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Abstract

This paper studies a repeated moral hazard problem in a general equilibrium framework.

I develop a model of dynamic employment contracts by integrating an optimal contracting

problem into an equilibrium search framework. The proposed framework enables us to ana-

lyze the interaction between the contracting problem and the endogenously evolving outside

environment via worker mobility, and I characterize the optimal long-term wage contract as

well as the optimal incentive compatible effort-tenure profile. The optimal contract exhibits

an increasing wage-tenure profile for two reasons: 1) it induces the workers to be more likely

to stay in their current contracts, and 2) it can induce the workers to make efforts when the

current up-front wages cannot. The optimal incentive-compatible effort also has an increas-

ing profile due to an interaction between 1) the workers’ fear of losing their jobs, and 2) their

incentive to obtain better outside offers. I then show the existence of an equilibrium. The

equilibrium inherits the “block recursivity” developed by Shi (2008) and Menzio and Shi

(2008); that is, individuals’ optimal decisions and optimal contracts are independent of the

distribution of workers. Lastly, I provide some macroeconomic implications of the model to

illustrate the interaction between the microstructure and macro-behavior of this framework.

JEL Codes: D8, E24, J6.

Keywords: Repeated Moral Hazard, Directed On-the-Job Search, Worker Mobility
∗Department of Economics, University of Toronto, 150 St. George Street, Toronto, Ontario, Canada M5S

3G7 (e-mail: kunio.tsuyuhara@utoronto.ca). I would like to express my sincere gratitude to Shouyong Shi for his

extensive help and encouragement in writing this paper. I am especially grateful to Li, Hao, and Ettore Damiano

for beneficial discussion and suggestions. I would also like to thank Ken Ariga, Shingo Ishiguro, Yoichiro Kimura,

Nobu Kiyotaki, Robert Gibbons, Marco Ottaviani, Yuliy Sannikov, Robert Shimer, Andrzej Skrzypacz, and

Vasiliki Skreta for helpful comments.

1


