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Abstract

We examine the effects of a fiscal policy by tax reduction, which realizes full-employment
from a state of under-employment or with deflationary GDP gap, on the debt-to-GDP
ratio, using a continuous time and a discrete time debt dynamics. We show that the
larger the growth rate of real GDP by tax reduction is, the smaller the debt-to-GDP
ratio at the time when full-employment is realized is, and an aggressive fiscal policy
by tax reduction for full-employment can reduce the debt-to-GDP ratio. Therefore,
full-employment can be realized with smaller debt-to-GDP ratio than before the tax
reduction policy. However, for this result we need that the marginal propensity to con-
sume is fairly large. We also consider a condition to realize full-employment within
one year without increasing debt-to-GDP ratio.

Keywords: tax reduction, full-employment, debt-to-GDP ratio, continuous and discrete
time debt dynamics

JEL Classification No.: E62.

1. Introduction

Watts and Sharpe (2016) presented a discrete time version of a dynamic analysis of debt-to-
GDP ratio, and showed that an aggressive fiscal policy by an increase in the government
expenditure can reduce the debt-to-GDP ratio. Generalizing their model, using contin-
uous time and discrete time debt dynamics, we present analyses of a fiscal policy by tax



reduction which realizes full-employment from a state of under-employment or with de-
flationary GDP gap!. Under-employment state arises due to aggregate demand shortage.
As discussed in Mitchell et al. (2019) sustained unemployment imposes significant costs
such as loss of current national output and income, skill loss, and so on. Therefore, it is
valuable that full-employment is realized in the short term.

We consider time (or periods) required to realize full-employment for a continuous time
model and a discrete time model of debt dynamics, and examine the debt-to-GDP ratio at
the time when full-employment is realized. The government reduces the tax revenue to
increase consumption and accelerate the economic growth until full-employment is real-
ized. The magnitude of tax reduction depends on the target growth rate of real GDP over
ordinal growth, the ratio of the tax revenue to real GDP, and the magnitude of multiplier
effects.

In the next section we consider steady states of continuous time and discrete time debt
dynamics. In Section 3 we analyze the effects of tax reduction to realize full-employment.
In Section 4 we present some graphical simulations based on plausible assumptions of
variables.

Let g be the growth rate of the full-employment real GDP, p be the extra growth rate of
real GDP over g by tax reduction policy (the growth rate of real GDP ratio is g + p) in a
state of under-employment, and y be the extra (negative) growth rate of the tax revenue
over g by tax reduction (the growth rate of the tax revenue is g + y). The main results are
as follows.

1. The larger the value of p is, the faster the full-employment state is realized. (Figure
1 and 10)

2. The larger the value of p is, the smaller the debt-to-GDP ratio at the time when full-
employment is realized is, that is, the more aggressive the fiscal policy is, the smaller
the debt-to-GDP ratio at the time when full-employment is realized is. (Figure 4 and
13)

The reason for this result is as follows. The smaller the value of p is, the
longer the time we need to realize full-employment is. On the other hand,
as shown in 4 below (or Proposition 1 and 3), the ratio of the tax revenue to
real GDP at the time when full-employment is realized does not depend on
p. Therefore, when p is small, the accumulated budget deficit including
burden of interest is large.

3. When the value of p is larger than the critical value, the tax reduction to realize
full-employment reduces the debt-to-GDP ratio. (Figure 6 and 15)

4. Theratio of the tax revenue to real GDP at the time when full-employment is realized
does not depend on the values of p and y. (Proposition 1 and 3)

In other papers we have presented analyses of fiscal policy by an increase in the government expenditure
to realize full-employment using a continuous or a discrete version of debt dynamics.



5. If full-employment is realized within one year, the debt-to-GDP ratio and the ratio
of budget surplus to GDP satisfy the steady state condition, and the propensity to
consume c satisfies the following condition
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in the continuous time model, or
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in the discrete time model, the debt-to-GDP ratio at the time when full-employment
is realized is smaller than that before the tax reduction policy d(0). (Proposition 2,
4)

The main conclusion of this paper is that full-employment can be realized by an ag-
gressive tax reduction policy with smaller debt-to-GDP ratio than before the fiscal policy.
However, as we show in the concluding remark, for our results the marginal propensity
to consume should be fairly large.

