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Technical Box 1. The effect of budget deficits in combatting recession is easily undersiood through the Keviesian macroeconomic
moaodel In thatmodel output (v) adjusts to equal aggregate demand (AD), which 1smade up of private spending (E) and government
spending (G). Increasing G mereases AD, while cutting taxes(T) ncreases E. The mereas m AD then triggers multiplier effects
that raise output (v ).

This framewak can be described by the following model:

()y = AD
(2) AD=E+G
(3)E=A+eY-T] A=00<e<1

where y denotes incame; AD aggregate demand; E private ssctor spending: G governmunet spending: A autonomous private
spending; e the proportion of privae disposable mcome that is spent; T taxes.

A fall in private sending (A; = A,) lowers AD causmg afall in income &, <v,). If gowermment mises spending (G, = G;) and
lowers taxes (T} = T, ). this rases AD, whichcombats the recession and helps restore mcome(y, >y, ). Temporary fiscal stmulus,
that raises the deficit, 1s therefore effective i fighting recessions caused by lower private sector spending.

AD
7 y =AD
AD,=A, +e[Y-T,]+ G,
: AD,=A, +e[Y-T,]+ G,
[
. \ AD,=A, +e[Y-T,]+ G,
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Technical Box 2. Economyt theory says tlat every sver requires a taker. Thus, if the private sector wants to build up its net financial
asset position it must either sell to foreigners ar lend to the public sector. If it cannot find talers for its saving the excess saving will
cause incamne tocontract, which will reduce saving andrestore talanece.

The requirement that every saver hawe a taker implies:
Private sctor net mving = Public ®ctor borowing + Net foreign asset accumulation,
or S-I=[G-T]+[X-M]
where S denoks gross private sctor saving; I private sector mnvestment: G government spending: T fax revenues. X exports; M
mports. Deleveraging las caussd amassive increase i S as the private ssctor tres to restore ifs balance sheet. I 1s weakbecause of
weakdemand. So too is X because of the global recession. Tlat means government must borow (ie.run a deficit) orelse there will be
sustained income contraction. This logic is captured in the figure below. Private sctor mving has increased(S, = 5;). Absent aiy
other changes, ncome contracts{y; < yg). However f government increases its deficit (G— T;= Gy — Ty), then government can ale the
private sector’s saving, offset its effect on demand, and suppoert incame (y; = v ).

Private mving,
Public deficit + Trade balamce

Income

= Ll
B .
_ ) _ [G,-T]+ X -M]
Private dissaving.
Public surplus + Trade alance [Gy—Tyl + X -M]
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