. Thus, increased uncertainty in the
entrepreneur’s target will decrease the probability of entry in the new industry.
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1. Introduction

In economics investment can be defined as the act of incur-
ring an immediate cost in the expectation of future rewards.
It is the value of that part of economy’s output at any time
period that takes the form of new structures, new produc-
ers’ durable equipment and changes in inventories (Shapiro,
1974:156). Irreversibility of investment, uncertainty of future
rewards and choice of investment timing are the three major
characteristics which play vital role in investment decisions
(Nishimura, 2004). In fact, determination of the optimal deci-
sion of the investor depends on the interaction among these
three characteristics of investment. Uncertainty is one of these
major factors influencing investment decision as it creates dif-
ficulties in making future predictions. Increase in degree of
future uncertainty causes increase in threshold value, which
means that higher degree of uncertainty leads to less willing-
ness to invest (Pattillo, 1998). Generally, the model specifica-
tion used and the underlying assumptions with respect to the
risk behavior of the investor, the extent of the market compe-
tition, characteristics of production technology used and the
shape of the adjustment cost are the determinant of nature
of relationship between investment and uncertainty (Guiso
and Parigi, 1999). Depending on the assumption that the mar-
ginal product of capital is convex in price, some authors have
said that there is positive relationship between uncertainty and
investment if investor is risk neutral, firm is competitive and
firm uses a constant returns to scale technology. Under these
assumptions, increased uncertainty leads to an increase in the
value of marginal unit of capital, these leading to higher in-
vestment (Hartman, 1972; Abel, 1983).

If the market is competitive and the technology used is con-
stant return to scale then uncertainty may not necessarily lead
to lower investment, even in the presence of irreversibility
(Abel & Eberly, 1994; Caballero, 1991). According to Abel and
Eberly (1999), relationship between uncertainty and invest-
ment can be both positive and negative and it depends on the
user cost and hangover effect caused by level of uncertainty.
There is positive relationship between uncertainty and invest-
ment if level of uncertainty is low and if the level of uncer-
tainty is high then there is negative relationship. According to
standard investment theory or option approach of investment
firm invest in project only if total present value of future ex-
pected cash flows from the investment is greater than the
Net Cash Outlays. This approach assumes that investment is
reversible and all the expenditure will be recovered in future
otherwise firm cannot take the new investment. But in this as-
sumption it is very hard to solve the issues related to expected

stream of profit, discount rate, future inflation, tax rate, de-
preciation and the like.

Lastly we can conclude that the actual relationship between
investment and uncertainty and role played by irreversibility of
investment can be varied depending on firm specific circum-
stances regarding risk behavior of investor, technology used
and competition.

2. Analysis of Nepalese Economy

Problem related to the choice of optimal investment time
caused by irreversibility of investment under uncertainty has
become the major area of study for the recent researcher.
This paper basically aims at analyzing the effect of uncertainty
on the value of irreversible investment opportunities and in-
vestment behavior in Nepal. More specifically, an increase in
uncertainty reduces the value of irreversible investment oppor-
tunities, while the opposite is true for an increase in calcula-
ble risk. In this regard, it is also argued that investment is less
sensitive to variation in interest rate and tax policy in compar-
ison to volatility and uncertainty over the economic environ-
ment. Thus, to design favorable environment for enhancing
investment and to analyze the investment behavior in Nepal,
macroeconomic data related to Gross Domestic Product (GDP)
and its component in terms of aggregate consumption, gross
investment and net export for 14 years 2000/01 to 2013/14
have been presented in Table 1.

Table 1: Consumption of GDP at Current Price in Nepal (Rs.
In Millions)
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Table 1 demonstrates the trend of consumption of GDP (Gross
Domestic Product) or national income in Nepal from fiscal year
2000/01 to 2013/14. While analyzing the expenditure based
GDP structure at current price it is clear that the consumption
expenditure has climbed up to 91.44% from 88.25% within a
period of 14 years from FY 2000/01 to 2013/14. The propor-
tion of gross investment also rises from 20.25% to 38.27%
during the same period. But the share of net export is found
negatively increasing from 10.68% to 28.16%. This type of
continuous negative increment in net export has adverse im-
pact on economic growth rate during the review period and
this increment also has counteracted the rise in positive share
of investment in GDP of the Nepalese economy. Furthermore,
the rise in consumption may be due to increase in remittance
inflow in each year and the regular price hike in import sit-
uation owing to increase in aggregate demand has reduced
the flow of productive investment in the domestic economy.
Current study shows that share of remittance in Nepal is more
that 25% of GDP (“Contribution of Remittance”, 2014).