An increase in real GDP through an increase in consumption by tax reduction may
induce a rise in the interest rate. Since the higher the interest rate is, the larger the debt-
to-GDP is (Subsection 4.1.9 and 4.2.9), we need an appropriate monetary policy which
maintains the low interest rate.

Since the multiplier of an increase in the government expenditure is larger than the
multiplier of tax reduction, a fiscal policy by an increase in the government expenditure is
more effective than tax reduction as a policy to realize full-employment, and in that case
we do not require that the marginal propensity to consume is fairly large. However, a pol-
icy for full-employment should finish its role when the full-employment state is realized
to avoid inflation. Therefore, for example, public investment with long-term expense is
not appropriate for a policy to realize full-employment, and tax reduction may be more
usable.

2. Debt dynamics and steady state

We consider a continuous time version and a discrete time version of debt dynamics. The
variables are as follows. t denotes a time in a continuous time model, and it denotes a
period in a discrete time model.

c: marginal propensity to consume, 0 < ¢ < 12,
7: marginal taxrateatt =0,0 <7 < 1,

7’: marginal taxrateatt > 0,0 < 7/ < 1,

Y (0): real GDP att =0,

2 About consumption functions in a dynamic Keynesian model please see Otaki (2007) and Otaki (2009). In
Appendix A we present a derivation of multiplier by an overlapping generations model of consumption.



Y (t): real GDP at¢,t > 0,

Y, (0): full-employment real GDP at ¢t = 0,

Y, (t): full-employment real GDP at ¢, t > 0,

¢ = Yo § > 1,

f: the time (or period) at which full-employment is realized, > 0,

G(0): government expenditure at ¢ = 0,

G(t): government expenditure at ¢, ¢ > 0,

T(0): tax revenue at t = 0,

T(t): tax revenue at t, t > 0,

7(0) = T . 1atio of tax revenue to real GDP (or average tax rate) at t = 0,

Y(0)

n(t) = %: ratio of tax revenue to real GDP (or average tax rate) at ¢, t > 0,

B(0): government budget surplus at ¢t = 0,

B(t): government budget surplus at ¢, t > 0,
_ B(O)

b(0) = 2O,

D(0): government debt at t = 0,

D(t): government debt at ¢, t > 0,

D(0
d(0) = 7,
d(t) = 20

Y ()’
d*: the steady state value of d(t),

g: the growth rate of the full-employment real GDP, g > 0

p: the extra growth rate of real GDP by tax reduction policy, p > 0,

y: the extra (negative) growth rate of tax revenue by tax reduction policy, y < 0,
r: interest rate.

y < 0 means tax reduction. There are various ways of tax reduction. For example, lump-
sum tax reduction (lump-sum subsidy) or reduction of the marginal tax rate, thatis, 7’ < 7.
In this paper we consider a general formulation of tax reduction that the growth rate of
the tax revenue is reduced by |y| from the ordinary growth rate g. Thus, the growth rate
of the tax revenue is g + y with y < 0. We assume that 7’ is determined independently of
V.

Note that in our model the multiplier of tax reduction is = not 1i(cl(ir)) About the
multipliers please see Appendix B and C.

The unit of time is a year. We assume g + p > r. D(0) and D(t) in a discrete time model
denote the debts of the government at the ends of period 0 and period ¢.

2.1. Continuous time model

We examine a steady state of continuous time debt dynamics. At the steady state
Y (t) =e9'Y (0), G(t) = e9'G(0), T(t) = e?'T(0).

Thus,
B(t) =T(t) — G(t) = e9"B(0).



The derivative of D(t) with respect to ¢ is
D'(t) =rD(t) — B(t).

