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Abstract

During the neoliberal era, fiscal policy was side-lined: from a political economy perspective, it
was seen as biased toward deficit and debt accumulation, while from a macroeconomic
perspective, its potential role as a business cycle stabiliser was shifted to monetary policy, in
line with the New Macroeconomic Consensus. This consensus codified the restrictive and
passive orientation of fiscal policy through rules such as the European Stability and Growth
Pact or Germany's ‘Debt Brake.’

Following a series of crises, fiscal rules have come under intense criticism, and Keynesian
discretionary policy has regained popularity in both theory and practice.

This article aims to provide a Post Keynesian perspective on fiscal policy: rejecting the idea of
general equilibrium self-regulation and criticising the inherent limitations of (fiscal) policy, it
advocates a functionally-oriented capital budgeting approach which favours an expansionary
stance on the long-term budget balance and should not be left to the discretion of policy-
makers. Instead, it should follow a transparent, non-overridable rule complemented in the
short term by the unrestricted operation of automatic stabilisers and, only in exceptional
cases, by discretionary measures to prevent severe depressions.

JEL codes: E12, E62, H30, H60, H62

Key words: Capital Budgeting, Functional Finance, Fiscal policy rule, Post Keynesianism



1. Introduction

Fiscal rules have become ever more important as a governance device in modern democracies
(see e.g. Badinger 2009: 829): on the historical event of the formation of a common currency
in the European Union (EU), a Stability and Growth Pact (SGP) was agreed upon by those EU
member states that form the European Monetary Union (EMU) in order to restrict the deficit
spending capacity of individual member states. In recent years, the fiscal rules comprising the
SGP have been sharpened and tightened in the ,Fiscal Compact’. After the huge rise in public
debts during the Global Financial Crisis (GFC), Germany introduced a constitutional ,debt
brake’ and urged its companion Eurozone partners to do the same within their legislations.

Despite these developments, the discussion about fiscal rules never ended. One aspect under
discussion is the effectiveness of fiscal rules in enforcing what they promise to do: Although
the SGP, for instance, was introduced prior to the GFC, it could not prevent the rise in public
debts in due course (see e.g. Hallet/Hougaard Jensen 2012). Another aspect is the inherent
danger of strict rules of preventing the actors bound by the rule to adapt to extraordinary
situations: it has been argued, for example, that the SGP forced governments to act pro-
cyclically during the GFC instead of helping to stabilise the real economies within the Eurozone
(see e.g. Heise 2012). A third aspect under discussion is not the rule as instrument but the
content of the rule: should a fiscal rule target the ability of governments to finance its
expenditures through deficits (i.e. have a balanced budget orientation) or should it force
governments to finance part of their expenditures through deficits (e.g. the so called ,golden
rule’)? Last, but not least, fiscal rules can target deficits and debts as much as expenditures.

All these aspects cannot be dealt with in a single paper and will not find generally accepted
conclusions. The latter is simply due to different paradigmatic approaches, while the former
demands for some self-restriction. | will, therefore, concentrate my elaborations on the
inquiry of deficit rules only and will take a Post Keynesian perspectivel. This is because the
literature on fiscal rules from a standard economics perspective is long?, while it is rather short
and inconclusive on heterodox perspectives such as post-Keynesianism3. Moreover, deficit
rules as opposed to mere expenditure rules better fit one of the most challenging problems
of mature economies: high public debts.

The paper is structured as follows: in part 2, the dualistic alternative between rule-based and
discretionary policy-making will be exposed to provide the groundwork for the following
discussion of fiscal rules in Post Keynesian perspective (part 4). However, before this can be

1 post-Keynesianism is often used as a 'broad tent' term, encompassing various, arguably incoherent schools of
thought such as monetary or fundamentalist Keynesianism, Kaleckian economics, and neo-Ricardianism, and is
typically spelled with a hyphen: post-Keynesianism. However, my use of the spelling Post Keynesianism without
the hyphen is intended to specifically refer to monetary or fundamentalist Keynesianism alone.

2 See among many others e.g. Kopits/Symansky (1998), Wyplosz (2012), Bohn (1998),
Schaechter/Kinda/Budina/Weber (2012), Fatas/Mihov (2003a, 2003b), Heinemann/ Moessinger/Yeter (2018),
Blanchard/Giavazzi (2004), Debrun/Moulin/Turrini/Ayuso-i-Casals/ Kumar (2008), Alesina/Perotti (1999), Kopits
(2001)

3 post-Keynesian authors have extensively published on fiscal policy and have criticised specific fiscal policy rules,
such as the German Debt Brake and the European Stability and Growth Pact. However, after consulting various
sources online, | have not come across a single article that fundamentally explores a post-Keynesian (with as well
as without hyphen) approach to fiscal rules.



adequately addressed, a general overview of a Post Keynesian theory of economic policy will
be given (part 3) in order to provide a more comprehensive understanding of Post Keynesian
fiscal policy in general and fiscal rules in particular. The paper ends with a short excursion
applying the expositions to two real-world fiscal rules (part 5) and a conclusion (part 6).

