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Heterogeneous Risk Preferences and Diversification
of Finance

ZHIXIONG YAN FANGYU FEI
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Abstract We argue that the value of a public company depends not only on the entrepre-
neur's ex post managerial actions, but also on his ex ante efforts. Firm value is not only af-
fected by control right arrangements, but also affected by the incentive scheme linking the en-
trepreneur’s salary to firm performance. Given such a scheme, the heterogeneity of investors’
risk preferences are no longer irrelevant. If it recognizes investors’ preferences, a finance
model can save financing costs and leave a larger cash flow to encourage the entrepreneur to
work harder. This paper shows that a finance model with a proper debt-equity ratio is optimal
under some conditions. Moreover, under the assumption that the entrepreneur has some ini-

tial wealth, we explain why there exists a wide variety of capital structures.
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