D(t) is calculated as

t t
D(t) =e"'D(0) - / e"=9B(s)ds = e D(0) — / e’ 79 e95B(0)ds
0 0

t e(g—r)s t
=e"'D(0) — "' B(0) / el95ds = " D(0) — " B(0) [ ]
0 0

e(g_r)t -1
=e"'D(0) — "' B(0)
g-r

e"=9) denotes a burden of interest between e and ¢. Since Y (¢t) = e9'Y (0),

D) _ e(r—g)tw - e(r—g)tB(O) el -1
Y(t) Y(0) Y©) g-r

Therefore, the debt-to-GDP ratio at time ¢ is obtained as follows.

1- e(r_g)t

-t _ 1
=l 9lg(0) - b(O)?

(g9
d(t) = e"=9d(0) — e"-9tp(0)<

At the steady state
d(t) =d(0) =d".

Then,
d* = ; [b(O)

1 —elr-9)

1- e<r—9>f] _ b(0)

= 1)
r—g r—g

2.2. Discrete time model

Next we examine a steady state of discrete time debt dynamics.
At the steady state

Y () = (1+9)'Y(0), G(t) = (1+9)'G(0), T(t) = (1+9)'T(0).

Thus,
B(t) =T(t) - G(t) = (1+9)'B(0).



Then, D(t) is calculated as

t

D(1) =(1+7r)'D(0) = > (1+71)B(s) = (1 +1)'D(0) = B(0) ) (1 +1) (1 +g)*

s=1 s=1

t N
=(1471)'D(0) - (1+71)'B(0) ) (1 * 9)
1

1+r

g\ (149
+ 1+r

1
=(1+4+r)'D(0) — (1 +7)'B(0)

(1+9)" - (1+g)(1+7)

=(1+r)'D(0) — B(0) g7

(1 +r)!% denotes a burden of interest between e and t. Since Y (t) = (1 +¢)'Y (0),
( 1+7r )t
1-—
1+g¢g

Therefore, the debt-to-GDP ratio at time ¢t is obtained as follows.

t
1+gb(0) [1_(1+r) '
g-r 9

D(t) (1+r\"D(0) 1+gB(0)
Y(t) (1+g) Y(0) g-rY(0)

1+r
l+g

t

d(t) = (

At the steady state
d(t) =d(0) =d".
Then3,

g=— 1 119, 1—(
1-— (i =9
1+g

3. Tax reduction for full-employment

1+ry

1+
1+g) | r-

r

I b(0). )
g

3.1. Continuous time model

We assume that there exists a deflationary GDP gap, that is, Y (0) is smaller than the full-
employment real GDP, Y, (0), at time 0. Thus, { > 1. Since Y, (t) increases at the rate

g,
Y (1) = e9'Y,,(0).

3If we define D(0) and D(¢) as the government debt at the beginnings of period 0 and period ¢, then we
have

d* =

1
b



The government reduces the tax to increase the growth rate of real GDP from g to g + p so
as to realize full-employment. Then,

Y (t) = 9Py (0).

Suppose that at time £ i )
ey (0) = €9'Y,,(0),

that is, full-employment is realized at f. Then, we have

f is obtained as follows.
ln §’

Hl

(3)

The larger the value of p is, the faster the full-employment state is realized.
The tax revenue at ¢ is written as

T(t) = e9*)iT(0).

The increase in real GDP over the ordinary growth is brought by the multiplier effects of
tax reduction. Therefore, we have the following equation.

[e<g+p>f - egf] Y(0) = 1L —e@N 4 97| T(0). @)

About derivation of (4) please see Appendix B. This means

Pl 1= ﬁ(—ah 1)7(0).

Since ef! = ¢,

&-1= LC (1—eyf)n(0).

1-—
Thus,
e’ = ~1)+1,
77(0)
and so In¢
n
y—=1In [ ( -1)+1
p n(0)c d
From this
pln [ n(o)c(g“ -1)+ 1]
= 5
Y ¢ (5)
If we use approximation of a logarithmic function, In x = x — 1, we obtain
-(1-c
_—(d-op ©)
n(0)c



Note that g + p is the average growth rate of real GDP in 0 < ¢t < {. On the other hand,
g +7 is the real growth rate of the tax revenue. The government determines y so that real
GDP at f is equal to e9*P)1Y (0).

