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A Theoretical Explanation to Linearity of Incentive Contract
Based on Behavioral Contract Theory

WEI Guang-xing, QIN Yan-hong
School of Management, Chongging Jiaotong University, Chongging 400074, China

Abstract ; Although contract theory has been developing rapidly and been applied to many fields widely, it has never explained
well why most practical incentive contracts are linear. An important reason is that contract theory adopts the traditional economic
assumption of self-interest ignoring some behavioral psychological preferences such as inequity aversion. By incorporating inequity
aversion into the standard frame of optimal contract design on the base of FS model which describes inequity aversion in behavior-
al economics, with the approach of behavioral contract theory this paper develops a model of discrete output and effort to investi-
gate the optimal incentive contract under inequity aversion. The results suggest that the first best and the second best optimal con-
tract under inequity aversion are both linear, whose slope increases with the strength of inequity aversion, but not more than the
upper limit 0. 5. It provides a rational theoretical explanation to linearity of contract because it not only obtains the linear contract
but also achieves the theoretic results which are consistent with the findings of empirical researches on the slope of linear con-
tract.
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