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CHAPTER 1

When is it Appropriate to Run
Budget Deficits?

By Matthew Lau

Introduction

In its latest budget, the federal government reported a $327.7 billion
deficit in 2020-21 and a deficit of $113.8 billion in 2021-22, falling to $8.4
billion by 2026-27. These deficits are, by any measure, substantial. For per-
spective, the $113.8 billion deficit is equivalent to 60.1 percent of federal
personal income tax revenues, and amounts to 4.6 percent of GDP. By the
latter measure, it is 27.8 percent larger than the biggest deficit in the after-
math of the 2008-09 recession. Provincial governments are also running
significant budget deficits, but the size of the deficits vary by province and
as a sum are in the neighbourhood of $50 billion in 2021-22—significantly
less than that incurred by the federal government.

Governments in Canada have something of a habit of running defi-
cits, especially recently: the combined federal and provincial government
budget balance has been in deficit every year since 2008-09. Going back
further, over its first 150 years of existence, the federal government has run
a deficit nearly three-quarters of the time (Di Matteo, 2017). The prob-
lems with deficits are that they strain public finances by increasing future
interest expenses, create economic uncertainty about future possible tax
increases, have a negative effect on economic growth if the debt rises too
high, and can even create an economic crisis if the debt situation becomes
unmanageable.

Yet not all of the deficits were unwise, and indeed, deficits are justi-
fied or even necessary in certain circumstances. The following sections of
this essay explore three possible justifications for deficits and explain when
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and why they are right or wrong: 1) economic shocks and recessions; 2)
infrastructure projects and long-term investments; and 3) fiscal stimulus.

Possible justification #1: Economic shocks and
recessions

Deficits can be justified in the event of an economic shock or recession.
Economic shocks often make some extraordinary public expenditures
necessary. In 2020-21, the pandemic resulted in governments increasing
health spending, including subsidies to compensate individuals and busi-
nesses for restrictions on commercial activities. Note that an economic
shock does not justify a deficit of any size, nor does it imply that all or even
most of the increased spending to deal with the shock is wise or necessary.
It is, however, a reasonable justification for the existence of a deficit. In
addition to pandemics, other types of shocks could justify a deficit, with
wars as the foremost examples from history. Indeed, the only instance
from Canadian history in which the deficit was a higher percentage of the
national income than the 14.8 percent in 2020-21 was during World War II
(Di Matteo, 2017).

A recession—often coinciding with an economic shock, as in 2020—
can also justify a deficit due to the triggering of automatic stabilizers,
which are government programs or policies that result in less revenue or
higher spending during a recession without legislative changes, and so
automatically loosen fiscal policy during downturns and tighten it during
expansions. The tax code is an example of an automatic stabilizer, since tax
revenues automatically rise and fall with incomes and employment across
the economy. For example, the recession of 2008-09 contributed to a
reduction in federal government revenues, in nominal terms, from $245.5
billion in 2007-08, to $237.3 billion in 2008-09, to $220.6 billion in 2009-
10. Similarly, the economic disruptions caused by COVID-19 resulted in a
recession in 2020, and federal revenues fell from $334.1 billion in 2019-20
to $316.5 billion in 2020-21.

On the spending side, Employment Insurance (EI) benefits are the
most commonly cited example of an automatic stabilizer. In 2009, EI pre-
mium revenues fell by $126 million while benefits increased by nearly $5.0
billion, an annual increase of 43 percent. In the following year, the econ-
omy rebounded and unemployment declined, so EI revenues increased
and benefits fell (Fuss and Palacios, 2019). Similarly in 2020-21, the federal
government collected $22.4 billion in EI revenues and paid out $33.7 bil-
lion in benefits, which represented a 55 percent increase in costs over the
previous year while revenues were essentially flat. Thus both on the tax



Do Budget Deficits Matter? Essays on the Implications of Government Deficits and Debt / 3

and the revenue side, automatic stabilizers clearly can have a significant
impact on the budget balance during a recession. However, as with eco-
nomic shocks, a recession can justify the existence of a deficit, but does
not justify a deficit of any size.

Importantly, because economic shocks and recessions are tempor-
ary, the resulting deficits should be temporary as well. If the government
runs deficits when there is a shock or recession, it should run surpluses
when times are good to balance the budget over the long run. The concept
of tax smoothing is that governments should not need to raise tax rates to
cover extra spending in the face of a war, natural disaster or recession, and
then lower tax rates again after the shock or recession has passed. Instead,
having deficits in bad times and surpluses in good times allows tax rates to
be kept smooth and predictable (Barro, 1979).

