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Abstract

Technological innovation is a soul of a nation’s progress and the
non-exhausting motivation of a nation’s prosperity and booming. Both
the central and the local governments in our country are taking crea-
tion of innovative type of society as important work to carry out. But
how to really realize this fine wishes, we must make a sober — minded
analysis. Construction of innovative type of society needs two respects
of supports: on the one hand, it is the technological innovation, with-
out it, the construction will be a mirage; On the other hand, the fi-
nancial supports are needed which serve as media and boost motor
transforming technological innovations into practical production pow-
er. The former mainly deals with building up a creative social milieu,
which is beyond the scope of this thesis. The most important thing the
thesis cares about is how to realize those financial supports that pro-
mote innovation. But financing technological innovation which bears a
lot of risk differs from that of traditional enterprises. Innovative tech-
nology is a double — sided sword. If it is successfully commercialized,
the monopoly can make high profits far more than the average level
however it would result in a failure and loss of lots of money. That is,
new technology based enterprise implies high return and high risk,
which is also called a venture enterprise. Its special risks lead to its
special financing channel and modes. Because traditional financing

channel can’t meet the needs, a new kind of investor, venture capital-
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ists (VC) comes into existence specializing in ventures financing,

Then how to establish the relationship between the venture capi-
talist and the entrepreneur? This thesis tries to do some theoretic ex-
ploring.

1. The main contents and viewpoints

The thesis is composed of five chapters, following a path: analy-
sis of basic attributes of venture capital — establishment of theoretic
framework of venture capital financial contracting —venture capital fi-
nancial contracting design based on complete contracts —venture cap-
ital financial contracting design based on incomplete contracts —em-
pirical analysis on financial contracting. The main contents and stand-
point are as follows:

Chapter 1. Venture capital and the contracts. The venture cap-
ital comes from financial support for high — risk and high — return pro-
jects in the knowledge — based economy, which plays a key role in
forming a innovation society. Compared with other investments, ven-
ture capital has a special process, property and relationship with each
other. The problem this chapter is intended to solve is to specify the
research objects, i. e. , the contracts between VC and the EN.

Chapter 2. Financial contractual theoretic framework. The con-
tract is a kind of commitment, which originates from informational
asymmetry and it’s the application of contract theory to financial
fields. According to whether the information between the financing
parties can be verified, it is classified into two types of financial con-
tract theory: financial contract based on complete contracts and finan-
cial contract based on incomplete contracts. Financial contract based
on complete contracts pose that all information is verifiable. Financial
contract based on incomplete contracts holds that information isn’t ver-

ifiable, so allocation of control rights affects transaction efficiency

greatly.



Researches on venture capital contract are always conducted in
the framework of financial contract, those based on complete contrac-
ting only care about allocation of cash flow of venture enterprise, and
those based on incomplete contracting otherwise care about allocation
of control rights. This chapter mainly recalls related literature in fi-
nancial contract sorts out the research framework and paradigm and
lays a foundation for analysis of Chapter 3 and Chapter 4.

Chapter 3. Research on venture capital contract based on com-
plete contracting and allocation of cash flow rights. Complete contrac-
ting is defined as contract in which all the parties can ex ante antici-
pate the events and regulate corresponding actions, if there are dis-
putes over contract terms ex post, a third party (i e., court) can
verify and enforce to exercise according to specified contract. Finan-
cial contracting based on complete contract contains a lot of literature
especially those initiated by Townsend (1979) who utilized approach
of CSV (costly state verification) and later Diamond (1984 ), etc.
They concluded that debt is the optimal contract.

In most of the papers they assumed that the entrepreneur is risk
neutral which is contrary to the real world. I think that entrepreneur
should be risk love. I established a model under assumption that en-
trepreneur is risk love in framework of complete financial contracting
and I concluded that convertible security is a optimal financial con-
tracting.

Chapter 4. Research on venture capital contract based on incom-
plete contracting and allocation of control rights. Incomplete contract
theory implies that the contact is silent to some unanticipated events,
so allocation of control rights is important. Grossman and Hart
(1986) , Hart and Moore (1990) developed a property theory in the
framework of incomplete contract. As for how to allocate control rights

between venture capitalist and entrepreneur, Aghion and Bolton
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(1992), and Dewatripont and Tirole (1994 ) is a pioneer. Different
from them, I developed a model assuming that entrepreneur is risk
love and the investor has private benefits, our conclusion is that debt
satisfies the assumption and solution of optimization.

Chapter 5. An empirical analysis on venture capital contracting.
This chapter mainly investigates the relationship between government
— backed venture capital institution and venture firms. We found that
their contract is more prone to take contracting of equity, which is not
consistent with the theory to some extent. I think that two reasons may
contribute to the results: the first is that the assumption may be too
strict and simple; the second is that the background of government
may affect selection of type of contract. We make a logistic regression
and found that the bigger ration of the total invests the government —
backed venture capital institution make stake, the bigger probability
of type of equity it will take.

2. The main contributions of the thesis

The thesis follows the existent research framework. The main
contributions are as followings

Firstly, the assumption that entrepreneur is risk love is more
suitable to describe real world.

In reality, the investors are easier to diversify their investment in
the capital market to earn average return, so the assumption that the
investor is risk neutral is reasonable. But compared with the investor,
the entrepreneur usually dosen’t own initial wealth, once the money
comes from outside investor, he is more willing to take riskier ac-
tions. If the project succeeds he achieves a lot, if the project result in
failure, he dosen’t bear direct losses. So the entrepreneur should not
be risk neutral, on the contrary, he should be risk love.

Secondly, I incorporate investor’s non-monetary benefit into the

model.

.



Much literature in the venture capital contracting considers
entrepreneur’s private benefit. But as a matter of fact, some inves-
tors, especially large company becomes venture capital investor, for
them, company’s strategic object, technology acquiring, scale econo-
my, scope economy and etc. are all its private benefit. In this thesis,
I take account of investor’s private benefit and get some results.

Thirdly, I make a simple empirical analysis on contract between
state — owned venture capital institutions and the investee. I make a
descriptive statistics based on data of SBICs and one state — owned
venture capital institutions in our country. After that I collect data
form a state — owned venture capital institutions located in Beijing and
take the financing security the institution adopt as dependent variable
and the ration of the institution’s investment in a investee company as
explanatory variable and make a make a Logistic regression, | found
that the bigger ration of the total investments the government — backed
venture capital institution make, the bigger probability of type of equi-

ty it will take.

Key Words: enture capital’s investing and venture firm’s
financing
Financial contract

Contract design
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