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Investment and financing decisions under optimal long-term contracting
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Abstract: One important source of financial market frictions involves agency problems which can distort investment
and financing decisions. In this paper we develop a dynamic principal-agent model which is based on expand investment
and debt financing. Firstly, we consider an optimal contract design problem that assumes unobservable effort and savings of
agent. Stochastic differential equation of the agent’s continuation value function is provided by using martingale method.
Then we obtain a necessary and sufficient condition for the equilibrium evolution of agent’s value function when contract
is incentive compatible. Furthermore, this paper gets the differential equation for the enterprise value where the solution
of contracting and optimal level of investment trigger can be obtained at the same time. Finally, we show and explain
the different results of optimal effort policy with the corporate cash flow changes under different financing situation. The
relationships between the investment trigger level (enterprise value) and the related coefficients are also discussed.
Key words: optimal long-term contracting; risk aversion; optimal control; geometric Brownian motion; investment and
financing decisions
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TS T B 4% R AN AT R A b S A
CERIZ AAE H R 2B O B AT 2 [ I
S A VA8 AT )P S48 K SRR sl 2R (XU ) [20-21,
Horpr, SCR [21) B AT, AR 1 %%
AT RAE AT A, FFAT T SR A R &5 R .
55 =, FBk FE R 20 mm Al i RURS:, AR A BB AT
R ) A ML B A D~ S5 3 H R R Bk R 1221,
SCHR [221 R FH VAR 2 A B R 56 P R 0 i 2 2 P I
AT A, A T RS R A sh S RIE,
HAFH) 7 M BAE OB 78 43 K 2 1A AR () 78 43 %%
4.

55 IR SCRRA Y (R HE BRI ABL, A ST ST 3K AL
T B A RS, (RIS A A R T Ak )
PRGNS ) R, AEAS— 3R, SCHR [2317E SEVHAL
MESL R IT 7 8 B 3 RO AR B W R SR — B 4T
AR ) 5L, SRR SC B P M B T R R,
BT RAFNTE 1l R, B AT N AR AR A TR
W5 KA.

AT R IEH IS B A, b AR (B FE )
BIBINITORY K AL 2 @ TR R %%
PEAIGEIR, AT H S N E e . AR I P AL
Rl T B AN 3 55 B AR BT T BRAS. T3 A, Al 7
HEE L A B (RER O E b, EEH NS )
T P T B A AL B A D P R4 o, B 4
HARETEEE T TAEBR T 35 B 25 F 85 737y SR 1 7 3%
R IR, B 4% R R AL R R
TH PR IGE B AR BN AS BAS AT . SR HE %%
J1TAE, BEVE B R 58 1 5 250 T SRR & R e il &
&), A [FI7E2%5 FE A HE H R T A A L, e & 2l
HEIIREE NS LR, XS BRI T AR S
Hi# 2 (Al g 251
2 AME B (Model assumptions)

25 e s BIRIE R 23 18] (02, F, Fy, P), A 3CAT
A BENLLFE K B AL AR & T ks a), BT E R
VT 38 AR P AL By B 1) WA 2 97 X, R M 2 R L
[ #i BHiZ )

dX; = (a; + p) X dt + 0 X, dZ;, (1)

Horp: Z OB E PR ARG BIE 3D, a, € [0, a]#Rom
ANTT LI ) B 2 5% R P (B 85 R B
Wi 1) £ M Wi B 7 A R ), @ LR 55 i R,
p AR, o AR R AEAE . () —Jr R
T AR AN E I, 53— Dy T A T e
AU ] L

Ak A gk BB, S A A 5K 45 B AT AN
L+ k(k > 0)ff. EHE, BORAMBRNIITELA T &
NTE G 2, I HLAE FRE AT DU ik & 117 9%,
EHRERR T SN T AT B ok, PRI

AR TR TG ARk &, & B i & 1 A
LSyt = 0}, 1 & FIF Ayr, IR E Sy = 0. &
A U 4R 4 B80T R B CARA) R A IR,
P B P Pl e, MICARA A —e™ % /., B HE
H I H b T PG E 155 1K R R AL E
S, 3T AR F, & B 1 &%
T2 PR AT AN FTULIN ).

