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Figure 4 The Effect of a Government Budget Deficit

When the government spends more than it receives in tax revenue, the resulting budget deficit lowers
national saving. The supply of loanable funds decreases, and the equilibrium interest rate rises. Thus,
when the government borrows to finance its budget deficit, it crowds out households and firms that
otherwise would borrow to finance investment. Here, when the supply curve shifts from S; to Ss, the

equilibrium interest rate rises from 5 percent to 6 percent, and the equilibrium quantity of loanable funds
saved and invested falls from $1,200 billion to $800 billion.
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Recall that gross domestic product (GDP) is both total income in an economy and the total expenditure on the
economy’s output of goods and services. GDP (denoted as Y) is divided into four components of expenditure:

consumption (C), investment (/), government purchases (G), and net exports (NX). We write

Y=C+I+G+ NX.

This equation is an identity because every dollar of expenditure that shows up on the left side also shows up in one of
the four components on the right side. Because of the way each of the variables is defined and measured, this equation

must always hold.

In this chapter, we simplify our analysis by assuming that the economy we are examining is closed. A closed economy is
one that does not interact with other economies. In particular, a closed economy does not engage in international trade
in goods and services, nor does it engage in international borrowing and lending. Actual economies are open economies
—that is, they interact with other economies around the world. Nonetheless, assuming a closed economy is a useful
simplification with which we can learn some lessons that apply to all economies. Moreover, this assumption applies

perfectly to the world economy (for interplanetary trade is not yet common).

Because a closed economy does not engage in international trade, imports and exports are exactly zero. Therefore, net

exports (NX) are also zero. We can now simplify the identity as
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Y=C+I+G.

This equation states that GDP is the sum of consumption, investment, and government purchases. Each unit of output

sold in a closed economy is consumed, invested, or bought by the government.

To see what this identity can tell us about financial markets, subtract C and G from both sides of this equation. We then

obtain

Y-C-G=1

The left side of this equation (Y — C — G) is the total income in the economy that remains after paying for consumption

— C— G, we can write the last equation as




image4.png
This equation states that saving equals investment.

To understand the meaning of national saving, it is helpful to manipulate the definition a bit more. Let 7 denote the
amount that the government collects from households in taxes minus the amount it pays back to households in the form

of transfer payments (such as Social Security and welfare). We can then write national saving in either of two ways:

S=Y-C-G

or

S

Y-T-C)+(T-G).