2. Rules versus discretion

Before we can begin evaluating the use of fiscal policy rules from a Post Keynesian perspective,
we must first consider the pros and cons of such rules, or, in other words: why should the
hands of policy-makers be tied? This leads us to the well-known ‘rules versus discretion’
debate and the need to clarify what exactly is meant by a ‘rule-based’ policy as opposed to a
‘discretionary’ policy.

A rule in the context of fiscal policy has two key characteristics: 1) it involves the numerical
dimensioning of fiscal instruments — in our case, the public budget balance. This numerical
framework must be 'rational’ in the sense that it optimally helps to achieve a specific objective
— in our case, keeping the economy on its potential growth path, ensuring full utilization of
all factors of production; and 2) it must be credible and enforceable, with sanctions in place
for non-compliance, meaning it should be non-overridable.

Discretion in fiscal policy, however, does not simply imply the absence of a rule, nor does it
mean fiscal policy is random, arbitrary, or non-rational. Even without a formal rule, fiscal policy
must pursue a specific objective. If we assume that the policy under the fiscal rule best serves
that objective, economic actors would still expect the political decision-maker to follow that
type of fiscal policy, even without the formal rule. The difference is that, without the rule,
economic actors cannot rely on the policy being consistently followed, as it is neither
enforceable nor non-overridable.

To reiterate, the distinction between rule-based and discretionary fiscal policy is not
necessarily about the policy stance itself — whether one is economically functional and the
other dysfunctional or less functional. Rather, the key difference is that rule-based policy is
enforceable and non-overridable, whereas discretionary policy is not enforceable and thus
any implicit rule overridable by policymakers.

But why would the political actor want to deviate from a policy stance that is economically
functional? There are two valid reasons — those that can improve economic outcomes in a
Pareto sense — and one less valid reason. One valid reason could be that the policy stance
turns out not to be economically functional. This scenario takes into account ‘model
uncertainty,” i.e., the possibility that the economic model from which the policy stance is
derived is flawed. The second valid reason is that the economic conditions under which the
policy stance was designed (by the political actor) or expected (by the economic actor) have
changed significantly, such as in the event of a shock. However, there is also a less valid reason:
due to issues of time inconsistency and political economy considerations, an economically
functional fiscal policy may not always be politically feasible.



Thus, we have established that the primary objective of rules is to intervene in a given
incentive structure: without rules, the political actor may face incentives —due to political
economy or time inconsistency concerns — that lead them to pursue policies that are either
unwarranted from the perspective of the people (as the principals of the agent, the
government) or dysfunctional, causing Pareto-inferior outcomes. It is widely believed that
such misaligned incentives often result in a ‘deficit bias’ in fiscal policy, which needs to be
curtailed by restrictive fiscal policy rules (see, e.g., Persson and Tabellini, 2000). However,
game-theoretical analysis also suggests that incentives for free-riding behaviour can arise in
cases where expansionary fiscal policy is needed.

Another aspect of rules is their ability to provide information about future policy conduct,
provided the rules are transparent — i.e., rules will reduce the amount of uncertainty in the
system once they are understood by market participants and adhered to by policy-makers.

However, policy rules may also come with costs if the economic model on which the rule is
based is faulty or if unexpected changes in economic circumstances cannot be
accommodated.

While rule-based fiscal policy avoids the costs of discretion related to time inconsistency and
political economy issues, discretionary policy avoids the costs associated with rules, such as
model uncertainty or the inability to address unexpected circumstances. To navigate the ‘rules
versus discretion’ debate, one must either strike a balance or find a way to combine both
approaches effectively. In this regard, ‘policy standards’ have been proposed recently (see,
e.g., Blanchard, Leandro, and Zettelmayer, 2021: 216ff.). Standards differ from rules in one of
two ways (see Schlag, 1985: 382f.): either the ‘trigger’ — the numerical dimension in the case
of fiscal standards — or the ‘response” — compliance under the threat of sanctions — is softer
or less strict compared to rules. In both cases, the fiscal standard is similar to discretion in
terms of credibility and non-overridability. The main difference is that using standards can
make the policy stance more visible and explicit compared to discretion.

