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Optimal Public Investment and
Fiscal Policy*
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Despite the important role public investments play in an economy, only a limited
amount of theoretical work has been done on the behavior of the public sector as an invest-
ing agent. The present paper attempts to fill this gap by formulating a simple dynamic
model and then applying the optimal taxation approach to it to investigate the optimal
paths of public investment and other fiscal instruments, Assuming labor supply to be in-
elastic, this paper examines the steady-state value of public capital stock and its social
rate of return and the optimal rate of income tax which is used to finance the investment
project.
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