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.ABSTRACT

The US “New Economy” and the skyrocketed NASDAQ market attracted
global attention in the last decade of the 20™ century. The rapid growth of
venture capital industry contributed largely to spur innovation and its
commercialization in IT, telecommunications and biotech industries, and so forth
to the ten years of high growth rates and low inflation in the US. Governments
around the world have been eager to duplicate the success of the thriving
venture capital industry. However, the governance structure of venture capital,
which has been identified as critical to its success, received little scrutiny in
China.

This dissertation addresesd this omission by: 1) compating venture capital
with other traditional investment instrument, and discussing the main
distinguished characteristics of venture capital; 2) based on financial contracting
theory, describing ‘how incomplete financial contracts govern the two main
processes-fundraising and investment-of venture capital; 3) constructing and

developing a unique governance structure of venture capital system in China.
I . The Characteristics of Venture Capital

The dissertation points out that, venture capital is eventually a distinguished
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combination of monetary capital (capital in traditional meaning) and human capital
(embodied by the special knowledge owned by the venture capitalists) . By
transferring knowledge and information, venture capitalists add value to venture
firms and venture funds, and bear the costs and withdraw benefits which are
unparallel to their initial investment. As venture capitalists vigilantly participate in
the whole system by locating management in venture firms, they tend to prefer
investing into the firms with top technology but possibly not so good management,
than into those with top management but not so good technology.

Secondly, venture capitals not only invest into high-tech industries. When
examining the empirical evidence through Thomson Venture Economics/NVCA,
PWC MoneyTree Report and EVCA database, this dissertation finds that venture
capitals are shifting their focus from telecommunications and biotech to traditional
industries, e. g food, textiles, steel, etc. . Therefore, the success of venture capital
largely depends on the product the venture firm is producing, and the possibility to

realize its market potentiality, rather than only on the industry features.
Il Incomplete Financial Contracts Governing Venture Capital System

Based on incomplete financial contracting theory, the dissertation
describes how incomplete financial contracts govern venture capital system by
resolving two pairs of principal-agent conflicts in venture capital system. The
whole venture capital system is composed of two processes: fund-raising and
venture investment, in which two sets of principal-agent conflicts exist.

In venture capital fund-raising process, limited partnership resolves the
principal-agent conflict between outside investors (Limited Partners) and
venture capitalists (General Partners) . Outside investors/Limited Partners are
characterized by holding capital but not the knowledge of how to invest, while
venture capitalists/ General Partners by owning knowledge but less capital.

The dissertation focuses on how limited partnership contracts are structured to
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embed an incentive-restrictive mechanism which decreases agent costs in
venture capital fund. The case of Xerox demonstrates that corporation-
affiliated venture capital could also achieve success when borrowing the main
features of limited partnership.

In venture investment process, incomplete financial contracts play
essential roles by separately allocating cash flow rights and control rights in
several investment stages, in order to mitigate principal-agent conflicts and
aligning incentives between venture capitals and entrepreneurs of venture
firms. The core contract in this process is the stock-purchasing-agteement.
The dissertation analyses how 1) optimal financial contracts allocate
convertible securities between venture capitals and entrepreneurs; 2) the
change of conversion rate affects the allocation of cash flow rights and control
rights, which is state-contingent to venture firm’s performance; and 3) how
state-contingent allocation of cash flow rights and control rights alleviates
principal-agent conflict.

When venture investment is staged, there would be future financing
necessities. The optimal financial contract should avoid the double-sided moral
hazard problem. This dissertation describes how robust financial contract, in
which venture capital holds a fixed-fraction security throughout all the
investment stages, protects venture capitals’ claims against dilution and, at the
same time, prevents their motivation to under-invest. Nevertheless, the rest
amount of capital should be financed by other venture capitals, which means

later stage financing should be syndicated finance.
IlI. Governance Structure of Venture Capital System in China

As growing literature suggests, legal and institutional regime appears to be
important for the nature of financial contract and financial markets. Due to

different legal system, economic developing stage, market structure, and the
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scarcity of entrepreneutrialism, the way to make venture capital system work in
China would tend to be unique.

Using a newly constructed dataset, the dissertation investigates the
characterizations of China’s venture capital system. Tracking down the funding
resource, the organizational structure, the project-seeking process, the
determinants of investment decision by venture capitalists, the pricing
mechanism, internal governance structure, the retreat channels of venture
investment, the dissertation unveils two main characteristics of the venture
capital system in China. Firstly, China’s venture capital system has a
government-leading feature with the government functioning actively as fund
provider and project recommender. Secondly, entrepreneurs are the leading
forces in venture investment process. Entrepreneurs are aggressively
approaching venture capital rather than the vice versa, and venture capitalists’
engagement in venture firms is considerably limited by attending board meeting
or offering consulting services.

The existence of large scale of sinking fund in China’s financial system signals
its potentiality to develop a unique venture capital system supporting innovation
and the growth of small and medium sized firms. The dissertation initiates a
three-stage development model for China’s venture capital system. At the first
stage, corporation-affiliated venture capital could play an important role, and
venture capital could draw back their investment through property right exchange
market. Second stage is characterized by private equity leading system, with IPO
in stock exchanges functioning as the retreat channel. At the final stage, social
insurance and life insurance funds could step into venture capital system, and
obtain expected proceeds from IPOs in cautiously constructed CASDAQ market.
Nevertheless, the speed of establishing the whole system largely depends on how
sophisticated the principal-agent problem would be solved in China’s legal and

institutional system.
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