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Abstract

This dissertation discusses three problems on security de-
sign. First, how are the optimal allocation of control rights and
the optimal effort level determined separately in cases of debt fi-
nancing and equity financing? Second, how do investors design
security to encourage an entrepreneur to choose best risk and ef-
fort levels when the entrepreneur make risk and effort decisions?
Third, if the entrepreneur is supervised by investors, how does
investors’ supervision intensity determine the risk and effort lev-
els chosen by the entrepreneur in different financing ways?

For question one, we design a two — stage dynamic game to
describe financing activity. We reach the conclusion that when
control rights’ pledgeable effect is larger than incentive effect,
the entrepreneur’ s optimal effort level will decrease with inves-
tors’ control rights; when pledgeable effect is smaller than incen-
tive effect, the entrepreneur’ s optimal effort level will increase
with the investors’ control rights.

To solve question two, we distinguish substitute and comple-
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mentary relations between risk choice and effort choice of the en-
trepreneur. By virtue of this division, we compare the optimal
risk choice and effort choice under different financing ways. We
find multi - securities is superior to single security when risk
choice and effort choice are complementary. On the contrary,
multi - securities is inferior to single security if risk choice and
effort choice are substitute. V

We consider question three by two approaches: active moni-
toring and passive monitoring. We find those investors’ supervi-
sion make different effects on the optimal choices of entrepreneur
under different financing ways.

In this article, we make two innovations. One is that we i-
dentify pledgeable effect and incentive effect of the allocation of
control rights. We model the effects of security design on the al-
location of control rights. The other is that we distinguish substi-
tute and complementary relations between risk and effort choices
of the entrepreneur. We offer the economic rationale of single se-

curity and multi - securities.

Keywords: security design, allocation of control rights,

moral hazard, supervision
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