The irreversibility of an investment depends upon the differ-
ences between the initial investment and subsequent recover
value of that investment. As irreversibility increases, the value
of option to postpone investment increases, causing the en-
trepreneur to become more sensitive to uncertainty. Hence ir-
reversibility is basically a function of both the amount capital
at risk and the market frictions created by the specific or fixed
amount of the investment.

3. Investment Behavior in Nepal

Generally, the investment behavior of the Nepalese economy
reveals the flow of huge amount of investment in consump-
tion. The economy is becoming consumption oriented due
to remittance inflows and some other non economic factors
(such as, political instability, insecurity, social unrest and so
on) and thereby causing hopeless plunge in saving and in-
vestment. Furthermore, due to increment in consumption,
the rate of domestic savings has come down each year. Thus
consumption oriented economy of Nepal naturally leads to de-
pendency resulting in the dearth of resources for investment.
So it is urgently needed to enhance savings and thereby in-
vestment for productive purposes by discouraging unnec-
essary consumption in the economy. Despite these, the eco-
nomic growth rate is also less likely to be encouraging in FY
2013/14. Such a decline in GDP against the target is due to
slow economic activities in agricultural and non-agricultural
sector. Thus to better understand investment behavior it may
be important to develop such a suitable model that can en-
hance investment opportunities in the productive sectors and
suggest some measures to minimize the sunk costs or irrevers-
ible investment in the economy.

4. Investment Decision under Uncertainty:

Uncertainty refers to a situation where there is more than
one outcome of a business decision and the probability
of outcome is not known nor can it be estimated (Dwivedi,
2009:413). Lack of reliable market information, inadequate
past experience and high volatility of the market conditions
are the major causes for this unpredictability of outcome.
Generally, in the case of complete ignorance under uncertain-
ty, investment decision may be taken by the investors using
their own judgments or using any of the rational criteria. But
if the investors want to make decision by considering uncer-
tainty then they must have some knowledge about future
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market conditions and information about future business envi-
ronment should be obtained so that they can estimate proba-
bility of influence caused by uncertainty. Under this condition,
the decision makers use their subjective judgments to assign
probability to the outcome and the sum of such probabili-
ty distribution would be equal to one. In reality, irreversibility
and the possibility of delay in investment are very important
characteristics of most investment. The ability to delay irrevers-
ible investment expenditure can profoundly affect the decision
to invest. In this regard, Dixit (1989) argues that uncertainty
should influence the likelihood of investment when the invest-
ment entails sunk costs that cannot be recovered through dis-
investment, and when investors have discretion over the tim-
ing of investment. Furthermore, as irreversibility increases, the
option value to defer increases, causing the entrepreneur to
become more sensitive to uncertainty. Hence increased uncer-
tainty in the entrepreneur’s target will decrease the probability
of entry in industry.

5. Conclusion

From the foregoing analysis, it can be concluded that the en-
trepreneurs generally recognized the option value associated
with delaying investment in the context characterized by in-
tense uncertainty. Furthermore, they mostly evaluate their con-
cerns over uncertainty with respect to the degree of irreversi-
bility associated with their investments. To sum up, uncertainty
is an important factor in investment decision. Investment ex-
penditures are sunk costs when they are irreversible or unre-
covered. The consumption oriented economy of Nepal results
in the dearth of resources for investment. If such a type of
economy runs for long time, the investment becomes irrevers-
ible. Thus, to attract investment in productive sector, the gov-
ernment should create the congenial environment of invest-
ment opportunities and to give assurance to maintain peace
and security in the economy.
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