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The Theory of Dual Contract: On the Foundation of the New Explanation about
Externality

He Xiaoxing

Abstract:

Externality can be defined as the influence of other people not involved in the contract on the
contractor. Such a contract is an internal contract. The influence or control is realized through a
contract reached by way of consensus. The aforementioned “other people” are not under the control of
the internal contract, but have influence on the internal contractor, which must be realized by reaching
the external contract with the internal contractor. The internal contract and external contract form a
dual contract, which is universal. Under the condition of full withdrawal right, all contracts, including the
internal and external contracts, are reached with the consensus of every participant through profit and
cost calculation, including the contract reached by way of mutually agreed authorization for the purpose
of reducing decision-making cost. The external contract, as the external selection factor, due to varied
conditions, may protect the completion and stability of the internal contract or replace the participants
of the internal contract, enabling them to withdraw from the internal contract and change it. Realization
of such a withdrawal right, however, depends on whether the withdrawal effect is bigger than the
withdrawal cost. Theories like public choice, cooperative gambling, bargaining and general equilibrium
can also be used to explain the dual contract.
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