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We need budget deficit in a growing monetary economy: A simple
macroeconomic model with bequest and money holding

Yasuhito Tanaka
Faculty of Economics, Doshisha University

<Abstract>
Using a simple macroeconomic model with microeconomic foundations about consumers and firms in which
consumers leave bequests to the next generation and hold money as a part of the bequests, we examine the
existence of budget deficit in a growing economy. We use a Barro-type utility function, where people include the
utility of their children in their own utility. Mainly, we will show that we need budget deficit to maintain full
employment under constant prices in a growing economy. Thus, balanced budget cannot achieve full
employment under constant prices. Also, we show that if the actual budget deficit is smaller (larger) than that
which is necessary and sufficient for full employment under constant prices, a recession (an inflation) occurs.

In the appendix of this paper, we show that if money as well as goods are produced by capital and labor, budget
deficit is not necessary for full employment under constant prices. However, if money circulates with a value
greater than the cost of production, a budget deficit will be necessary. The difference between the value of
money and its production cost is the so-called seigniorage. A moderate seigniorage to economic growth without
inflation is necessary unless the production of money is quite costly.
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