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Effects of a fiscal cap on expenditure on investments in the budgetary process
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I conducted a model analysis on a principal-agent relationship in the
budgetary process, in which a principal allocates budgets across two periods. An agent is delegated
authority by the principal to spend entire budgets on investments, but he/she can steal from them. I

obtained the following results from the analysis. First, if investments in two periods are
substitutes, the agent, by stealing in the first period, he/she can obtain a large budget from the
principal in the second period. Second, if the principal can commit to the fiscal cap placed on the
budget for the final period, it incentivizes the agent not to steal. Finally, the fiscal cap is set
at an inefficiently high level by the principal who fears a risk, such as macro shocks.
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