Possible justification #2: Infrastructure projects and
long-term investments

There is some justification for government borrowing for infrastructure
projects or other investments that have a long-term use, similarly to how
it might be wise for individuals to borrow money to buy property, make

a business investment, purchase machines or equipment, or for other
reasons. Note, however, that when politicians or others justify the size of
the deficit by speaking of “investments,” they are introducing a red herring.
When governments make real investments in capital assets—building a
new highway, for example—the cost of the asset is capitalized and amor-
tized over the life of the asset. Only the amortization expense of the assets,
not the capitalized cost, is reflected in the annual deficits. Thus infrastruc-
ture projects can be considered a justification for government borrowing,
but not for deficits.

Whether government borrowing for a certain infrastructure project
is wise is really a question as to whether the benefits of the infrastruc-
ture exceed the costs, including the costs of borrowing and taxation. An
important part of the argument that the government should borrow to
build infrastructure, as Poschmann (2020) observes, is that “better roads
and other transport systems help private businesses do what they do, and
so improve household incomes.” While this is sometimes true, the prob-
lem is that government infrastructure often delivers less in benefits than
it costs to build; “many governments, including Canada’s, operate on the
assumption that a dollar of public infrastructure is worth more than a dol-
lar, in the long run, to the economy. Data suggest this is not the case—and
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that’s before accounting for the cost of the taxation required to fund public
spending” (Poschmann, 2020).

Advocates of government borrowing for infrastructure investments
might also argue that it is an appropriate response to an economic down-
turn to “kick-start” the economy. They argue that during a recession some
economic resources are unused and so may as well be put to work to build
infrastructure. Yet this view has problems, too. As Poschmann writes, in
addition to concerns that governments end up consuming resources that
the private sector could have put to better use, “empirical data provide
dubious support for the case for discretionary public investment as a re-
sponse to downturns” (2020).

Possible justification #3: Economic stimulus

Some politicians like to claim that spending initiatives improve economic
growth; they often use the word “stimulus” or some variation. The idea of
fiscal stimulus in the form of government spending, particularly to hasten
an economic recovery and reduce unemployment, was most famously
proposed by twentieth century English economist John Maynard Keynes,
whose magnum opus, The General Theory of Employment, Interest and
Money was published in 1936. In it he expressed a rosier view of govern-
ment spending than private spending and expected “to see the State, which
is in a position to calculate the marginal efficiency of capital-goods on long
views and on the basis of the general social advantage, taking an ever-
greater responsibility for directly organizing investment” (ch. 12, sec. VIII).

One of the most famous replies to Keynes came from economic
journalist Henry Hazlitt (1959/2007), who wrote ironically of Keynes’s
view:

So there you have it. The people who have earned money are
too shortsighted, hysterical, rapacious and idiotic to be trusted
to invest it themselves. The money must be seized from them
by politicians, who will invest it with almost perfect foresight
and complete disinterestedness (as illustrated, for example,

by the economic planners of Soviet Russia). For people who
are risking their own money will of course risk it foolishly and
recklessly, whereas politicians and bureaucrats who are risking
other people’s money will do so only with the greatest care and
after long and profound study. (p. 184)

It is indeed difficult to logically argue that government spending is
more economically productive and socially beneficial than private spend-
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ing. Milton Friedman’s adage, “Nobody spends somebody else’s money as
carefully as he spends his own” (Friedman, 1993: 1), often applies. Propon-
ents of stimulus spending might say that the intention of stimulus spend-
ing in a recession is to allow government to put idle resources to work,
which would not displace private spending, but the problem is that the
government has no way of knowing which economic resources will be idle
tomorrow, next month, or next year.

Moreover, spending financed by borrowing must be paid for by taxes
in later periods. Thus government spending, invariably to some significant
degree, displaces private spending and so reduces economic productivity.
“The fiscal stimulus package,” Harvard economist Robert Barro wrote of
a possible US stimulus package in 2010 to follow the one already imple-
mented in 2009, “is a way to get an extra $600 billion of public spending
at the cost of $900 billion in private expenditure. That is a bad deal” (2010,
February 23).The reason for the net loss? When the government taxes
more and spends more, Barro explained, the effect on GDP is negative, as
evidenced by “the familiar pattern whereby countries with larger public
sectors tend to grow slower over the long term” (Barro, 2010, February 23).
Indeed, empirical studies have found that government stimulus spending,
including during recessions, tends to be ineffective at best and counter-
productive at worst.