3 BIKHEE BT (Design of optimal long-

term contracting)

AT LSS IR IIBUT B Bh AR, 25 H B i
BRIV, B R AR 5 A B ) B [ ) R
IR JG SR AR B B S RO T A2, )i 40 HE il
AT RILEH.

3.1 AR EHIA (Description of contracting)

ARG FRIEE S AP A EAE
A I 2R Al e SRR 5 [0, 25 dn 23R T (1 37 T,
TiUE W85 TR FE S ARV A B AL, R AT 51T =
({ce arbiso, T RFRRXINER. Hh, KAFF5¢,
FONE B HINN N, T a, RN EHE B
JZ.

— 7, R E AR = ({c, ar}eso, T)) T, B
P B A B B o b R T RV B AN SS ) RE R A
KA A ISR AN S A

o 1 ~ _

(2)
s.t. dS; = rS,dt + (¢, — ¢é;)dt, Sp =0,
dX, = (@ + ) X,dt + 0 X,dZ,
K, =1+ klsr,
Horb: Lo R TERREL, K, X g(a,) WEHEE 55T
B, FFiE— B REg(a,) = 0.50a7, O FLE 1155
I ZHL
o5 — T3 1H], B BCAE ARV A B I 205 B 25 4 A 418
TAENL = HINE v, OB T8 B, AR 25 Hi )
FMIMEA BRI Troo. FECATHRSRAT N, AR i 4
SE A [RLIT LA S iR 8 $ B ALK e KAk B B R Al it
AR TG USSR 2R U SRR SR A -
T
1;171%)( En{fO e (X, — ¢)dt+

e—rTi“ [J:j e—r(t—Tf”“)((l + k’)Xt _ Ct)dt — I]}, 3)

s.t. ‘/O(H) > Vo,
o B} R A B AT D9 51 SUBEAR I EE T (139
BT O)HIE B Y R, FEARMV I B AR
el I 58 TSN I 25 R TR B 1 37 T
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NX; — o, FENFE TG ARG B RN (1 +
k)X, — ¢, FIHMESR BN ZI AR TR EES AT
T ATERL AR RS KL, BRI AR 45 H 1 57 T
W E NG T B ML

R TR A R, 75— PG AR %
i, AT R 8 I A AR AT B 2 B 0 W 2 1Y)
WMo TR
3.2 & H F i { BR #(The agent’s continuation

value)

T ORE B I R U — 2 R, Jedh
gl

SIFE 1 W TEESRIL YEfE TS
H i 2 & BT, AR/ AR T &, & B A
HIEAME T4 R LT = A .

ik ZWOTHER[13].

IV ASC L T o6 & HIEUAHZS & T,
R4 2B R = ({cr, asdiso, T) BT Ai# & 1 i
N, EEE 1T PO SR T RIS I, WA SO
P& R RN AH 25 LG 88 ) 2 488 B In) @l (2(2)) 1Y
FEIE T REEIRTIUE [ (¢4, ap). THREHE LA E R
A CIIVNCYSE

o e-(eu—KuXug(au)—r(u—)

Vi(I1,X,) = Et[L - = dul.

4)

FIFASCHR (101009777, RN EH, fA7E— Bl

PFUSFE{ B, t > OMERVL(IT, X,) ik i
dV, =rV,dt — U(cy, a;)dt+

Bi(=yrVi)[dX; — (a; + p) K, X,dt],  (5)

HH Uler, ap) = —em e KaXealan)) /o0y 18 125 1
O BRIEL, A B R R 2R 3L

T RAE By, TEFI—A 5] L

SIE 2 HEEFITT, FBiEE NSHEEEE
LA R Ed AVL(IT, X3 S), A: V(I X S) =
e "V, (IT, X4 0). H AV, (IT, X5 0) 8 To ik & & HE
HFIESLANME R, BI(4).

E I PR ES O R v T B AR E.

