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Abstract

Limited observability is the assumption that economic agents can only
observe a finite amount of information. Given this constraint, contracts
among agents are necessarily finite and incomplete in comparison to the
ideal complete contract that we model as infinite in detail. We consider
the extent that finite contracts can approximate the idealized complete
contracts. The objectives of the paper are: (i) to identify properties
of agents’ preferences that determine whether or not finiteness of con-
tracts causes significant inefficiency; (ii) to evaluate the performance of
finite contracts against the ideal optimal contract in a bilateral bargaining
model.
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1 Introduction
People are limited in their ability to observe and to process information. Con-
tracts among individuals and institutions are therefore limited in length and
may fail to address all of the different contingencies that may arise. This in-
completeness can lead to inefficiency in the contractual outcome, as evidenced
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