When striking a balance between the costs of rule-based and discretionary policies, traditional
economists often favour a rule-based fiscal policy (see, e.g., Stokey, 2002). This preference is
likely because they view problems of time inconsistency and political economy as significant
and inherently unavoidable issues. Problems of model uncertainty, on the other hand, are
largely overlooked, and issues related to unpredictable shocks are considered to be more
temporary.

3. Central features of a Post Keynesian economic policy-making

Keynesian economic policy appears to be tied to discreationary monetary and fiscal policy in
order to render an inherently unstable economy more stable. Moreover, wasn’t the entire
,rules versus discretion’ literature unleashed by the objective to counter Keynesian
interventionsm? Before nearing this question, let’s first provide a general overview of the
features and characteristics of Post Keynesian economic policy-making (see e.g. Heise 2008;
2009): As noted earlier, Post Keynesianism does not represent a unified theoretical
framework, yet anyone drawing on the work of John Maynard Keynes cannot reasonably



endorse the idea of a deterministic world. Complexity becomes apparent in contingent
developments, which is why Keynes highlighted fundamental uncertainty over deterministic
risk. Issues with information do not merely come from its asymmetric distribution, processing
challenges, or random shocks; rather, they define a ‘non-ergodic’ world (Davidson 1994: 89ff.).
In such a world, much of the necessary information is unavailable at the time decisions need
to be made. Crucially, the future is not just unknown and unpredictable but also non-existent
until shaped by decisions.

a. An alternative theory of economic policy

Keynes clearly understood that, under conditions of complexity and fundamental uncertainty,
individuals are unable to do what standard Walrasian economics assumes they can: optimally
allocate resources across time and space. It is only through the adoption of conventions and
routines (like projecting past developments into the future until new information necessitates
adjustments), institutions (such as collective bargaining systems), rules, and inherent human
characteristics (like ‘animal spirits’) that people can act*. This underscores the importance of
constraints on human behaviour in forming both short- and long-term expectations and
establishing confidence in them.

Theoretically, the difference between a Walrasian barter economy and a Keynesian monetary
production economy is notably marked by the institution of ‘money’ and the liquidity premium
it carries, which determines long-term interest rates. Politically, the emphasis is on the
outcome: a sustained period of involuntary unemployment with no tendency towards self-
correction for full market clearance or, simply, an unemployment equilibrium that challenges
Say's and Walras' law as the Keynesian ‘pattern prediction’.

The principles of Post Keynesian economic policy have several significant implications:

e Unregulated market interaction, even in ideal conditions, does not always lead to
Pareto-optimal outcomes and can waste productive capacity, skills, and qualifications
for long periods. Providing property rights and contract rules combined with ensuring
perfect competition, known as order or regulatory policy (Ordnungspolitik), is clearly
not enough.

e Economic policy objectives are no longer merely functional derivatives of equilibrium
solutions from individual self-interested behaviour but must be normatively selected.
Full employment is not the ‘natural’ result of labour markets in monetary production
(i.e., capitalist) economies, nor does any ‘natural’ income distribution based on
productivity measures exist.

e While markets might fail when information is lacking, competition is restricted, or
adjustment mechanisms are obstructed, the Keynesian ‘pattern prediction’ does not

4 As Keynes (1936: 149ff.) noted: , The outstanding fact is the extreme precariousness of the basis of knowledge
on which our estimates of prospective yield have to be made. (...) If human nature felt no temptation to take a
chance, no satisfaction (profit apart) in constructing a factory, a railway, a mine or a farm, there might not be
much investment merely as a result of cold calculation.”

4



result from ‘market failure’ but from the ‘satisficing behaviour’® of individual market
participants confronting fundamental uncertainty.

e If societal objectives are not automatically achieved, societies as principals and states
(or governments) as agents must implement policies to achieve these objectives. This
necessitates a quantitative, interventionist policy (Prozesspolitik). The political actor
should not be seen merely as a ‘repairman’ correcting ‘market failures’ but as a market
participant aiming to modify market outcomes in a desired way.

e The actions of any market participant affect macroeconomic variables such as national
income or GDP growth, employment, capital accumulation, and prices or inflation
rates. Collective actors or political actors differ only in the scale of these effects, which
negates the ‘neutral money’ and ‘(fiscal) policy inefficiency hypothesis’ of (rational
expectation) Walrasian economics.

e As a ‘market participant’, the political actor has no more direct control over the
targeted macroeconomic variables than any other individual or collective actor. To put
it differently, in a complex environment — contrary to the traditional Tinbergen-Theil
model of economic policy (Tinbergen 1952, Theil 1956) — there are no linear relations
between exogenous (instruments) and endogenous variables (targets). Additionally,
once the unified political actor is split into two or more independent entities (such as
an independent central bank, the government, and other semi-autonomous bodies),
coordination problems are bound to occur.