BNk AR 2R 26 1F T, 85 B I (1 bR 25035
BRI 78y MBS, IR A TR R, fEh e &
FIIT R, & EE AT Pt & s B39 2 1 9% 114
B 80F 55 0 B A2 B P AR Sk AN 25

U (crya)  aVi(IT, X3 S)

dc 25 |s=0- (6)

Hﬂﬁ(6)$ﬂ§|fﬁ¥2ﬂu%tﬂU(Ct, at) =7V, TR
In(—rV,

C; = Ktth(at) — M (7)

y

FU (¢, ap) = rVARANEIR(GS)ATLAE 2

dV; = Bi(—yrVi)[dX; — (ay + p) K, X dt].  (8)

R@FR(Q)F M, EH EF LN LE WIEE a, 5
i 28 FHU (¢, a,) A0 1 B8 2002022 & 1 3 22 (E
E[dV,(a,)], N@)FI LAE & B #8515, (—yr V)
a; dtRFZME, [dV,(a,)], 8UE B @ n] iR 9~
AeA 7] 78

max|U (¢, ap) + Bi(—yrVi)a,di]. 9)
Fffifta, = ag, X ROFIH —Fr T %A G5
B, AHERTG B, = ¢/ (ar) K. T52, B2 )
AR EfAdV, EA e
dV; = —yrg'(ay) Ko X, d Z,. (10)
R, g T E B HEIN A A TR
3.3 JRIRME R B A [F I (Shareholders’value

and model solution)
FEA B Rl B RSO0, 2 G)xf LR AR LA
H RS oy BOR AL B 5, R B R > T,
JBAESEAME R ECN
JH(X,V) =
max EH{LOOe*T(“*t) (14 k)X, —
cy)dul X, = X}, (11)
s.t. Vi(IT) = V.
H I AN BEHT (¢ < T, AR BESANE R
JHX, V) =
max EH{‘LT? e "X, — e, )du +

T
—r (T —t) o —r(u—T}") o
e [Liue (1+ k)X,
c,)du — I|1 X, = X}, (12)
s.t. Vi(IT) = V.
FIH A HRI B, vl 152 (X, V)i 2 40 T Ha-
milton-Jacobi-Bellman(HIB) /7 £ (ilE: B WLFf 3%):
rJ*(X,V) =
max}{(l + k)X —c+ Jz(a+p) X+

acl0,a

0.5J5x0° X? — Jeyyrg (a)(1 + k)Vo? X2+

0.5J%[yrg'(a)(1 + k)Vo X]?}, (13)
Horr: J3, J3x, J3y ISy 7l RoR T2 (X, V)R T A
BEX, VE—A B w38 R ), edi(7) 4 0E
B H| R B I).

A2, JY(X, V)2 N HIBJG AR GIE R LR 35%):
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rJHX, V) = SRR
max {X — ¢+ Jk(a + p)X + (XY — mi E"(X) _
aE[O@i 2 v2 1 / 2y2 "X _mm((l"‘k)g(l+'Y7”(1+k’)90'2X)’a),
0.5J5x0°X* — Jxyyrg’ (a)Vo  X* + (18)
0.5J4v[vrg (a)VeoX]?}. (14)

T3 AL TETE A 2R, 7T PAgE—3RiA
wr:

rJ(X,V) =
max]{KtX —c+ Jz(a+pu)X +

acl0,a
0.5J3x0° X? — Jeyyrg'(a)K,Vo? X? +
0.5Jy[yrg (a) K Vo X]?}. (15)

WG SCHR 14100 538, J(X, V) BB W R o 38
X J(X,V) = F(X) — (= In(— yrV/(yr)), F
F(X) N R EIREARE XA RIAR R R4, R 5
B 2T DU 75 R (15) (P b 3.

