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1. Debt Measurement

2. Consequences of Government Deficits

3. Choices between debt and taxes

4. Fiscal Policy and Budget Deficit
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1. Debt Measurement

The deficit over a time period is the excess of 

spending over revenues.  If revenues exceed 

expenditures, there is a surplus.
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The debt at a given time is the cumulative 

excess of past spending over past receipts.  Thus, in 

a year with a deficit the debt goes up; in a year with 

a surplus, the debt goes down.  
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Effects of Inflation

In standard calculations of the deficit, taxes are 

viewed as the only source of government revenue.  

However, when the government is a debtor and the 

price level changes, changes in the real value of the 

debt may be an important source of revenue.  
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Capital versus Current Accounting

Current spending refers to expenditures for 

services that are consumed within the year such as 

salaries for government officers.  

Capital spending refers to expenditures for 

durable items that yield services over a long time, such 

as dams.
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Tangible Assets

The government has not only massive financial liabilities 

but vast tangible assets as well. 

However, public discussion has focused almost 

entirely on the government’s financial liabilities, and not its 

tangible assets.  

They argued that the omission of tangibles leads to a 

highly misleading picture of the government’s financial 

position
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Implicit Obligations

A bond is simple a promise to make certain 

payments of money in the future.

But bonds are not the only method that the 

central government uses to promise money in the 

future.  It can do so by legislation. 
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How big is the national debt? 

The answer depends on which assets and 

liabilities are included in the calculation, and how 

they are valued.  

The answer also depends on your purposes. 
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2. Consequences of Government Deficits

Future generations either have to retire the debt 

or refinance it. 

When the legal burden is on future generations 

does not mean that they bear a real burden.  The 

answer depends on the assumptions that we make 

about economic behavior.
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Lerner’s View

- Assume that the government borrows from its own 

citizens so the obligation is an internal debt.

- Internal debt creates no burden for the future 

generation. 

- When the debt is paid off, there is a transfer of 

income from one group of citizens (those who do 

not hold bonds) to another (bondholders). 

- The future generation as a whole is no worse off. 

Its consumption level is the same as it would have 

been. EE442 2/19 Economics of Public Revenue                                             
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- When the country borrows from abroad to finance 

current expenditure, this is an external debt.

- Suppose that the money borrowed from overseas is 

used to finance current consumption.  The future 

generation certainly bears a burden, because its 

consumption level is reduced by an amount equal to 

the loan plus the accrued interest that must be sent to 

foreign lenders.  
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- If the loan is used to finance capital accumulation, 

the outcome depends on the project’s productivity. 

If the marginal return on the investment is 

greater than the marginal cost of funds obtained 

abroad, the future generation is better off.

If the project’s return is less than the marginal 

cost, the future generation is worse off.
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An Overlapping Generations Model

In Lerner’s model, a “generation” consists of 

everyone who is alive at a given time.

An overlapping generations model defines a 

“generation” as everyone who was born at about the 

same time.  So at any given time several 

generations coexist simultaneously.  
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The analysis of a simple overlapping generation model 

shows how the burden of a debt can be transferred across 

generations.

- Assume that the population consists of equal numbers of 

young, middle-aged, and old people.  

- Each generation is 20 years long, and each person has a 

fixed income of 12,000 bahts over the 20-year period.

- There is no private saving (everyone consumes their entire 

income.) 

- This situation is expected to continue forever.
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- Now assume that the government decides to 

borrow 12,000 bahts to finance public consumption.  

- The loan is to be repaid in the year 2040.

EE442 2/19 Economics of Public Revenue                                             

Assist.Prof.Dr.Duangmanee Laovakul
30



The internal-external distinction in Lerner’s 

model is irrelevant here, even though the debt is all 

internal, it creates a burden for the future generation.
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The generational accounting involves the following steps.

1. Take a representative person in each generation and 

compute the present value of all taxes she pays to the 

government.

2. Compute the present value of all transfers received from 

the government.

3. The difference between the present value of the taxes and 

the transfers is the “net tax” paid by a member of that 

generation.  

We will know how government policy redistributes 

income across generations by comparing the net taxes paid 

by different generations.
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The main contribution of the generational 

accounts framework is to focus our attention on the 

lifetime (rather than annual) consequences of 

government fiscal policies. 
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Neoclassical Model

The intergenerational models assume that the 

taxes levied to pay off the debt affect neither work 

nor savings behavior.  

The intergenerational models do not allow for 

the fact that economic decisions can be affected by 

government debt policy, and changes in these 

decisions will affect the person who bears the 

burden of the debt.
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The Neoclassical model says that when the 

government initiates a project, whether financed by 

taxes or borrowing, resources are removed from the 

private sector.  