To conclude, the Post Keynesian theory of economic policy emphasizes the necessity and
efficacy of quantitative, interventionist policies while also recognizing the limits of
‘controllability’. This leads to a compelling argument for what might be called ‘constrained
feasibility’ — a middle ground between the extremes of Cartesian ‘controllability’ and
Hayekian ‘non-decisionism’, forming a ‘market participation theory of economic policy’.

b. Creating market constellations

It is essential to grasp the distinct implications of complexity involving fundamental
uncertainty on one side — an aspect that all market participants face equally — and the ability
to act with purpose on the other side — something mistakenly believed to be limited to
private, individual actors who provide only private goods. However, why should the political
actor, acting as a 'political entrepreneur,' not also provide public goods? Just like any private
actor (whether as a consumer, producer, or investor), the political actor must accept the
possibility of not achieving its goals®. No superior knowledge or better information is required

5 This is to mean that agents can act only ,bounded rationally’ (see Simon 1957, 1959). However, the use of
money as the most liquid asset and the introduction of liquidity preferences as expression of the state of
expectations and confidence renders human behaviour with respect to resource allocation as ‘optimal’ as
possible. Therefore, the concept of ‘bounded rationality’ as used here does not merely refer to “behavioural
characteristics of agents” (Dunn 2001: 568) but encompass fundamental uncertainty. Yet this does not leave
decision-making hanging in the air: “Satisficing’ behaviour, making the most statisfactory choice out of those
that are reasonably available, is the best we humans can do” (Moore 2006: 105).

8 And, of course, the political actor may be punished for his misjudgement (by loosing electoral votes) quite as
much as the private actor (by loosing money).



on the part of the political actor, but rather a purpose: to produce public goods, or desired
market outcomes, that the market does not automatically provide.

The metaphor of 'providing public goods'’ for 'economic policy-making' is quite useful, as it
highlights the constraints faced by the political actor, much like private actors. By supplying
high-powered money to the money market, purchasing investment and consumption goods,
hiring labour for administrative purposes, levying taxes and contributions, or more generally,
participating in market processes, the political actor will indeed influence national income,
capital accumulation, employment (both direct and indirect), wage developments, prices, and
income distribution. However, the political actor cannot be certain how much of this impact
will affect prices versus quantities®. Additionally, when more than one independent public
body is involved, there is uncertainty about how trade-offs will be managed or whether the
effects will be symmetrical regardless of whether they are expansionary or restrictive. Outside
the Tinbergen-Theil framework, the political actor loses absolute control, but this does not
mean they should completely abstain from involvement:

e First, fundamental institutions must be established and maintained to minimize the
costs of economic interactions necessary in a world with extensive division of labour,
such as property rights, contract laws, competition laws, and their enforcement. This
is widely accepted across the economics profession and calls for order or regulatory
policies (Ordnungspolitik).

e Decision-making under conditions of complexity and fundamental uncertainty is
significantly hindered by 'cognitive scarcity' (Wible 2004: 136ff.) and the multitude of
actions available to economic agents. While 'cognitive scarcity' cannot be
systematically reduced, the political actor should not exacerbate it either. This
necessitates a rule-based, well-communicated, and credible provision of public goods,
as opposed to discretionary interventions of the teleological 'market repair' type. This
approach could be referred to as the 'governance' variant of quantitative policies
(ordnungspolitische Prozesspolitik).

e Furthermore, institutions and regulations are necessary to limit the range of actions
available to private market participants. Although there is always a trade-off between
the uncertainty-reducing nature of such institutions and regulations and the potential
costs of reduced adaptability to market changes — which may lead to negative cost-

7 Public goods can be ,public utilities” as well as ,price stability’ or ,full employment’.

& In the General Theory, Keynes (1936: 305f.) at great length discusses this issue with respect to monetary policy
by elaborating the elasticity of (nominal or, as he called it, money) prices with respect to changes in the quantity
of money: “Perhaps the best purpose served by writing them down is to exhibit the extreme complexity of the
relationship between prices and the quantity of money, when we attempt to express it in a formal manner. It is,
however, worth pointing out that of the four terms eq, ew, €. and e, upon which the effect on prices of changes
in the quantity of money depends, eq stands for the liquidity factors which determine the demand for money in
each situation, e\, for labour factors (...) which determine the extent to which money-wages are raised as
employment increases, and e. and e, for the physical factors which determine the rate of decreasing returns as
more employment is applied to the existing equipment.”