B(t) is the sum of the budget surplus (or deficit) growing at the rate g from B(0) and
the budget surplus (or deficit) brought by the tax reduction policy. It is written as

B(t) =e9'B(0) + [e<9+7>f - egf] T(0) = e9'B(0) + [e<9+7>f - egf] 1(0)Y (0).
The derivative of D(t) with respect to ¢t is
D'(t) = rD(t) - B(t) = rD(t) — e B(0) — [e<9+y>f - egf] 1(0)Y (0).
Thus,
D(t) =e"'D(0) — B(0) /0 t e e95ds — n(0)Y (0) /0 t eI=9Ir[e(9+1)s _ 0951 ds
=e"'D(0) - ¢"'B(0) /0 elansgs e"'n(0)Y (0) /0 t [el9+77)s — o(9778] g5,

Let ¢t = £. Since
Y (F) = 99Ty (0),

we get
f f
d@)zgﬁﬂwﬁd«»_eﬁﬂkMQﬂoxl'e@ﬂ%ds_eﬁﬂkm%ﬂox/.k@ﬂFHS_ewﬁhkm
0 0

(g-r)s |t .
e g

] —elr9g p”n(O)
0

g+ty-r g-r

. . -r) (g— t
:e(r—g—p)td(o) _ e(r—g_p)[b(o) [ e(g+y-n)s el9 r)s]
0

Y -ri -ri
9PV (0) — ¢"-9-PTp () [e(g i 1] _etr-g-iy gy |27 21 0 1]
g-—-r g+y-—r g-—-r
Thus,
. —pt _ p(r-g-p)t
d(f) =97 d(0) — b(0) [e ge_ . ] (7)
(V=PI _ o(r—g-p)f  o=pl _ o(r-g—p)t
-1(0) - :
g+y-r g-r
From (7)
- ~ —pt _ e(r g- p)t
d(F) - d(0) = [e<’—9—f°>f - 1] d(0) - b(0) | ¢ 8)
e(Y=P)t _ o(r-g-p)f  5=p _drgpﬁ
-1(0) -
gty -—r g-r



Because e 9P _1 <0byg+p >r,(8)is decreasing with respect to d(0).
n(t) = 1T/((3 is the ratio of the tax revenue to real GDP. GDP grows at the rate g + p, on
the other hand the tax revenue grows at the rate g + y. Att = f we have

. T(f) et

10 = 7@ = saar?© = €70,

From (3) and (5), we get

17((10)? (¢-1)+1

)ph;f U0 1) +1

ma=l mm=”@cg 7(0).

This is constant, that is, it does not depend on p and y. We have shown the following
result.

Proposition 1. In the continuous time model the ratio of the tax revenue to real GDP at the
time when full-employment is realized does not depend on the values of p and y.

If d(0) and b(0) have the steady state values, that is, b(0) = (r — g)d(0), then (8) is
rewritten as

pf _ e(r—g—p)f]

a(h) d(0)|b(0):(r_g)d(0) _ [e(r—g—p)f _ 1] d(0) — (r — g)d(0) le‘ —

©) (V=PI _ o(r—g=p)t  o=pl _ o(r-g—p)t
7 g+y-r g-r

. (y=p)t _ o(r-g=p)t  p=pi _ o(r-g—p)i
—|p—Pt _ 1] _ € _
e -1 d(0) 77(0)[ Py — ]

Suppose f = 1, that is, full-employment is realized within one year. Then, with e? = ¢,

A(D) ~ A0 -grai0) = (% - 1) a(0) - £1(0)

We use the following approximation for exponential functions for small x;

ey — er_g 1-— e(r_g)
g+ry-r g-r y

1
X =1+x+-x%
2
Then, with an approximation In x = x — 1, we obtain

A(D) - d(O)] 0 r_grao) =5 (1~ ) d(0) - gn(O) [ +r-9) - (r=)] = 5 (1-¢)d(0) -

¢ ¢
From (6)

C
0)y = ——p.
n(0)y P

2¢

M@%



We apply the following approximation to { = e”,
e =1+x.

