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Abstract

Contract, as the carrier of market transaction, bears the func-
tions of maintaining transaction order, adjusting transaction relation-
ship, stabilizing transaction anticipation and optimizing resource allo-
cation, etc. in today’s economic transactions. Contract concept also
provides new inspiration and clues for public finance theory study. The
function of government budget is to enhance social resource allocation
& utilization efficiency or improve social equity by arranging, alloca-
ting and adjusting disposable resources on the premise of limited over-
all resources. As seen from the perspective of law, it can be viewed as
a comprehensive contract or legally binding document based on the
public law.

The article sets out to discuss the system arrangement for control-
ling opportunism behavior in government budget by introducing mod-
ern contract theory and analysis method so as to explore for the way of
effectively solving the problem of principal—agent relationship at all
levels and its contract mechanism design in government budget, seek
for the system route for effective government budget, innovate China’s
government budget theory and system and improve government’s deci-
sion-making standard in budget allocation and public resources utiliza-
tion efficiency, and then establish research system and analysis frame
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on the basis of the objective above.

The article consists of four sections and ten chapters. The first
section is Introduction, including foreword and overview of modern
contract theory, and mainly elaborates on the system foundation of
contract implementation as well as asymmetrical information and prin-
cipal—agent theory, etc., which provides theoretic support for the
subsequent analysis & study and finds out several basic problems to be
solved in government budget contract by introducing asymmetrical in-
formation theory and modern contract theory into government budg-
et. The second and third sections are dedicated to the analysis & study
of government’s external and internal principal—agent relationship and
the problem of government budget contract mechanism design. The
fourth section is Conclusion—study and explore for the route of
China’s government budget theory and system innovation on the basis
of the inspiration from modern contract theory. The first section can be
regarded as the theoretic foundation of the second and third sec-
tions. The second and third sections are the concrete analysis and study
of government budget contract structure. The fourth section is the con-
clusion of the article, referring to the issue of China’s government
budget theory and system innovation.

Main standpoints of the article are as follows;

1. Government budget is a comprehensive contract based on
the public law for allocating economic resources delivered by the
public and providing them with total public goods and services. In
the light of modern contract theory, legal system is a political contract
concluded by the public for bargaining and negotiating on a series of
issues with regard to the purpose of state or government existence,
source of government power and public right protection, etc. People
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choose to enter into the contract because on the one hand state or gov-
ernment administration of public affairs consumes less resource as
compared with other organizations and on the other government has the
effect of scale economy in terms of citizen right protection and catering
to social common needs, etc. and can realize Pareto Improvement to
certain extent. Through such contract, an equity relationship of right
and obligation is established between the public and government. The
public release public right to the government at the cost of paying tax
to commission government agencies to allocate and utilize the econom-
ic resources. Government finances through “necessary infringement”
on the private property of the public to provide the public with public
goods and services and in this way the public benefit form collective
consumption. Government budget finds out and chooses public prefer-
ence and interest via public choosing procedure. Though both parties
do not sign concrete contract like in the process of market transac-
tions, government actually performs budget option on behalf of the
public. Budget contract arrangement between government and the pub-
lic comes into existence along with the conclusion of legislature ( the
NPC) deliberation and approval procedure.

2. Theoretic innovation of government budget system should
be carried out on both external and internal layers of government
agency. As seen from the exterior, government budget mainly has
three kinds of principal—agent contract relationship, namely the rela-
tionship between the public and legislature, legislature and govern-
ment agency, government agency and consumer & supplier. As seen
from the interior, government budget also has three kinds of princi-
pal—agent contract relationship, namely the relationship between su-
perior government and subordinate government, government agency
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and expenditure department, government agency and government offi-
cials. In the chain of principal—agent at all levels, all budget partici-
pants except the initial principal—the public, the ultimate agency—
consumer and subordinate budget units have double identity, being
both the agency of principal and the principal of agency simultaneous-
ly. There exists adverse selection or moral hazard behavior in the prin-
cipal—agent contract at each level as a result of asymmeltry of internal
information or external information, which accordingly affects the effi-
ciency of government budget resource allocation. The longer the princi-
pal—agent chain is, the larger the deflection from the objective of in-
itial principal will be.

3. What government budget system determines is the basic
rule for budget contract participants’ implementation of the
game. The result of government budget game is to strike certain
balance. The establishment and disassembly process of government
budget objective is just the process of the game between all budget
contract participants. The game can be found at all levels of govern-
ment contract relationship, which is determined by the status of all
participants in the system. In the disassembly of budget objective at
each level, participant plays the roles of principal and agency at the
same time and the difference of objective function and information
asymmetry between principal and agency become the basic cause of
budget game. In the process of budget objective disassembly, the in-
formation seized by principal and agency is lopsided. In the process of
information search and utilization, both parties who report budget ob-
jective to the superior and the subordinate need to take not only the
uncertainties arising from environment into consideration, but also the
anticipation and decision making of the opposite party. However, the
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ultimate determination of budget objective is the result of bargaining
and interest coordination between principal and agency. Budget game
is reflected in the course from budget objective proposition to final de-
termination. The result of budget game is to attain a certain result,
namely a kind of balance, accepted by all participants in the game.

4. Information and incentive constraints are two important
factors affecting the effect of government budget contract. Within
the framework of principal—agent theory, government budget process
is regarded as a process of information exchange, which is also the
process of contract conclusion between principal and agen-
cy. Government provides taxpayers with relevant information of public
activities via formulated budget while taxpayer can get to know the em-
ployment of capital from the budget. Government acquires the financial
capital through approved budget and there exists asymmetry of status
and information in this process. Principal—agent problem arising from
information asymmetry and interest objective difference leads to the
failure in operating government budget in accordance with the de-
signed ideal status. However, to change the situation, principal—
agent problem must be solved in government budget activity and in-
centive compatibility constraints should be formed in budget contract
mechanism design to reduce the interest conflict between different in-
terest groups and realize the win-win pattern.

5. The core issue of China’s government budget system in-
novation rests with whether effective government budget contract
mechanism can be established. Government budget system is a set of
behavior rules to be abided by all parties to the budget contract. All
parties will realize their own interest to the largest extent under the
rules. However, both theoretic extrapolation and practical case can
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