6



benefit analyses® — the justification process of neoclassical institutionalism is
fundamentally reversed.

e Lastly, to overcome cooperation problems arising from the presence of multiple
independent public (and private, collective) actors, rules, norms, or governance
institutions are needed to enforce 'irrationality without regret,' effectively turning
non-cooperative games into cooperative ones.

The specific combination of norms and institutions that are purposefully created (external
institutions), alongside cultural norms and conventions (internal institutions), forms what has
been termed 'market constellations’ (see, e.g., Heise 2008). These help to shape the behaviour
of both private and political market participants. Clearly, such 'market constellations' must be
designed according to societal objectives. However, facilitating specific market constellations
(Gestaltbarkeit) should not be confused with 'controlling' specific outcomes (Machbarkeit);
hence, the concept of ‘constrained feasibility' again becomes relevant.

This is not the place to elaborate on the different market constellations and their systematic
impacts on market outcomes in greater detail’® - suffice here to state that monetary, fiscal,
and wage policies are entangled in policy games (see e.g. Nordhaus 1994, Power/Rowe 1998,
Rankin 1998, Heise 2008: 27ff.). Institutions must, therefore, be created to transform the non-
cooperative structure of these policy games into a cooperative one. Again, the Post Keynesian
recommendation of coordination contrasts with the Walrasian assignment approach.

Last but not least, from a Post Keynesian perspective, it is not just cooperation itself that is
important but also the norms of content that define this cooperation and form the
macroeconomic policy mix that achieves a high and stable level of aggregate demand to
combine full employment, price stability, and fiscal sustainability.

4. Fiscal rules and Post Keynesianism

Fiscal policy — here taken as the balance between public expenditures and income in order to
achieve certain macroeconomic outcomes — is part of a Post Keynesian tool box to stimulate
desired market constellations. Therefore, the exact design and stance of fiscal policy can only
be described once the desired market constellation has been determined. However, from a
general perspective, the following can be surmised with respect to the significance of fiscal
rules in Post Keynesian perspective:

1. It must be distinguished between fiscal policy aimed at influencing the long-term
growth path of the economy (termed ‘coarse tuning’ by Malcolm Sawyer 2009: 557ff.)
and fiscal policy aimed at stabilising the cyclical behaviour of the economy (‘fine
tuning’ in Sawyer’s terms). The former is commonly neglected in mainstream
economics as it is assumed that the long-term growth path is independent of fiscal

9 And this may particularly be the case if, as in reality, institutions and regulations are not the outcome of rational
consideration but of power relations (Realpolitik).
10 This has been done in Heise (2006; 2008), Heine/Herr/Kaiser (2006), Herr/Kazandziska (2011).

7



policy as defined here!!. From a Post Keynesian perspective, the primary objective of
fiscal policy is not to smoothen business cycles but to direct long-term growth
according to the targets — full utilisation of factors of production, ecological
sustainability, etc. — set in democratic elections. In order to reduce systematic
uncertainty and provide no leeway for ideological distortions, the fiscal policy stance
should be rule-based.

2. In order to foster target-oriented market constellations, fiscal policy must be
coordinated with monetary and wage policy. This can effectively be achieved only on
the basis of policy rules that can be monitored and sanctioned in case of non-
compliance??.

3. Asthe objectives may change and the content of a particular policy rule may prove to
be inadequate (due to model uncertainty), rules need to be amendable — it should not
(as for instance in Germany) be conceded a constitutional status requiring a super-
majority for revision.

Contrary to conventional wisdom (see e.g. Arestis/Fontana 2009, Arestis 2012), Post
Keynesian fiscal policy — particularly in its ‘coarse tuning’ orientation — should be rule-based
rather than discretionary. Having stated this, it needs to be emphasised that it is particularly
the content of that rule, which is important and need to be investigated in more detail.

a. Functional Finance, Capital Budgeting and sustainability

Abba Lerner (1943) and John Maynard Keynes (1943; 1945) shared a similar view on the long-
term orientation of fiscal policy: it should close the gap between savings, which would arise
from a desired (e.g., potential or full-employment) national income, and voluntary private
investment outlays that companies undertake to maximise their profits'3. The orientation of
fiscal policy is, therefore, ‘functional’ — as Lerner termed it — in the sense that it should help
achieve desired macroeconomic outcomes. This was not to be accomplished through the
current budget, which includes public spending on salaries, transfers, or other public
expenditures, but through the capital budget (as Keynes termed it), which focuses on public
investment spending.

If desired savings were to equal voluntary investment spending — as would systematically
occur in a general equilibrium world, at least in the long run — fiscal policy would then follow
a balanced-budget rule!*: ‘sound finance’ as a special case of ‘functional finance’ fiscal policy.
However, in mature capitalist economies, where desired savings (Sgesired) Can — and are likely

to — systematically deviate from profit-maximizing voluntary private investment (INV,iv-voi),

1 The father of the famous ,Taylor rule’ — John B. Taylor — clearly states: “the effect of even a permanent increase
in government spending on the deviation of real GDP from potential GDP is temporary” (Taylor 2000:25f.).

