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Abstract

In standard contract-theoretic models, the underlying assumption is that an agent is
purely selfish, and his objective is to maximize his own payoff. A large amount of
empirical evidence has pointed out that many individuals are also motivated by other
psychological considerations, such as fairness concerns and reciprocity. Theorists
have been engaged in finding more realistic assumptions that are consistent with
the ways in which economic agents behave in real life. Among the existing theories,
the theory of inequity aversion developed by Fehr and Schmidt [35] has attracted
enormous attention. It soon became a useful tool in behavioral contract theory, which
capitalizes on the power of social preferences theories to enhance understanding of
real-world contracting phenomena. The present thesis aims at contributing to the
behavioral contract literature by investigating how inequality aversion preferences
impact on the optimal contract design in a financial contracting environment and the
agent’s incentive in a career concerns experiment.

Chapter 2 reviews some of the recent theoretical contributions to the development
of the theories of reciprocity and fairness. Emphasis is placed on sketching the the-
ories, demonstrating their abilities to explain experimental regularities and pointing
out some potential problems that are inherent in the existing theories. In addition, we

present a survey of the recent theoretical contributions linking inequality aversion and
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the theory of incentives, where the traditional selfish agent assumption is replaced by
the more realistic assumption that the individual agent is also inequality-averse. In-
corporating more realism into economic modeling, such as assuming some individuals
are inequality-averse, appears to be a promising avenue for research in the theory of
incentives, as it generates more refutable predictions that models based on the selfish
agent assumption cannot offer.

Chapter 3 analyzes a tractable two-period staged financing model in which a
single principal interacts with an agent who is risk-neutral and inequality-averse,
offering him an equity contract. We fully characterize the menu of the optimal sharing
contracts. Our results show that inequality-aversion changes the structure of the
optimal contract. More importantly, we show that it is more likely we will observe an
equal sharing contract when the agent is inequality-averse. Our findings for efficiency
comparison indicate that inequality-aversion exacerbates the distortions caused by
moral hazard, which leads to a further downward distortion in terms of total social
welfare in this staged financing context. Incorporating inequality-aversion into a
dynamic staged financing game thus allows us to interpret real-world contractual
arrangements in the venture capital industry where equal split contracts dominate.

In Chapter 4, we revisit the innovative Holmstrom’s-type career concerns experi-
ment by Irlenbusch and Silwka [47]. In particular, we introduce inequality-aversion, a
theoretical short cut for reciprocity, into the analysis and investigate if it is the missing
link that potentially drives the results in the experiment. T'wo related but conceptu-
ally different models are considered. The complete information model confirms that
inequality-aversion induces positive effort in the second period, but does not predict

any differences in the effort choices across both periods in the revealed-ability setting.
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The incomplete information model’s predictions conform more closely to the observa-
tions in the revealed-ability setting, and its predictions for the hidden-ability setting
can partly explain the lower effort choices observed in the hidden-ability setting. Our
analysis suggests that inequality-aversion is part of the missing link, but not all. In-
corporating fairness intentions into the analysis should open more opportunities for

explaining the experimental results in Irlenbusch and Silwka.
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