1314

7-60700(L0)1Z8E-96T0S/9101 0L-10P/ 1ZBE-9610 *NSSI
paa1asal unioy Aue ur uopanpoadai yo sHY3U Iy

panuwry Suwysiqug dnox presswy 4&q 8007 Q y3uddo)

8PT—CIL ‘FC AWN[oA “ddueul] Ul YoIeIsay

201U Y] IUIULIIPUN OSID [J1M 11 '3014d 32018 § willf 2y 0F 2a1JISUIS §53]
yipam [p101 s2akodwa ay saypw abpay [piivd 2yl asnPIAq “LAIMOL]
‘Buibpay p11aod ayr mmoynm oyl uvyy iayby a.p spupab asay1 fo suoyonipa
amard sty ‘Apuanbasuo) diqun jpaodwagiaiuy sy asvaioul puv Buproy
oyofiiod puido s aadojdwia ay1 aoupyua uvd xapur Guibpay ayr 1wyl
IDAISUOWIP M ‘dodpyovq D SD Ylomawnaf onofiiod-uondumnsucd ‘aui)
-snonupiuo? ay1 buisy “abpay jo11avd v yons fo s193ffe ay1 arwbiisaaur am
“431doyo suy1 uf “xapul ALSNPUL UD SO YONS Y2018 S, Uddlf Y1 YN PIIDIaL402
Aybry 19ssp up wp suousod Buywy Aq abpay jonupd v Juawzduy dvw
saadojdwa ‘¥o0)s S wyf ayp Buriioys sp yons sabpay 10241p Jo Su0NINISIA
ayr Buony ysid oyfivads-urif ay1 Avmv abpay o1 aaisap buosis v dapy
111 $221uD4B ‘3SDY SIY) U] 12YADUL MOJ3q SI1FLANIAS 2a1JUIIUL FS3Y) anfpa O]
PUa] $23]upIb 'S43Yy34D3524 SN01aa4d Aq UMOYS D “Insad p Sy PILfisizaipun
Aybry y1vam (0107 §,021Up46 Y1 saxpUL JUFWIIIMbaL Buisaa sy ] spordad
Wp1430 10f $13sSD 2yl ploy o] Seaqupib aumbad yowym saumwaf Bupisaa
ynm w03 Ayonsn sjupab asay ] “siabvouvu pup saadopdwa a1parjous pup
uppad 03 satupdutod 4q pasn a4p suondo aayuadul pup diysiaumo 301§

LOVaLsgv

TOA\ UOSE[ PUEB OB)) JMUB[QN

IHDNOHL M SV ddLOIdLSdd
SV LON -SNOILOTd.LSHd
ONIAVYL HLIM SNOILdO

ANV SADOLS HALLNAONI

"S8I-8LI ‘Z¢ ‘tmatay nuouody

DLW IOUDIIYJIP UBSUW TUIL) PUE ‘S0UBLIEA UBIUW “30UBUIWOP JNISEYI0lS (Z861) 'S ‘RYZIL X
'SL6S ‘8T “y2dvasny

[proupily fo jpuanof “1911u01j ofjojiiod Jusioyys O-uesw sy L (S007) 'S “TREZNA ¥ “H WIEYS
‘89b1-6kb1 ‘G ‘Fouvuly fo jpuinop

'sjasse Aysur Jo Suoud ayy pue ‘Ki0ay) oyjojuod ‘TmO-ues) (¥861) 'S ‘PEYANX B “H NIEUS
JImnsuy

V1D Jo uonepunoyg yoxessdy Iyl Cusnput punf abpay a1 fo sonuoudp ayr (S007) "V ‘01
LIE—80€ ‘69 ‘MAIN3Y NUWOUOIY UDILAUY "SOUBLIBA

pue uesw jo uonouny € Aq Anun paroadxe Sunewmxorddy “(6L61) "H ‘ZImoNIBN % “H ‘Kaer
"B9E—E9E ‘C[ ‘S4a1IFT SIUIOUOIT “XIpUl

110 Yy Jo uoneardiolul pue UONRINO[ED SY) U0 30U V “($861) 'S ‘TIEYZNX @ “T Y ‘UEUlI]
*gz-11 'dd “sougul] 10J 1B1US)) [EUONEBUISIU] 3[BX "L[-§0 "OuU Iode] Funjiom

51500 puv 'spiaq ‘soydjy suinad punf abpay fo savanog *(5007) 'd WYD B “D U ‘uosioqq
‘$E-7T ‘§S ‘punoy sisdjouy [1ououty