12 some post-Keynesian authors also emphasize the need for cooperation between different macroeconomic
actors, yet they advocate for a discretionary role for fiscal policy (see, e.g., Arestis 2012). In my understanding of
how cooperation functions (see Axelrod 1984), this presents a contradiction.

13 What seems straightforward in theory can often prove challenging in practice. The difficulties of estimating
potential output (or income) have been widely discussed (see, e.g., Fatds 2019; Heimberger 2019). Nevertheless,
there is no reason to believe that a practical method for estimating potential output cannot be developed.

1 In fact, even in a general equilibrium world a point for some deficit financing can be made: inter-generational
burden-sharing once a multi-period utilisation of some public goods (investment) is admitted. However, this
argument is not based on a rejection of Barro-Ricardo equivalence.

8



this discrepancy must be reflected in the public capital budget. In such cases, the budget
would need to be deficit-financed (or surplus-financed) based on the positive (or negative)
savings-investment gap®°:

(1) INVpub = Sdesired = INVipriv-vol (public capital budget)
and

(2) BALcg=(t ® m = 1)INVpup (capital budget balance)
under the side-condition:

(3) CONpub = T—= a (Yactual — Ytrend) (public current budget)
and

(4) BALcus = T—CONpup = a (Yactual — Ytrend) (current budget balance)

(with BALcg = capital budget balance, BALcus = current budget balance, t = marginal tax rate,
m = fiscal multiplier, CON,u» = current public expenditures, T = Taxes, (Yactual — Yirend) = output
gap, a = reaction coefficient)

We will return to the current budget (equation 3) later. The Capital Budgeting rule (equation
1) would not only allow public investment spending to be deficit-financed (equation 2), as in
the ‘golden rule’ proposed by some mainstream economists considering intergenerational
financial burden management (see, e.g., Blanchard/ Giavazzi 2004: 3f.), thereby incentivising
a shift from consumptive to investment purposes. It would also compel policy-makers to
maintain public investment at a level necessary to achieve desired macroeconomic outcomes
(equation 1). More explicitly, the Capital Budgeting rule of ‘functional finance’ would not
permit an indefinite amount of public deficit to be justified as investment-oriented
expenditure. Instead, it would require public investment to be kept at a functionally necessary
level, regardless of the current state of public debt®.

The savings-investment gap will vary over time — depending on the maturity of the economy
and, of course, the desired macroeconomic outcome (income level) — which makes the
fixation of a precise numerical rule for the capital budget impractical. However, much like the
famous Taylor rule in monetary policy, which likewise does not specify a definite interest rate
but rather the appropriate deviation of the policy rate from its (given or assumed) long-term
value, the capital budget should not be defined as a constant investment ratio. Instead, it

15 For the sake of simplicity, a closed economy is assumed. Equation (1) is about public investment expenditures,
not about budget balances. In fact, under certain assumptions about the investment multiplier and the income
elasticity of taxes, public investment spending may be self-financing and, thus, must not create a structural
imbalance (deficit; see eq. 2). However, this need not be the case and the point here to be made is, rather, that
the likely imbalance is not the critical aspect. A deficit is not necessary for the macroeconomic outcome to be
realised, but it will be shown in a moment that its occurrence pose no structural threat.

18 Although it is insignificant in terms of aggregate demand which public investments are made, the supply of
public goods should naturally be aligned with societal investment needs — infrastructure, sustainability
requirements, education, research, etc.



should be expressed as a deviation from its 'natural balance'—i.e., a zero budget balance
according to equation (1) and (2) when Seesired = INVopriv-vor. Y.

Assuming that the determinants of the variables in equation (1) and (2) — the potential
growth path, the long-term effective growth path, the marginal tax rate and the fiscal
multiplier — are relatively stable, it is possible to specify even a point or range-based
numerical target.

But what about the financial sustainability of a fiscal policy approach that may incorporate
permanent deficits, even if they are used solely for investment purposes? Would this not
undermine trust in the political actor's ability to consistently and unconditionally service debt
without losing its capacity to act? This would indeed be the case if such a fiscal policy rule
could only be implemented with an ever-rising public debt ratio. In other words, financial
sustainability can be defined as the ability of fiscal policy to structurally (i.e., across the
business cycle) stabilise a predetermined debt-to-GDP ratio.

