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3 The Golden Rule for public investment: towards an 
operationalization 

3.1 Introduction: the pay-as-you-use-principle and intergener-
ational equity 

The Golden rule has been a widely accepted traditional public finance concept for the 

handling of government deficits for decades (see Musgrave 1939 and 1959: 556-575). 

It strives for an intertemporal realization of the pay-as-you-use principle in the case that 

present government spending provides future benefits. It allows financing such spend-

ing (=net public investment) by government deficits thus promoting intergenerational 

equity. Net public investment increases the public and/or social capital stock and pro-

vides benefits for future generations. Therefore, it is justified that future generations 

contribute to financing those investments via the debt service. Future generations in-

herit the burden of public debt, but in exchange they receive a corresponding public 

and/or social capital stock. Failure to allow for debt financing of future generations’ 

benefits will lead to a disproportionate burden for the present generation through higher 

taxes or lower spending creating incentives for the underprovision of public investment 

to the detriment of future generations. This general incentive problem may become 

exacerbated in times of fiscal consolidation when cutting public investment may seem 

the politically easiest way of reducing the budget deficit. As demonstrated in section 2, 

the recent experience with austerity policies shows that this danger is real and has, in 

fact, materialized in the most striking manner. Independently of the current crisis, there 

is evidence that fiscal contractions were a key factor responsible for the decline in pub-

lic investment in earlier decades (Välilä et al. 2005; Turrini 2004: 9-26). 

Although the general idea behind the Golden Rule is most plausible and easy to un-

derstand its operationalization is difficult. The most difficult problem is to find a worka-

ble and economically sensible definition of the term ‘public investment’ that allows for 

government deficits. Theoretically, any government action that creates benefits – in the 

widest sense – for more than one period may qualify for this.2 However, the literature 

usually focusses on concrete future material economic benefits in terms of higher 

productivity and growth. The question for an individual potential investment project then 

becomes whether it creates enough public and/or social capital so that its returns are 

higher than or at least equal to its costs in terms of interest payments and possibly ad-

ditional costs. Ideally, if the returns are high enough debt sustainability would automati-

                                                
2
 See Buiter (2001) for the many difficult questions that may arise in this context. 


