S.G.  Morfov  ( SU HSE)
«Stock Options vs. Optimal Contracts in a Dynamic Agency Model»

This paper estimates the efficiency of the stock option contract. It builds on the static model of Aseff and Santos (2005) and considers a moral hazard problem in an infinite-horizon principal-agent framework characterized by a mutual lack of commitment and reservation utilities that may vary across observed price histories. The reduced computable version of the model is used in order to estimate numerically the utility loss of restricting the set of possible contracts to canonical stock options. In the numerical computation, I apply an original algorithm that allows for iterating on nonconvex sets. I find evidence that in the presence of positive correlation between stock prices and reservation utilities, the contract provides the agent with insurance against bad outcomes, which ultimately smoothes his/her consumption across (initial-history) states. Exerting effort appears to be the predominant strategy for the principal, but shirking may still be optimal when the agent is rich enough. The optimal wage scheme and the future utility of the agent tend to grow in both his/her current utility and in the future realization of the stock price.