According to Evsey Domar’s financial arithmetic (see Domar 1944), a sustainable deficit ratio
depends on the long-term real growth rate (which is influenced by fiscal policy orientation),
the tolerated inflation rate, and the debt-to-GDP ratio to be stabilised. Assuming plausible
values for these variables (e.g., a real growth rate of 3%, a tolerated inflation rate of 2%, and
a debt-to-GDP ratio targeted at 100%), a permanently deficit-financed capital budget of 5%
would be sustainable!®. If the targeted, tolerated, or expected values differ, the sustainable
capital budgeting rule will also adjust accordingly. However, there is no reason to believe that
functional finance inherently translates into ‘unsound finance’ in any tangible way.

The challenge of reconciling ecological sustainability with functional finance is more complex.
One could argue that public investment, driven by the Post Keynesian Capital Budgeting fiscal
rule, can contribute to ecological sustainability if it is directed toward a 'green transformation’
of the economy and society (see e.g. Tgrstad et al. 2024, Mang/Caddick 2023). Increased
public investment is necessary to reduce the greenhouse gas (GHG) emissions associated with
economic growth, helping to relatively decouple GDP growth from GHG emissions (see, e.g.,
Harris 2013; Goldstein/Tyfield 2018). However, if relative decoupling is insufficient — as many
ecological economists insist (see, e.g., Parrique et al. 2017; Kallis et al. 2018) — a trade-off
between ecological and socio-economic objectives becomes unavoidable. This trade-off
means that the desired national income level, on which the functional finance approach is
based, may differ depending on whether environmental or socio-economic goals are
prioritised.

Ultimately, only the electorate can decide which goal to pursue. However, if the ecological
goal is prioritised (as in zero-growth proposals), this would limit the application of deficit-
financed Capital Budgeting, potentially to the detriment of socio-economic goals.

7 This should not be understood to mean that public investment (INV,) in this case ought to be zero, but rather
that it should be funded through taxes. Alternatively, if deficit-financed for reasons of intergenerational burden
management, it would crowd out private investment.

18 As mentioned before, public investment spending will be, at least, partly self-financing. Taking this effect into
consideration, the sustainable capital budget will even be considerably higher.
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b. The current budget

It is one thing to shape market constellations to foster desired macroeconomic outcomes in
the long run and another to attempt to stabilise business cycle fluctuations in the short term.
Long-term ‘coarse tuning’ is the subject of rule-based capital budgeting, while the current
budget addresses short-term ‘fine tuning’. As indicated in equation (4), the current budget
(eq. 3) — comprising public expenditures on salaries, transfers, and other consumptive
expenditures (but also such public investment which needs to be tax-financed; see footnote
17) — should be balanced as long as there is no output gap, i.e., as long as actual national
income equals its long-term trend. Only when there is a negative (positive) output gap may
the current balance fall into deficit (surplus) to stabilise short-term aggregate demand in the
economy. This typically occurs even without active policy-maker intervention, as both taxes
and public expenditures — particularly for social purposes — are generally somewhat income-
elastic and thus act as ‘automatic stabilisers’.

This automatic mechanism, whose magnitude depends on the size and configuration of the
welfare state, can also be interpreted as a rule once the reaction coefficient a in equation (3)
is fully determined by the income elasticities of taxes and public expenditures. However, if the
automatic stabilizers are deemed insufficient — such as in underdeveloped welfare states or
in extraordinary circumstances like great depressions (as opposed to mere recessions in
‘normal’ business cycles) — the reaction coefficient can be adjusted at policy-makers’ own
choosing. This is where discretion comes into fiscal policy in a Post Keynesian orientation, and
only here. Keynes summarizes the relationship between the capital budget and the current
budget well:

"...the capital budgeting is a method of maintaining equilibrium; the deficit budgeting is a
means of attempting to cure disequilibrium if and when it arises" (Keynes 1943b: 352f.).

Thus, it becomes clear that, from a Post Keynesian perspective, a deficit is a functional tool for
establishing equilibrium in a world that does not automatically converge towards equilibrium.

5. Excursion: Implications for the German ‘Debt Brake’ and the European
Stability and Growth Pact

Let's take a brief look at two examples of fiscal policy rules in practice: the German 'Debt
Brake' and the European Stability and Growth Pact. Both fiscal rules set numerical limits on
public deficits or debts that must be adhered to in order to avoid sanctions. Under the
European Stability and Growth Pact, total (cyclically unadjusted) public deficits are not
allowed to exceed 3% of GDP under 'normal' economic circumstances, which implies that
structural deficits may not exceed 0.5% of GDP under such conditions. Furthermore, these
targets are tightened when public debt levels exceed 60% of GDP°. In cases of non-
compliance, financial sanctions are automatically imposed unless a qualified majority in the
European Council halts the 'excess-deficit procedure'. Additionally, the German 'Debt Brake'

1% The European Stability and Growth Pact has undergone several revisions, making it increasingly complex and
less transparent. However, its core principles and ideological foundation (see Gaspar and Buti 2021) have
remained unchanged. For an overview of the latest revision, see Frangakis (2024).
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constitutionally mandates that the structural public deficit must not exceed 0.35% of GDP
under normal economic conditions. As seen in 2023, non-compliance can lead to a
constitutional court ruling that the budget is null and void.