'so5EIq PUR JUAJUOD UONBULIOJU] SYIewouaq punj-s3paH "(Z007) 'V 'd USH % “M\ ‘Fung
TOE—SLT “0f ‘Sapris prouputy Jo ma1a3y ‘sputy 98pay

Jo osea oy :seifajens Juipesy Jo sousUAOLIRYS reoundwy “(L661) 'V "A ‘USH ¥ “M ‘Bung
orI-9¥1

19 ‘SIUSHDIS PUD SINOUGIT fo M2y “TUSIDYIR0D TUID) 9Y) 10] B[NULI0) W *(6L61) J ‘UewIoQ
'86-€9 ‘LI ‘Sapnig [prouvily

Jo matazy "sputy 93pay FIAJOATT suoIsLIP onjojiiod pue YT “(FO0Z) "N AN 7 “A ‘Temiedy

SAINTIHIHA

-paspajAouyoe Ajnjerers st DYHSS oY1 woly yroddns [eroueut]

]

INTJADTITMONYIOY

‘19A3] %§ 9Y) ¥E JUAIDIp Apuedyrusis aIe SOLIBUSDS ()T Jules
3y} Jo uaoySry 'SPOUNSYJIP JPBWEIP 210U 29npord sAOIPUI-gNs JWOWIY, YL 11

1V Ld ONNIHD NVIWYHHS O [4%4



swies 9y} 1y ‘uonen[ea jeaud o) Jo jusuvAoIdul %] € ‘9%9p 03 paonpar
S JUNOISIP 9y} “xaput SWISpsy Y] YA "PIsn 10U ST xaput SuSpay oY) uoym
2,09 Se yonur se Aq J003s 9y} JUNOISIP P[NOM SIBIA (] UI PIISaA 3q 0} }I0IS
S, ULIG 9Y) Ul [I[BoM SIY JO 9,0S pue ¢ = 4 19joweied UOISIoAE YSUI € UM
sokojdws ue ‘sUONIPUOD jayIeur [eoldA) 1epun ‘S[dwrexs 104 ‘ySIy s xepur
SuSpsy 9y} pue J00)s PIIOLISAI Y] UIIMIS] UOIIB[AII0D [ENPISAI Y} Uaym
Pa0NPaI ST JUNOSSIP 3Y) “ISAMMOH “YOO01S PIJOLISAI oY JO ANIIT[0A 3y} pue
pouad Sunsoa 9y) Jo Yi3uo| oY) ‘UOISIOAR JSH JO 33139p ss0kopdwd o)
1M SaSBIIOUI JUNOJSIP oY} ‘pajoadxe sy Junoosip Auprabryp a3 sjussardor
anjeA J9}IBW §,3001S oY} PuB an[eA 3jeAlld s 99K0[dWws 9y} UIMIIQ IDUIIYIP
SUL S JIBW 9} M OO03S PajoOLIsaI 9y} jo uonenjea sjeaud saokoidwd
ay) udne pue Kofod jusumssaur-uondumsuoo [eumdo ssekordwie oYy
aaoxdurr djsy ued xepur Suidpay oy} “Y001s PIIOLIISAI 3} 01 100dsAT YHM
'SMO[[0] S& 918 SBUIpuy
sypads sy, ‘paonpai st Ysu oywads-Aueduros oY) 03 21nsodxd 3y} 0Uls pastur
-01dWIOD ST SATIUIDUT [B10) 3Y} ‘9SIN0S JO "AJANISUIS SAIIUIOUL IO BIIP 3y}
asearout ‘suondo Jo 3580 SY) UI PUE ‘§)95SE PAOLIISAI 9Y) JO uonenfea eaud
s,00Ko1dws 9y} aseaIoul UBD Xopul Surdpey 9y) Jey) puy am RIAQ ANMmn
[erodwaniaur s,9K0]dws oy} 03 10adsal YIM NIOMIWEI} UONIJIS ofjojirod
-uondumsuod e ur pezrumdo st A8ajens orfoprod Yy JoOls PalOLsal
97} 03 UONE[e1I00 YITY © )M XopUl AISnpul UB S8 PIISPISUOD 3G UBO Xopul
8uipay sIy) ‘101183 PAUONUIUL SV "398 30107O onosirod a3 ur xapui Suidpay
© Suronpoxnur 4q 1oy dsys suo 03 pue ‘sjurer)suoo ofopriod YIim uonEnfEA
jasse pue uopesuadiiod ANOSXS UO S2INJBIAN Syl jUI M ‘pud sy
o eame1dly oy} ur ded pauonuLIofe 9Y3 [[Y 01 N0 §39s 19deyo sy,
*S9INYERJ JUSISHIP YIim suondo SATIUQUL
Jo uonenea ajeaurd 9y U0 $ISNO0J (900T) 1[0SISTUL “YIOMOUIRI] Ie[Tuns
® UI $)X9)U00 UON0I[as-o1jof1Iod B UI )001S PIJOLISaT Y} SHUROSIP 9kojdura
oy} yonw moy oemsuowsp (wyearsy TTM) (£007) Jyeisduo] pue nry
‘quey ‘eanoadsiod UONEOYISIAIP B WIOIJ 9 UBD JSU ONBUIISAS-UOU ZuLesq
Apsod moy smoys (1007) YP0IqINIJA "SUONOLISaI Sulpel) Sy} opun 0} xapul
SuiSpay e Juisn sevkojdwd Jo ousnbasuoo oYy saurwIeXa WAY) JO SUOU ng
‘5J98SB PIJOLIISAI JO uonjen[eA syeAld Sy UO suononsal Suipoy jo spoedur
91} SUIWIEX YOIYM SIIPNIS 22IY) A[UO 1L 2131} “93Pajaou 100 Jo 1539 3y} O,
"X9pul A1}SNpUI UB SB [Yons ‘Yo01s WY 3Y) I PIIe[a1100 ATySIy sopLmoas
u1 suonisod axe} 01 IS9P € oARY [[ia s0Kojdus o) ‘st 1ey], -s8pay [enied €
asn 0] seakojduwo asned i FUIBPaY 103IIP UO SUOIIOLIISIT [BUOTININISUT YT,
, 'SPIeme paseq-A)mba Jo onsLIalOBIBYD YSII puE
juourusife oy} 19sjj0 1ey} (oo3s s Auedwoo oy Junioys Jo suomisod uondo
‘sdems se yons) suonisod Jurdpey ojur 15jus 0} jou parmbsl are sesjueId

