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The Ratiocination of the Incentive Contracts
Including Debt and Dividend

YUAN Zheng-xin', YANG Shu-e!, LIU Li-min?

(1. School o f Management , Xian University , Xiun 710061,China;
2. School of Accourting » Hebei University o f Economic and Business , Shijiazhuang 050061 ,China)

Abstract: The theory of information transition and agency cost argues
that debt and dividend in incentive contract can mitigate adverse selection
and moral hazard, and can be replaced by each other. Then, why do debt
and dividend lie in the incentive contracts simultaneously? This paper illus-
trates that the rigidity of debt has an advantage in controlling moral hazard,
but is not enough in eliminating adverse selection. The dividend commitment
however, boasts a greater flexibility in managerial incentive contract which
results in an improved ability of controlling agency problem. Therefore,
debt and dividend supplement each other well, which provides a reasonable
explanation for the co-existence of both in the incentive contract.

Key words: incentive contracts; debt and dividend; perk; hidden knowl-
edge and action (FEsmd £ W)
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