J(X, V) B & S IWEBE O %
FEMHIME RS T BB E PP, SR Fa L
R0 oA AU I B 88 T 22 A A TR B, T — In(—
ArVI(yr)) (HEIRT-0) 4 5 2R A B R Hh 2 ) 1)/ B
TN EY ENE, NTTF(X) = J(X,V) + (—
In(— yrVi(yr)) R B ZR A0 E 5 8 58 & 5 AN 2
AR STRRAANANE), X HRFFE B AN E
PSR I FTOME, WO S i A

F(X) W20 B, TR B Hr Rk, 15l
WE, K F(X)iENEY(X), R %R Gy, £
AR, S F (X)) N (X)), R 88 A il
M, EhruFon i R i 7, I+ EY (X),
FY(X)RMEY (X), F“(X) % RE*(X), F*(X))
— B A B 5 T ). 5 Ah, R T R E,
al (X)) May (X )R A5 5 /i 5 10 8% 12 B
TR, AR E

REIE 1 MU . SR 0 £
E* (X )i 2 a0~ # iy 77 1
rEY(X) =
max {(1+ k)X +(a+ WXE" (X)+
0.56°X2E" (X) — 0.5(1 + k) X 0a®—
0.59r(1 + k)*X°6%a’0?}, (16)
Yreubis Sls

E*(0) =0, lim E“(X) =~ EY(X) =
1 .
+ kX 1+k ’
r—p 2ry(r — p)26%02
Horp X IR 75 KIIRE . $% I A5 R R A TiE )

17)

PRI AN F (X)) T A R M4 5 e
rF(X) = max (X + (a+ p) XF¥'(X)+
a€l0,a

0.502X2F* (X) — 0.5X0a®—

0.59rX?*60%a’*0*}, (19)

YSeubis SU
FU(0) = 0, FYX") = B“(X") — I,  (20)
FU(X}) = B (X)), 1)

o, X O BB fis R 7K, | G T RS 0 2% A 32X
QU . BB TG R AL HUE K155 SRR N
F(X)

aq (X) = mln(m

a). (22
iE LR
SEHE G B, A6 A0
J& TR EL AR 1 B ARG 25 BE 5 Al A (B
B, 5 2 2 1 UG IR 8 2 Byl oK, ARl i 1 < 8
iR, HR, BARE TS ok AL B S A 2 G T Rt 4
b E) T E B B 55 AR, TR AR B 8)M
(22), KR ARTE S [F) A0 e W18 A 3 (i R 5%
77, B [F A
4 fi 55w % T & [E Al & (The problem of
contracting under debt financing)

— M TN BA TR, IR AEAR B I 2 R B £t
5 Rl T . 57 5% Rl BT ) 4 Ak A2 T DA A e 0N, 1T
RUBSH R =K. RS FiBUR SRl iR,
H AR AR BE 38 =T 0 15 el SR AU 2.
A, N T ARIE ) E AR TSR BT, AR E A AE L
TE G (RIS E , 25 A A W) — IR SO A 4 B —
EHN(nFRE ), LLRIES [FI A HATE.

FEANV A SR I TT R, I ARAF B AW AR 9 Al
Ik 2 R EFE IH: X, — o, B KRG
JE AR A9 B0 AL 5 JRAE R SR At b0 7 e 2 S A 4
RIS 1+ k)X, —c, — (1 —7)b, Hrhrsk
TR, TS BESSAT R B0, fEILEIL T,
JB& 7R (R A0 1B 85 2, HIB S 2 DA S A A E I 3 3 5
33T AR, E R EE =R, Sk
TP T REUG S Rl R, AR = — WA Bl
PR, X2 RO RN A RAEAN .

KA _EARIERTR AN 5 5 55 VR G R 4B T, (8
Han R e H:

EIE 2

N

AR G RS E L. B8R 4
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11 HHE
WAME B (X)) a0 H i 7

rEN(X) =

ael[%l,g]},ixb{(l +E)X —(1—71)b+

(a+ ) XE"(X) = 0.5vr(1 + k)2 X020+
0.502X2E" (X) — 0.5(1 4 k)X 04>}, (23)
LA

E'(Xy) =0, E'(Xy) =0,

Jim E'(X)~E(X) =

1+k - 1+k b(l—r

r i_u 2ry(r —+u)29202 - r )’ 24)

H: XyHEY (X)) = 04, Al it S ol fist
RIKFE, X TR KIS 7. B% 5 4 R
PETIRE 55 SRR N

, E'(X) _
1% o

ay (X) = min( G A heerx)

(25)

BTN E P (X)) 362 0 R H sy TR
rF(X) =
max {X + (a4 ) XF'(X) 4+ 0.502 X2 F"" (X)—

a€l0,a]

