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Abstract | 1

C Abstract

Theory of security design is one of the most important theoretic frontiers
in financial economics, which focuses on the study of the fundamental char-
acteristics of the financial instruments. It has the practical significance in
two dimensions: one as choosing the optimal financial contracts, the other as
applying the security design theory to innovate financial instruments.

Following the basic framework of security design theory and using its
main analyzing tools and part of the results, this book studies two issues:
the financial efficiency of the fundamental characteristics of the financial in-
struments and the possible financial innovation .

This book consists of eight chapters that form five parts.

The first part is chapter 1, which is an introduction of this book .

The second part is Chapter 2, which is a retrospection of the develop-
ment of security design theory, and it also reviews the domestic and foreign
study status in this field.

The third part composes Chapter 3, Chapter 4 and Chapter 5. This part
studies the characteristics and financial efficiency of the two fundamental in-
struments as standard debt and equity. Chapter 3 focuses on debt contract to
study its optimality comparing with equity contract under CSV (Costly State
Verification) framework. Then it studies the inefficient liquidation problem

under debt contract. Chapter 4 focuses on equity contract to study control
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right allocation and discusses state contingent control right allocation. Chap-
ter 5 focuses on some special characters of financial contracts such as liqui-
dation system, term and debt senioriiy structure. These studies supplement
the discussion of financial efficiency in the former two chapters, especially
on the inefficient liquidation problem.

The fourth part composes Chapter 6 and Chapter 7. These two chapters
focus on contractual character of debt — equity hybrid instruments. It probes
into the study of some fundamental contractual characters other than the
standard equity and debt contracts, this kind of securities form one of the
important sources of financial instrument innovation. Chapter 6 discusses the
relation between hybrid securities and financial instrument innovation. In
addition to standard security, is it necessary to introduce non — standard se-
curity, and how to introduce it? Chapter 7 focuses on the contractual design
of two special hybrid instruments, one is the financial instrument with op-
tion, and the other is preferred stock .

Chapter 8 is the last part of the whole book. It studies the possible fu-
ture innovation of the financial instruments in China. It considers two insti-
tutional restrictive factors: one is the inefficient liquidation threat that re-
stricts the efficiency of the debt contract, and the other is the unsound and
costly monitor system that restricts the efficiency of the stock contract. The
author suggests that preferred stock could mitigate the inefficient liquidation
and decreases the monitor requirement, and thus can improve financial effi-
ciency. At the same time, financial contracts with option mechanism forms
another direction of future innovation because it can mitigate the degree of

the asymmetric information .
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