We usually assume that when tax finance is used, most 

of the resources removed come at the expense of 

consumption.
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When the government borrows, it competes for 

funds with individuals and firms who want the 

money for their own investment projects.  

- It is assumed that debt has most of its effect on 

private investment.  

- Debt finance leaves the future generations with a 

smaller capital stock.  

- The debt imposes a burden on future generations 

through its impact on capital formation.  
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The key role in the neoclassical analysis is the 

assumption that government borrowing reduces 

private investment which is called crowding out 

hypothesis. 

Government’s demand for credit (I) → the 

interest rate (r) ↑ → private investment becomes 

more expensive → less private investment.
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Ricardian Equivalence

Our analysis so far has ignored the potential 

importance of individuals’ intentional transfers 

across generations. 

Ricardian equivalence:

present tax cuts → future tax burden 

The agents are assumed to be foresighted.    

Therefore an increase in debt cannot stimulate the 

aggregate demand, and as a result, the increase in 

debt has no real effects.
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The consumers will react to changes in the 

government’s budget based on the following 

assumptions.

1. Consumers follow the permanent income 

hypothesis.

Individuals are supposed to be foresighted and 

rational.

Critics: Consumers may choose their consumptions 

simply according to their current disposable income, 

and they also fail to compare the value of increased 

current income to future tax burden. 
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2. Consumers behave as they are immortal. 

Critics: If the agent realizes that the government 

will collect the postponed taxes after he dies, then his 

consumption decisions may change.  

Barro argued that parents take care their children’s 

welfare, and the parents know that their children will 

pay higher taxes to compensate the deficits. So the 

parents save more instead of consuming more, and

leave larger bequests to their children to help pay 

higher taxes in the future. 
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Critics: Some economists doubt that there exists 

such an intra-family transfer between family 

members.  

1. The first critic is about the possibility of 

existence of this intra-family transfers.  

2. The second issue is whether the motive of 

bequest is altruistic or something else.
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3. Consumers face no liquidity constraints. 

Critics: Most microeconometric evidence suggests 

that some households are liquidity constrained. 
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4. Bonds must be repaid at some time. 
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5. Lump-sum taxation:  If taxes are based on future 

income, then high income later leads to high 

repayments, high consumption now will not need 

to be repaid if later income is lower. 

Critics: This assumption may not be possible since 

the distortionary taxation like income taxes changes 

the relative prices and it also affects the timing of 

taxes. 
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Ricardian equivalence debate refers to the 

proposition that a rise in bond sales now leads to a 

rise in savings, since they will have to be repaid. 

In the early 1980s, the US federal deficit 

increased while private saving actually fell. 
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3. Choices between debt and taxes

We have different views.

1. Benefits-Received Principle

This principle states that the beneficiaries of a 

particular government spending program should 

have to pay for it. 
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2. Intergenerational Equity

This view suggests that it is make sense to 

transfer income from rich to poor generations the 

same way as we transfer income from rich to poor 

people within the generation.
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3. Efficiency Consideration

The choice between tax and debt finance is 

just a choice between the timing of the taxes.  

With tax finance, one large payment is made at 

the time the expenditure is undertaken.

With debt finance, many small payments are 

made over time to finance the interest due on the 

debt.
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From the excess burden point of view, 2 small 

taxes are not equivalent to one big tax.  Two small 

taxes are preferred. 

This argument ignores another important 

consideration.  That is to the extent the increase in 

debt reduces the capital stock, it creates an 

additional excess burden. 

The crowding out issue is important in the 

discussion of the intergenerational burden of the 

debt and central to the efficiency issue.
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No crowding out: Taxes distort only labor supply 

choices and debt finance is unambiguously 

superior on efficiency grounds.  

If the crowding out occurs, tax finance becomes 

more attractive. 

As long as the empirical evidence on crowding out 

is inconclusive, we cannot know for sure the 

relative efficiency merits of debt and tax finance.
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4. Macroeconomic Considerations

Functional finance approach: use taxes and 

deficits to keep aggregate demand at the right level, 

and don’t worry about balancing the budget.

When unemployment is very low, extra government 

spending may lead to inflation, so it is necessary to 

draw off some spending power from the private sector 

by increasing taxes.

When unemployment is high, running a deficit is a 

sensible way to stimulate demand.  
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5. Moral and Political Consideration

This view says that the decision between tax and debt 

finance is a moral issue.  

Too much reliance on deficits reflects moral failing, 

Morality requires self-restraint.  Deficits are 

indicative of a lack of restraint so deficits are 

immoral.
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Another argument against deficit spending is a 

political one. 