0.5X0a® — 0.5yrX*0%*a*c?} (26)
ST oA
Fl(O)—O Fl( })=E'(X])+D(X])— 1, 27

F'(X}) = E"(X}") + D'(X}"), (28)

")
Horp: lejﬂiﬁﬁ&ﬁﬁ R, D(XHFRIE I Z
IR 55 B, D(X) i E B3 Y. R 5 & R A 1
TEMIBS IR N
1% FZI(X)
o' (X) 0(1 +yrbo2X)’
W IR S e B 2R,
SEFR2ME X 5 PRI S Tl R 1A
1k, @25 FH G MV A= I, HAMEAS N0, Tk
PRI X, AR N AR 45 5, I A idicd s KA A AR B
PRTEBL= I L, éu/t\ikllﬁc S TE o K, e 2

a. (29

= min(

ST BN (X), BY (X) 5 2 B0 SIS FEAR L,
TR T R 5 55 i, SRR Al A

B PO B UG e 25 1460 & B BN (L AN 153 55
a7, TR 2% #iﬁ(zs)ﬁﬁﬂéjzﬁéxl

P fEL P A

i, B S E, eI B, T H A
PUESLSAT K55 B b, B0t 55 I B e HomT LR B
VL UNI75aw

D(X) = E{f:o e pdulX, = X}, (30)
FIFRTSCHIHET T, AR QT H:

EE3  RSMED (X)W N M R
rD(X) = 0.50°X?D"(X) + (u + ab) X D'(X)+b,
(€2
yreub s S0t
Jim =7 D(X) = (1 - a)B(X,), ()
Horhal @54, o AR 1R

HE ULPHSE.

5 #{& 3 Hr(Numerical results and analysis)

ARATS% T SCHR[9, 14 ERE Tk I 2
B, BB SHOEE N TR R r = 0.05, i
WP E o = 0.25, B 101k Fa = 0.25, Bl Fr =
0.2, H#u = —0.005, EHE L% IFEE L 5a = 0.05,
B RS PRE Ry = 5, EHESS A R0 =
35, M T AT = 500, ¥k ¥k = 0.5, i %57
Bb = 30, WA & X, = 50.
51 MEZHEES f55 M (Recommended

effort and size of debt)

R 2 Bh AT B B (5% DR iR T 48
JEe LA AAT AT AV AB T T & 7 Tl 145 70 F2 B2
((18)(22)(25)(29)), &k L3kE, AN FEHT 1 =it
2], Bl A B 4 9 X0 WK, & IR e 4% 1 FE
LB, IX R RN X 3G K, AR PE LA
HEE TSR A LRI BLR, W= PR T e 8% 11 FE S
T3 N TE VS A A A b A AT AT A Ml 45 % 11 T2 1 %%
JIREFES) e T30 5 T (5% URR B, 3K el 9 [
F2, B4, BN Z Al k- P B s N TR
Ja AP ER IR, X 2 FEE R T 21 (LB AL
BB MR 11641, KLAT AV A BER i A
F£94.53) e %% JIRE B BBk R, Lk, Tk B o

SR M2, AL AEIBOME, B2 iEmR s

& [ Tl 55 TR L.
U_0.0' T T T T T T T T T -]
ooss| . SRR |
T e "L”.{h{ 12 ’Q‘F’H;.
o B — R A R
0.035 - FLFF AL B S
0.030 | :

%‘ 0.025 '\\

0.020 i S~
0.015 - ~ e
0.010 | =
0.005 -

(]-(](]n 1 1 1 1 L 1 1 1 1
0 10 20 30 40 50 60 70 80 90
X
1 AT T H& R BUE 25 IR

Fig. 1 Implemented effort under different situations

AR 55 IR AR B TR N, 2 BT 55 AR 7]



1488 oW o#H w5 MO

533 %

R, M PEIURT DL 3, 2 A M S af 3T 5 30T 0 i i 7K
*1(5.98), EIRITIESS JIREEARPRAZ K T 035 FIRE S
/0N, BRI AT 5, SR B 55 TAR AR
K, BOR BT A WA PR B B 10, IR AR A BB
(i), =R = PEUE SRR, ROV 5 7
SE 55 JIRESE AT LURE Gl BRA ™ . BOZTEE 2, i
TSR E, ALAF LIS AT A TE 25 SR R v T4l
PAL A LA R R A TIE 55 I RE R, B A, T
SR, SEHESS IR RO AN SR,