S1T suonorsay Buppa I ynm suonydQ puv $yI01S aanuIUL

‘101$3AU] [eUONININSU] JO [OUNO) 9yl Aq Apordxo pojeis sy j001s S ULy
ay) uo suondo 9[qepen Junum 10 }ools sury 9y SunIoys se yons sadpay
1091Ip 3sn 0) Pamof[e 10U a1k $3K0[dWS “I9AIMOY] "SI oypeds-uLry ay)
Keme 23pay 01 sAem 10J YOO sAeMm[e [[im 99K0]dUId 9SI9AB-YSII ® ‘9I0JoIoy ],
‘sokordws a3 10y ofjojrod rewmndo-qns & 01 sPeS] Yorgm “Ysui oyads s uLy
3y} 01 arnsodxo ue sasodwil pue pIbiy[l $195S8 SANUIOUT Y] SN BUI UOIIOLISAI
Surpjoy oyj, ‘ySnoyl s1s00 INOYNM JOU SI WISHIBYOIW SANUSOUI SIY]
‘yiream jeuosiad s,0okordura 9y 2o0uay ‘oorrd Jo0)s oY) dUBYUI KB
prey Supjiom Aq Apiqeigoxd pue Ayanonpoad [jeieao suuysey) Juraoidur
20UIS “SOATIUADUI JO 90IN0S 3Y) ST YsU oywads-Aueduwiod ay) 03 arnsodxs ayy
‘A[qewnsald ‘Junodsip & ur Junjnssl ‘onjeA JONILW S)I MO[aq JISSB PIJOLNSaI
® yons anjea [[im 334ojdwe ssioAe-ysiI ¢ ‘Aiuenbasuo)) "YsuI onewsAs-uou
10 syads-Auedwiod 313 01 arnsodxs ue ssodwr pue pmbifr yiresm s sekojdure
oY) Jo ired oyew M suonollsal yong -sesodind uoneAapow wire}-guof
pue Uonudlal Y1oq I0J A1esse00u are (s1eak (1—¢ Ajensn) pouad jsepowt € 10§
pasoduur swonorsax Surpel; ‘Ajres) sofordura ) 03 SSI[YII0M 918 A3y} S0UIS
I9y310 95uds Aue aew Jou s90p porrad Surisoa UYL UB YIIm $300)s Sunuern
'sso] Aue Suumour jnoyym Auedwos oY) oaes] ued sakojdurs oyl pue
JUSSQE ST ATIULOUL WHI)-SUO] 2] ‘S0P JadIew oY) Se A[3oeXa JueId yo03s s1y
san[ea s9Ko[duwo oY) ySnoylye ‘eseo sy} U "way) SUIA0SI Io)Je A[ojeIpotul
$003s 9Y1 [[os ueo 9akodws 37} ouls ‘sesnuoq Yseds Junueid o} JusfeAInba si
SUONOLIISal FuIpes) INOYIM §001s Sunuern "diysIoumo Y3noIyl anjea yo03s
s.Auedurod ay3 o1 (sSurpjoy peyornsal oyl “o'1) Yieom euosad ssakoduwo
oy Supjur] Aq pasdmyor ST uoneAnOw uLL}-Suo] ‘poisea e suondo pue
$003s 213 210J2q Auedwoo oY) seAea] 9 Ji sSurpjoy ay3 0810] 3snwr aKojdwe
a3 Jey) ur SunsaA YSnoIyy paAsIgoeR St uonualdy ‘sfurpjoy uondo 10 y003s
IIoy} [[9S 01 pamoj[e jou e ssako[dwd ‘pourad Junsaa sy3 Juun( -paises
a1e suondo pue s}00Is 9Y) 210J2q SIBIA JO IOqUUNU WNUWIUIW € IOJ Funjiom
snurjuod 03 seakoidws oY) axmbor soruedwod aseyy ‘Ajjens() ‘ssvkojduis
pajusfe; Suneanow pue Surure)ar jo Aem [eonoerd e se seruedwoos dn-11ers
yo91-y3ry Aq pazesuord sem drysioumo safojdurs oy [, “suondo }o03s pue Y201s
PAAIRDRI 'S’ Y} Ul SPAINOIX? pue sadkojdws uonnu (g Arewnxoxdde
(OdDN) diysioumQ sofojdwryg I0J IUI) [eUONBN Yl 03 Juiproooy