Some economists argue that the political 

process tends to underestimate the costs of 

government spending and to overestimate the 

benefits.  The discipline of a balanced budget may 

produce a more careful weighing of benefits and 

costs, thus preventing the public sector from 

growing beyond its optimal size.
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4. Fiscal Policy and Budget Deficit

Tools for fiscal policy

• Taxes
Direct taxes (income tax, property tax, etc.)

Indirect taxes (VAT, excise tax, import-export tax, 

etc.)

• Government expenditures
Pure public goods (national defend, justice system, 

etc.)

Impure public goods (education, health care, cleaning 

system, etc.)



EE442 2/19 Economics of Public Revenue                                             

Assist.Prof.Dr.Duangmanee Laovakul

56

Tax policy and government expenditure analysis

Government 

increases its 

expenditure (G) by 

imposing more 

taxes.

G ↑ → AD shifts to 
the right.

T ↑ → ↓ work 

incentive → AS 

shifts to the left.
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Crowding Out effect

• Increasing in government expenditure which is financed by debt 

(government borrows money for spending) → crowding out 

effect

• Demand for government borrowing → r ↑

• High r → ↑ cost → private investment ↓ → crowding out some 

or all national income which is increased from increasing in 

government spending.

• Private investment is crowding out.



EE442 2/19 Economics of Public Revenue                                             

Assist.Prof.Dr.Duangmanee Laovakul

58

The other effects from budget deficit and public debts

• Private investment crowding out → ↓ future capital accumulation 
(future output ↓)

• r ↑ → baht appreciate → foreign currency and import goods are 
cheaper → more import → net export ↓ → GDP ↓ 

• High public debt (because of budget deficit) → high interest 
payment.
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Macroeconomic stability

• Fiscal policy implementation has to concern 
about budget deficit because:

– When budget deficit increased → ↑ demand in the 

economy → affect inflation and balance of 

payment.

– Budget deficit → ↑ public debt → affect fiscal 

sustainability.

– If we do not pay attention at “budget constraint”, it 

will lead to some crisis such as fiscal or financial 

crisis and reduce economic confidence.

– What is “budget constraint”? How will it affect 

fiscal policies?
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What is budget constraint?

• National income identity:

Budget deficit (G-T) = net private saving (S-I) + current account deficit 
(M-X)

• Twin deficit identity: (G-T) = (S-I) + (M-X)

• (S-I) = (G-T) – (M-X)

• When budget deficit ↑ → net private saving has to be ↑ (crowding out effect of 

private investment or increasing in saving (Ricardian equivalence)) or ↑ in current 

account deficit.

• Financing:

(G -T) = foreign borrowing + domestic borrowing + printing money 
+ reducing in asset value
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The affects on Macroeconomics

• Printing money is a method of financing budget deficit.  As long as monetary base 
increases at the same rate as GDP, the government can print money without 
increasing in inflation.  If the elasticity of demand for money equals to one, 
monetary base will increase at the same rate as GDP.

If the rate of growth of monetary base is higher than GDP, it will create 
inflation.  The inflation from printing more money will reduce the real value of 
government debt and create government revenues (seignorage revenue).  Thus, the 
government will have an incentive to expand supply of money.  The independence 
central bank normally tries to limit the ministry of finance to printing more money to 
reduce the real value of government debt. 
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• The second method of financing budget deficit is reducing the international 
reserves or reducing the other assets (such as privatization.)  

The consequence from reducing the international reserves is the value of 
domestic currency may be decreased.
• The third method of financing budget deficit is domestic borrowing or borrowing 

from aboard.
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Fiscal sustainability

• Fiscal sustainability assessment will tell us the 
performance of our current fiscal policies 
implementation and monetary policies which are 
related to budget deficit, interest rate and real 
economic growth.

• Some sets of government policies may not lead to 
fiscal sustainability if the government cannot pay back 
its loans.

• Fiscal sustainability assessment is the basic criteria for 
selecting the combination between fiscal and monetary 
policies which will lead to long-term sustainability.



Debt-GDP ratio
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Source: Public Debt Management Office, Ministry of Finance

Debt as of Feb 29, 2020

DEBT/GDP 41.44%

7,027,911.88

Million baht

GDP = 16,960,574.42 Million baht



Thailand state financial and fiscal 

discipline act 2018

• Public Debt / GDP  ≤ 60%

• Debt Service / Estimated revenue  ≤ 35%

• Public Debt in foreign currency / Total public debt  

≤  10%

• Debt Service in foreign currency / revenue from 

export (goods and services) ≤ 5%
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