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Abstract

In the field of venture capital, the existence of differences among investors,
venture capitalists (VC) and risk entrepreneurs (EN) in goals and interests, as
well as the existence of information asymmetry among them, lead to the emer-
gence of incentive and restrictive problems. The establishment of effective incen-
tive and restraint mechanism among investors, venture capitalists and risk entre-
preneurs is to ensure that venture capital enterprises achieve high efficiency
caused by the functional division among investors, venture capitalists and risk en-
trepreneurs and meet the objective requirements to avoid loss. As salary is con-
sidered to be an incentive factor for venture capitalists (VC) and risk entrepre-
neur (EN) due to the fact that salary is the return for entrepreneurs’ efforts and
contributions (with the effect of capacity factors), this paper choose venture
capitalists’ and risk entrepreneurs’ control rights as double-side incentive factors,
i. e. we consider the allocation of control rights between venture capitalists and
risk entrepreneur, such as how to award, award or not, amount of awards and
the extent of constraints after awarded, to be the rewards for venture capitalists
and risk entrepreneur corresponding to their efforts and contributions. From the
perspective of realizing venture enterprises’ financing, of raising venture
capitalists’ and entrepreneurs’ utility and of reducing information asymmetry be-
tween participants, this paper focuses on the effectiveness of incentive problem
generated by the allocation of control rights between venture capitalists and entre-
preneurs. Also, we do the theoretical deduction to identify whether the extent of
incentives and constraints depends on the contributions of venture capitalists and
entrepreneurs to venture enterprises, thus whether their control rights acquired
are symmetric. Furthermore, this study has firstly constructed different utility
functions of venture capitalists and entrepreneurs with respect to various finan-
cing mode, as well as control rights allocation model of venture capital enterprises
considering relevant constraints. Then we solve the variable (control rights) un-
der optimal allocation, discuss the conditions for optimal solution, and explore

the mechanism of control rights for venture enterprise.
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Inspired from incomplete contracts theory ( GHM theory) proposed by
Grossman (1986), Hart and Moore (1990), this paper has classified venture cap-
ital enterprises, Hart, into three forms, i. e. firms controlled by venture entre-
preneurs (EN), or controlled by venture capitalists, or otherwise conditioned
control according to dimensions of ownership structure. Besides, we have sys-
tematically hackled the contractual basis and initial arrangements of control
rights, as wells as the dynamic adjustment factor influencing control rights in
venture capital enterprises. This article has includedthe double-side incentive
problem, financial contract and venture enterprises’ allocation of control rights
into an analytical framework. The main line of argument is how the human capital
characteristics of a venture capitalist (VC) and entrepreneur (EN), the bargain-
ing power of both parties in afterwards negotiations and corporate performance in-
fluence the allocation of control rights. This paper attempts to progress previous
researches in this field as following aspects: (1) Based on the definition of alloca-
tion of control rights, we have analyzed the mechanism how the allocation of con-
trol rights plays the role of incentive and restriction on venture capitalists’ and
entrepreneurs’ behavior. Specifically, through constructing a multi-stage control
rights allocation model under single financing mode, we have discussed whether
the allocation of control rights would have an impact on venture enterprises’ oper-
ating efficiency. (2) Based on the agency relationship among investors, venture
capitalists and risk entrepreneurs, this paper has established a tripartite interac-
tion principal-agent model to design the incentive contract. By comparing the sin-
gle-layer analytical framework with double-layer, we try to illustrate the advan-
tage of double-layer analytical framework and analyze the factors that affect the
incentive effects. (3) Considering the allocation problem of control rights under a
variety of financing mode in venture enterprises, this paper has established a con-
trol rights allocation model concerning the existence of bilateral moral hazard con-
ditions and with the introduction of a continuous variable of control rights that
enables venture capitalists and entrepreneurs to provide a higher level of incen-
tives. Furthermore, we have discussed the optimal allocation of control rights, as
well as the relevant conditions and influencing factors which affect the achieve-
ment of optimal allocation. (4) In the field of empirical research, this article has
selected such listed companies of the SME board as the object of study, i. e. ven-
ture capital is one of the top ten shareholders, used statistical methods to analyze

the variables of human capital characteristics of the sample companies’ top Man-



agement team (age, tenure, education, professional background, etc.) descrip-
tively and examined the correlation among human capital characteristics of top
Management team, business performance and arrangement of control rights. Ob-
viously, it is hoped that this paper can make some contributions to the application
of rich incentive theory in venture capital enterprises, the reform of China’s ven-
ture capital system and the practical development of venture capital industry if the

conclusions of this paper are correct.
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LV XS ZK (Venture Capitalists, VC)

FE EH /Ml # (Small Business Administration, SBA)
I LB/ 7] (Small Business Investment Company, SBIC)
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152K (Claims)

BB H A B\ (Top Management Team, TMT)
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