Both fiscal rules — the German ‘Debt Brake’ being a slightly more restrictive version of the
European Stability and Growth Pact—are based on the ‘sound finance’ principle of
mainstream economics, which advocates for small deficit margins to manage
intergenerational burdens. The 60% debt threshold of the European Stability and Growth Pact
is entirely arbitrary (see e.g. Gaspar/Buti 2021), while the 3% deficit threshold is grounded in
the empirically supported idea that automatic stabilisers can function effectively as long as
‘normal’ recessions do not result in a GDP decline of more than 2% per year (with anything
worse being classified as ‘extraordinary’ economic circumstances).

Recently, both fiscal rules have faced severe criticism, not only from heterodox economists,
for being too inflexible in the face of exceptional economic circumstances such as the COVID-
19 pandemic, the supply and energy price shocks related to Russia’s aggression against
Ukraine, and low interest rates following the Global Financial Crisis (see e.g. Gaspar/Buti 2021,
Stidekum/Huther 2019). These factors have limited the potential of monetary policy as a
stabilization tool and have underscored the need for discretionary fiscal policy to intervene.
Moreover, both fiscal rules have been criticized for being detrimental to public investment
spending during times of high societal need. However, regarding insufficient public
investment, there is no theoretical link between deficit rules and the composition of public
spending. In fact, there seems to be only weak empirical support for the argument that
investment expenditures are more difficult to protect in democracies during periods of rising
public indebtedness than consumptive spending, which more directly affects potential voters.
Additionally, both fiscal rules include exemption clauses specifically designed to address
extraordinary situations — exemptions that have been utilised extensively in recent years.

Therefore, it is not the existence of fiscal rules per se that can be held responsible for the
sluggish economic performance in the EU in general and Germany in particular, but rather
their excessively tight orientation — a balanced structural budget — and the failure of policy-
makers to prioritise investment spending or to tax-finance an economically adequate level of
public investment. The content of the fiscal rules leaves no room for a functional approach to
capital budgeting, regardless of the state of public indebtedness, while considering desired
long-term macroeconomic outcomes.

From a Post Keynesian perspective, both the German ‘Debt Brake” and the European Stability
and Growth Pact should be amended not in terms of their function as sanctionable rules, but
in terms of their fiscally restrictive content. A capital budgeting rule, such as a long-term public
(net) investment ratio of 3-5% of GDP, coupled with a structural deficit rule of 1.5-2.5% of
GDP, should be introduced, while smaller business cycles could be managed by automatic
stabilisers. Furthermore, larger-scale economic fluctuations should be addressed through
discretionary interventions that appropriately consider the prevailing economic environment.
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6. Conclusion

It is a long-standing myth that a rule-based orientation of fiscal policy centers around a
balanced budget in order to contain the ‘deficit bias’ of democratic policy-making (see e.g.,
Constancio 2020: 366). Similarly, it is another myth that any Keynesian-type fiscal intervention
must, therefore, be discretionary in nature and primarily focused on addressing external
shocks.

Our elaborations have shown that both myths are unfounded. Fiscal rules may also be
necessary to incentivise governments to maintain investment spending during periods of
political 'austerity consensus' (see e.g. Farrell/Quiggin 2017) or to prevent free-rider
behaviour. A Post Keynesian perspective, which rejects the notion of general equilibrium self-
regulation and critiques the inherent ineffectiveness of (fiscal) policy, argues for a functionally
oriented, long-term capital budgeting policy. In mature capitalist economies, this policy should
be more expansionary concerning the long-run budget balance and should not be left to the
discretion of policymakers. Instead, it ought to adhere to a transparent, non-overridable rule,
which must be complemented in the short run by the unrestricted operation of automatic
stabilizers and, only in exceptional circumstances, by discretionary action to avert deeper
depressions.

From a Post Keynesian perspective, rule-based fiscal policy is merely one component of a
coordinated macroeconomic effort to create a desired market constellation. The specific
features of this desired market constellation should be established through democratic
deliberation — primarily focusing on socio-economic or environmental targets — which will
provide the context for the precise numerical parameters of the fiscal rule.
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