Economists estimate the degree to which government stimulus
crowds out — or alternatively, stimulates — private sector activity by esti-
mating a government spending “multiplier” A multiplier above 1.0 sug-
gests that the government spending in question stimulates private sector
activity; a multiplier below 1.0 suggests it reduces private activity. A wide
range of estimates exist, and much of the debate on multipliers took place
in 2009-10 as governments around the world enacted significant stimulus
spending. In the United States, Christina Romer and Jared Bernstein—
respectively the Chair-Nominee-Designate of the President’s Council of
Economic Advisers and the Chief Economist of the Office of the Vice-
President—claimed that the government spending multiplier was 1.57, so
the US stimulus package would save or create 3 to 4 million jobs (Romer
and Bernstein, 2009). Canada’s federal government cited this estimate and
claimed stimulus spending was also supported by other reputable studies
in order justify its own stimulus program, dismissing contrary analyses as
“shabby” (Veldhuis and Lammam, 2010).

Yet as Cogan et al. argued, the 1.57 estimate relied on “highly ques-
tionable” assumptions. Based on newer models, they concluded that “the
multipliers are less than one as consumption and investment are crowded
out. The impact in the first year is very small” and in later years “the multi-
pliers turn negative” (2009: 18). As Taylor (2010) pointed out, economists
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with the International Monetary Fund also disagreed with the 1.57 multi-
plier, estimating it to peak at 0.7 before declining rapidly to around 0.1 in
later periods. It is suggestive that over the period that the US stimulus was
supposed to save or create 3 to 4 million jobs, in reality 2.3 million jobs
were lost (de Rugy and Salman, 2020). Possibly, as proponents of stimulus
spending might argue, without stimulus 6 million jobs would have been
lost, but by other measures too, the data suggest the stimulus failed. It was
supposed to stimulate private consumption, but households reacted to the
income transfers by reducing borrowing instead of consuming (Cogan and
Taylor, 2011).

In line with the lower multiplier values, Ramey and Subairy (2018)
estimated, using quarterly historical US data from 1889 to 2015, that for
economic shocks not specific to military news, the government spend-
ing multiplier is 0.30 to 0.35 when unemployment is low, or 0.68 to 0.77
when unemployment is high, or 0.38 to 0.47 in their linear model which
assumed that multipliers are invariant to the state of the economy. Barro
(2009) provided a yet more pessimistic estimate, writing that the multi-
plier associated with peacetime government purchases is essentially
zero—and that is before accounting for the future taxes needed to fund the
spending, which would, as he wrote in 2010, push the multiplier into nega-
tive territory.

The Ramey and Subairy study suggests that stimulus spending is
more harmful when there is no economic downturn, which is consistent
with the idea that government activity will crowd out more private sec-
tor activity if there is more private sector activity to begin with. It follows
that running deficits of significant magnitude in the absence of economic
shocks and recessions, as the current federal government has done from
2015 to 2019, is particularly unwise. Unnecessary deficits mean unneces-
sarily increasing the tax burden in future periods and creating uncertainty
about future tax rates, thus undermining business confidence and discour-
aging long-term investments. Deficits in good times also create the risk
of a permanent imbalance between government revenues and spending
so that balancing the budget becomes challenging without drastic policy
action. In addition, “running deficits in times of economic growth, even
periods of slow economic growth, risks much larger deficits when the
inevitable recession occurs” (Clemens et al., 2018: 16).

Fuss and Hill (2022) estimate that the federal government could
have recorded surpluses nearly every year between 2015-16 to 2019-20
and avoided taking on $150 billion to $160 billion in net debt if program
spending growth had been moderately restrained to match nominal GDP
growth or inflation plus population growth. In such a situation, federal
finances would have been on a stronger footing to take on the additional
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fiscal burden stemming from COVID-19 and the annual deficits could
have been smaller during the pandemic. Running persistent deficits before
an economic shock also elevates gross debt levels, which is the debt metric
interest payments are calculated based on and leaves government finances
vulnerable when interest rates rise. Alas, because the federal govern-
ment—and many provinces—ran deficits in good times as well as bad,
economic shocks such as that caused by a pandemic become less manage-
able and are much more difficult to recover from.

Conclusion

This essay has examined three possible justifications for government
deficits. First, an economic shock or recession can justify the existence of
a deficit, though not one of any size. Higher government spending may
be needed to deal with an economic shock, and automatic stabilizers kick
in during a recession. Second, government borrowing to build infrastruc-
ture may sometimes be justified, but with many projects the benefits do
not justify the costs. Third, it is often argued that government spending,
especially when the economy is slack, can stimulate economic growth.
However, government spending crowds out more productive private sec-
tor activity, not least because spending financed by borrowing must be
recovered by future taxes. Running deficits in the absence of a recession
or economic shock is also unwise since it puts governments finances on
a weaker footing going into a recession. This makes it more difficult for
governments to constrain debt levels and interest payments.
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