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		Abstract

		This paper considers the impact of entrepreneurial risk aversion and incompleteness on investment timing and the value of the option to invest. A risk averse entrepreneur faces the irreversible decision of when to pay a cost in order to receive a one-off investment payoff. The uncertainty associated with the investment payoff can be partly offset by hedging, but the remaining unhedgeable risk is idiosyncratic. Nested within our incomplete set-up is the complete model of McDonald and Siegel (1986) which assumes investment payoffs are perfectly spanned by traded assets.       We find risk aversion and idiosyncratic risk erode option value and lower the investment threshold. Our main finding is that there is a parameter region within which the complete and incomplete models give differing investment signals. In this region, the option is never exercised (and investment never occurs) in the complete model, whereas the entrepreneur exercises the option in the incomplete setting. Strikingly, this parameter region corresponds to a negative implicit dividend yield on the payoff, and so this exercise behavior contrasts with conventional wisdom of Merton (1973) for complete markets. Finally, in this parameter region, increased volatility speeds-up investment and option values are not strictly convex in project value, in sharp contrast to the conclusion of standard real options models. 
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