Irreversible Investment under Uncertainty with Regime Shifts

This paper analyzes a model of the optimal timing of irreversible investment in
which the trend and the volatility shift at random time. The importance of regime shifts
has been shown by recent empirical studies. However, the burgeoning literature on the
irreversible investment under uncertainty under the real options approach has not
incorporated this regime shifts, and has assumed that they do not change over time. In
this paper we explore the investment behavior of the firm in the face of the possibility of
regime shift. We show the impact of the regime shift on the investment decision of the

firm.
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