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Performance Mean Reversion and
Optimal Contract Duration

Takanori Suzuki

Abstract

This paper theoretically analyzes the optimal contract duration (7*) in a
dynamic principal-agent relationship considering a time discount rate (r > 0),
where the performance measure follows a mean-reverting process (parameter
a). Using a continuous-time model with an Ornstein-Uhlenbeck process, we
solve the principal’s problem of simultaneously optimizing the duration and
the incentive rate of a linear contract. The results show that a finite optimal
duration T exists, and comparative statics indicate that T™* becomes longer
as mean reversion weakens (a is smaller) and as the discount rate r decreases.
The optimal incentive rate also exhibits unimodality with respect to dura-
tion. This study elucidates the impact of KPI persistence and organizational
time preference on objective performance evaluation period design, providing
theoretical grounding for management accounting practices.

Keywords: optimal contract duration, dynamic agency theory, mean rever-

sion, continuous-time model, time discounting
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