NOILJONAOYINI ‘1

parupab 1of uayv) aq 10u pinoys
$125SD Pa101415a4 asayl fo S193ff2 aaruaour pauinsa.rd 2y ‘210f242Y ] ‘S192ff>

T9M NOSV{ ANV OVD HINVTIN 14Y4




[ 9Byl pajou 3q pinoys 1] “(Quiod SIy) 3)esuIap [ J[qE, Pue £ UONIAS)
s1g8rom s orjoj110d jaxrewr oy} Surfess-a1 A[duIrs £q PIASIYOE 9q JOUUED §19SSE
[euonIppe 9Y) WO PIALIdD JYousq 9yl "Aigun feiodurdlioyur s sekodue
9y} aaoxdun ‘ynsol © se pue Ysu onewslsAs-uou oy} 2onpar djpy [m
198 9[qISEJ A1) UI 519SSE ISYI0 SUIPNOUT ‘SUONOLIISII SUIPLI) YIIM ‘ISAMOY
"}001S PIJOLIISal AUl pUB 13sSE 29IJ-ysL 9yl ‘orojirod javrew 9y} A[UO
sapnjout (900¢) 1[es1e3uy pue (¢007) TT Ul 188 3d10Yd ofjogiiod oy, “Jsu
JBWISISAS-UOU SIY) 90npal 0] 1asse SuiSpay e puy 03 A1) [im dakordwo sy,
‘orjopurod jaxIewW oY) Aq 19s]j0 A[InJ 9q JOUUED YOIYM “YSII Ol BUWISISAS-UOU
JWos 18aq 0} 2aKo1dws oY) 9010] [[Im Suipjoy Jools pasodulr oy ], "Ino-1e9[0
Ia8uo] ou st A393ens ofjojriod rewndo sty Yo03s 9Y) UO SUONOMSAI Juipes)
YN Afuo 1asse 991J-)SLI oY) pue oljojirod jaxIewr oY) pjoy o3 st £3ajexns
orfopirod jeumdo s,eafojdwe oYy (WAVD) [PPOJN Supug 1essy [ende)
JWI-SNONUNU0D JY) Furnsse pue sUONILIISAI SuIpes) Jo dUIsSqe dyJ uf

