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Managerial Behavior Bias and the Performance Inventive Measurement
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(Southwest Jiaotong University, Chengdu,China)

Abstract. In this paper, the behavior bias of the management such as loss aversion and overconfi-

dence are considered in the principal-agent model, and we find out that traditional RI based on the

firm’s cost of capital will induce under-investment if a manager displays loss-aversion, and will induce

over-investment if a manager is optimistic. Our model illustrates that in order to eliminate the under-

investment and over-investment and achieve the goal-congruence between the shareholder and the

manager, the incentive compatible cost of capital should be set to be lower than its true value for the

loss-averse manager; while for the optimistic manager, the incentive compatible cost of capital should

be higher than its true value. This conclusion improves the traditional theory about the residual in-

come.
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