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ABSTRACT 

Optimal Contracts with Enforcement Risk* 

I build a model where potentially biased judges verify complex states by 
interpreting an imperfect signal whose noise captures factual ambiguities. In a 
sales and a financial transaction I show that judicial biases amplify and distort 
factual ambiguities, creating enforcement risk. To insure against such risk, 
parties write simple non-contingent contracts that optimally protect the party 
that is most vulnerable to judicial error. These results shed light on the 
empirical association between law and finance and rationalize salient features 
of real world enforcement regimes. 
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t = 0:
investment k undertaken

E and I sign [x(r),d(r)] and choose
one of two contracts: a) truthful
revelation, b) state verification

t = 1/3: return r under
E-control revealed

t = 2/3; Depending on contract:
a) E reports r̂ , b) Courts report
r̂ ; courts enforce allocation of
control )ˆ(rx

t = 1: project’s
return realized

   Courts enforced(r)
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