"I{BoM €101 3y} pUE anfeA S,o01s Y] ur symoid jeuontodoid
Surumsse 03 jusjeambs st wonoely paxy jo uondumsse Y] SAIBYS IS [[9S
01 93] s1 sokordure 3y ‘potred Sunsaa 9y} Jo pus oY) £g oL > [ eI je spuo
Yoy pottad Junsaa oy Sunmp ¥o03s s Auedwos sy Ul (1918 PaUYSP) Yijeom
[e101 STY JO UONORI PIXY B POy 01 paxmbai st 9adojduwa ay) 1By} Jurunsse £q
SWISYDS SALIULOUI A} jo aInjeu Jurtofuo a2y} ewrxoidde am ‘(9007) Jjos1a8u
01 Iefruig ‘sesodind UonBAROWI PUe UONUL)AI JOJ SUIT} J9A0 suondo pue syoo3s
pajoisal syueld yorym Auedwiod e 10j syjlom dakojduro o] ‘UOISIOAE JSU
QANE[AI JO JUIIDYJR00 Y] | < 4 pue 20ua19je1d awir) Jo eI AY) ST () < ¢ dIoyMm
m ol a=Gon

-y

safordue 5y) 10§ uonouUNy ANMN (VYD) UOISISAB-YSLI-0ATIR[I
-juelsuod 3y} dope am ‘amnjern)] oy Suimol[og b Tve “9)n mi I=n

‘uonouny Amn paoadxe aANIppe-ow “YJoOWSs © AQ PIqLIdSIp st sousisford
9sOUM [ UOZLIOY SWUQJ 9Juy B UM 99Kojdwa 9sIoAB-YSHI B I9PISUO)D)

dmag oy '['7

XHANI ONIDJIH V HLIM ADALVILS
OI'TOALIOd-NOILJINSNOD TVIANLLAO T

"xipuadde 3y} 01 pajegalar a1e sa[qe] pue sjoold ‘syIeweal Furpnpuod sopiaoid
 uonoag suondo pue $3003s PIOLNISAI ) YIOQ 10 INO PILLIED AIE SIsA[eue