M TE SRR B AL, dlk A
PUE TR, LA T AT B () T L
B s . REE2HN R W I BHOK, 07 fi e sk
e, BEE IR S N, B (E 2ok, e il
SPERTA™, 1X5 3CHR 2414518 B0 MER3FI AT LIA
BB A KT BE 7 2R3 T i e 1 Ja s, AL T
TAT R BBAT RIS, 55451 2 W] B8 25 5 19 hn,
BB AT A A e 1 Bk, 58 55 Rl 5% A RS RO A
77 AR 22 5 BB BT T B A A, 2497 B,
B RN o A, 227 BRI, A5 AR
SPHLAL. BESFIRLAT 3R B I 2 ) 53 55 (i L Al
EHE.

& 1 RRFETHLEH ST
Table 1 Comparative static analysis under different
coupon

b Xy Xt Fl(Xo) A%

25 490 97.27 1272.3 16.39
26 5.14 9648 1273.5 17.12
27 536 117.19 12413 14.95
28 556 11641 12422 15.56
29 574 100.11  1256.3 16.40
30 598 9453 1278.2 16.68

52 EEH N K% T EA KA XK
] 52 W (Impact of agent’s risk aversion, effort
cost and enterprise risk)

A5 B AU D R A, R S T AR

B AN AR T BN Z B A2 7T LA H, BE

B KRS PO R 3L S 55 0 A S 8, %

PEARR RS 1B Tt (BOR B B UAB ™ I AL D), &

A RIS PR 7K Pk sy B B 5% ) A e A

FRY AR BRI B 5 ol 7 S A SE I, Bt

IS I 2R S BB, (RIS Sl B AR PR 184 0 e 25 B4R

BERT AP ANE. T A AR s I 3 B 2R3 I, IR

TR SE BB fib A 2 BRI, X5 SRR 241 4518 — 3L,

B PR (R 19 0, 56 s AR 1 & A7 AE — NI (A, B

UNERZEE DA SRAFAR KAWL as, 1 — LR e it iy

RIHR AN AR, Fir DU 2R S AR A ™ SRR L

WS, MARRE Y KIXAMEE (S hRESs e A
BB KT AR R IR EE BE ).

2 B Rk KOK-F G LB AR S AT
Table 2 Comparative static analysis of the level of
bankruptcy trigger

¥ Xy 0 Xy o Xy

0.1 315 5 304 020 6.14
1.0 411 10 344 025 598
20 484 15 395 030 5.87
30 541 20 452 035 485
40 583 25 512 045 434
50 598 30 570 050 3.88

SCHR [25) B RSt T8 B 55 R R A b 5 5%
R DU LR, B B R 155 K750 R e 1 il i
i, 110 AR REAT BB R AR 2 B 0 Al W i
AE RS AR S, BB 055 1K AT 2]
0, BT ENTT LA 1, TP 2 AR T BRAS R ke T A B
et = SRR B oK, A ) b ™
I, S E B AR LE B AR AT RO RIS, 2 AN
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Fig. 2 Risk aversion vs. investment trigger

MEATT UL i, B B KU DO R A
HEOR, SRR AT AL A B T R, JE R
SE B2 A5 1R T LA Y, A B ) KU PO R B il
A BB 2R SAS AR I AT sz i 2 Al A, B4 Sk T
IR ARSCE, KU DR ) B 2 3 B0l A 1
INCCHR 2627147 FAAEER), 118 HE B A (11
e FEHT AV ANE 98D, BE— 2P EIE T T3¢
.



HHEE: SO A TR T Al SRl BE o sk 1489

11
160 L T AL .
7N T AR RS Y
140 R

i

X!

120

W
i?

100

80

60 — ' — : :
a
K 3 S5 1A R S IRl

Fig. 3 Effort cost coefficient vs. investment trigger
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