LT suonyILysay Bupv ] yim suondQ pup sy201S aanuaoup

q1dop-u] "s30ssB PAJOLIISaI JO JUNOISIP 9YJ 20npai ued xopur Suidpay oy) moy
SOJBIISUOWIP pU® SIZAJBUER ¢ UONOIS “YSiI oywads-Auedwoo oYy 01 ainsodxo
9y} seonpal pue Aunn sgokopdure oYy seoueyus xopur SuiBpey oY) yYorgm
0] JU9IXd JY) A[[eolIowinu JJRISN[I A\ 195 201070 ofopiod popuedxs ue
)M UOISIOSP JUSUISIAUI-UONdUWNSUod SuWnaJl s,3240[dws oY) sozuIeloeIeyd
pUR S$3)B[NULIOJ 7 UONI9S "SmO[[o] st paziuedio st 193deyos oy} Jo 1591 Y]
¢ sejdwexa yons are Funep-premio)
pue Sunepyoeg ‘uonesuaduwlod IANNISXS JO §)109JJ9 AIIUIDUI pue UOHEN[BA
oy joedun Afenusjod ued ey sonsst Areiodwo)uod AUBWWOL) S}ORIISqE
osje Apnys Ino ‘uayo) sures oy} Ag “Indeyo sny) Jo UrewIop oy} IpIsino oIe
o8exoed uonesusdwos [ewmndo ue uSisIp 03 MOY SB YoNs SINSSI ‘9SUIS SIY} U]
‘paproop uasq Apeaife sey a3exoed uonesuadwod 9y} Jey; Surwnsse sejuead
Jo 1red oy] uo Fuidpay jo sousnbasuos ay3 Apnis am ‘Aj[eoyroadg ‘suondo pue
$3(901s 9A1IUSOUI JO 10adse remonied g Ajuo Apnis am 1Y) Sunou yirom siif
"$)2018 U0 Auo T pue suondo uo A[Uo sIsnooj fjosiafuy
Snym ‘suondo pue SY00]S ANUIDUL OY} Y0q 9zA[BUB Im ‘payl ‘suondo
pue s}001S 9ANUIDUI 973 Jo uonenfea deaud oyl sseorour ‘Aymn [eroduid)
-1ur saskojdurd oYy saoxdum dppy ueo xopur Juidpay oy} Jo uoIsnoul
3] 1BY) SMOYS SISA[EUR IN() "}9SSE 221J-)SUI 9y} PUB Y00)S PIIOLIISII Y] ‘Xopul
Suidpey e ‘orjojirod 193IeW 9} SIPNIOUI 335 010Y0 ofjofniod Ino ‘Afresyoeds
xapur Sudpay e Jurpnjour Aq 188 901040 orjopiod IvY) JuswiSne am ‘puodsg
‘SUONOUISAI Juipen) Y} JO SSIUIANIYS oY) uo JyJiy poys sdpoy siseyduwd
InQ 's}99JJ0 SANUDUI pue uUonenjea djeAnd oyl spspye Suidpey moy uo
STI00J oM ‘}SOWIAI0J pue ISIL] *$109dse 921y} Ul SIAIPMIS OM} 353Y) WIOKJ SISJIP
191deyo jussaxd o) ‘(9007) [1os1e8ur pue (£007) 1T JO 18y} O} I[IUIsS
sI ylomowrel] ofjojirod-uondwnsuod SW-SNONUNUOd Y} YInoyy
‘SISATeuB JJO-opea) 102IIP B SIOPUIY SIINSBIW JUSILJJIP UI AIB $3091J0
oM} 9y} Jey] "ANAnIsuss aanjusour ur ure§ oyy pue (ysu1 oyoads-Auedurod
01 91ns0dx3 3} AQ PAINSBIUW) SIATIUSOUI 2107 JO SSO[ ) UdOM]aq JJO-opeI) ©
aq 03 sieadde a1ay) ‘suondo 10j ‘a10j219Y ], "BI[SP s.uondo oY) Aq painseswr
A1ATJISUSS 9AT}ULOUT 3y} saroiduir os[e SuISpay ‘IOAOIION 'SHI0IS PIIOLIISAI
3y 10j Jey) se swes 9y A[ySnol si suondo I0J JUIWIOUBYUI IN[BA JO
92189p 9y L ‘saInjeaj 951019x%3 A[Jes pue Sunsaa sey 10 ueadoinyg st uondo oy
I2U19YMm JO sSI[pIeSal ‘qunodsIp sy} 2onpaz pue uoneniea deaud s s0koidue
9y} soueyUS OS[e ued Xapul uidpsy oy ‘suondo pajoLIsal 03 10adsar Y
"paIuRIS 10] UGB 9q JOUUERD SYO0]S SATIUDUI JO SSIUSATIONJD
papusjul oY} pue ‘J4Snoyl oM SB OANOLISSI SB JOU I SUONOILISAI
Surpen 3y ‘010j019y ], pareurwune A3o[dwod aq ued Ysu ogwads-Auedwod
01 1msodx9 9y} pue JUNOISIP Y3 103J19d SI UONB[SIIOD [BNPISAI Y] USYA
‘0,€€ Aprewrxordde Aq peonpa1 st ainsodxs S onewIg)sAs-uou Yy ‘own

IHM NOSVI ANV OVO FJINVTIN 91T



219

Incentive Stocks and Options with Trading Restrictions

@

the usual budget constraint. The first order conditions yield the following
/
where X, is the current price of an asset with a dividend yield of D, and U,,

Om
Os
oy

and o

(Zm 25 27) 1S
and v? = (1 — p2,)o?.

Pmr
Pis
m
ds
qr
)o

2
ms.

With the above elements, the employee chooses an optimal consumption

and portfolio policy to maximize his expected lifetime utility subject to
U 13

pms
1
Prs

(I-p

— gp)dt + oAz,

) ’ q ) (
Pmi{01/0m) and the non-systematic variances

2
s

(u; — qp)dt + o7dz;
Prms
Pmr

and the cum-dividend expected returns, dividend yields and the volatilities are

Hm

r+ﬂ:(ﬂm—r)
r+ﬁ1(/"m_r)

Hs
154

Pms(0s/0m) and B;

for the stock and the index as v

To capture the above setting, the employee’s portfolio choice set is
u

assumed to include a bond B earning the risk-free rate r, the market
portfolio M, the restricted asset or the company’s stock S and the hedging

index I. The price dynamics are
stands for the partial derivative of the utility function with respect to the

consumption ¢, Intuitively, given his optimal consumption policy, the
employee’s private valuation of any security is the expected present value of

hedging, the employee’s wealth will be less sensitive to the firm’s stock price,
hence compromising the incentive effects.

where the correlation coefficient matrix of § z

stochastic Euler equation:

with S
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