Then,
1-¢=—p.
Therefore, we obtain

~ 1-—
d(t) - d(0)|b(0):(r—g)d(0) :§ (—d(O) + 2—cc) .

If .
—-C
¢ <40,

we have d(f) — d(0) < 0. This condition is rewritten as

1
©” 172d0)

Proposition 2. In the continuous time model, if the full-employment state is realized within
one year, d(0) and b(0) have the steady state values, and the propensity to consume c satisfies

the following condition
1

Z 1+2d(0)’
then the debt-to-GDP ratio at the time when the full-employment state is realized is smaller
than that before the fiscal policy.

c

3.2. Discrete time model

We assume that there exists a deflationary GDP gap, and ¢ > 1. Since Y,,(¢) increases at
the rate g,

Yin(t) = (1+ g)tYm(0)~

The government reduces the tax to increase the growth rate of real GDP from g to g + p so
as to realize full-employment. Then,

Y(t) = (1+g+p)'Y(0).
Suppose that at period £
(1+g+p)Y(0) = (1+9)Ym(0),

that is, full-employment is realized at f. We admit any positive real number for f. Then,

we have :
1+g+p) _
( 2 )—;. ©)

10



f is obtained as follows.

o1 1
P= ?g - ng . (10)
In £~ In1+g+p)-In(1+g)

The larger the value of p is, the smaller the value of { is, that is, the faster the full-employment
state is realized.
The tax revenue at t is written as

T(t)=(1+9g+7)'T(0).

The increase in real GDP over the ordinary growth is brought by the multiplier effects of
tax reduction. Therefore,

[(1+g+p) - 1+9)|Y(0) = 7= |-A+g+TO + 1 +g9/TO)|. (D

About derivation of (11) please see Appendix C. It is rewritten as

1+g+,of c 1+g+yf
— | -1=¢{-1= - 1{7(0).
( 1+g ) ¢ 1—cl ( 1+g +11n(0)
Thus, )
1+g+yt l1-c
—| == -1)+1.
( l+g ) n(O)c(g )
From this
- 1+g+y —-(1-c¢)
fln —— =1 -1)+1]. 12
Ty n[ n(0)c -0+ 12

y is obtained from this and (10). If we use approximation of a logarithmic function, In x =
x — 1, we obtain
_—(-op
n(0)c -

If f = 1, (11) implies (13) without approximation. Note that similarly to the case of con-
tinuous time debt dynamics g + p is the average growth rate of real GDPin 0 < t < {.

B(t) is the sum of the budget surplus (or deficit) growing at the rate g from B(0) and
the budget surplus (or deficit) brought by the tax reduction policy. It is written as

(13)

B(t) =(1+9)B(0)+ [(1+g+y) - (1+9)] T(0)
=(1+9)'B(0)+ [(1+g+7) - (1+9)"| n(0)Y(0).

11



Therefore,

D(1) =(1+r)'D(0) = B(0) ) (1+71) (1 +g)°
s=1

t t
—9(O)Y(0) [ D (1+n) T (A+g+y) = Y (141 (1+9)*
s=1 s=1
t N
:u+¢YD«D—(1+rYB«D§5(1i€)
t N
~wenmoro| (L) L
s=1 s=

Let t = £. Since i
Y(f) =(1+g+p)Y(0),

we get
- 1+r \ 1+r \' H(1+g)\°
()_(1+g+p) ()_(1+g+p)b«D2;(1+r)
1+r |\ Lil+g+y) O (1+g)\°
_(1+g+p) ()[;( 1+r )_;(1+r)
i i 1+—gt+1_(1+_g)
1+r 1+r [(1” 1
:(1 )d(O)— )b(O) I
+g+p l+g+p 1_+\‘3_
Lg+y f+1_ I+g 1+g f+1_ I+g
1+7 t [( 1+r) (1+r)] [(1+r) (1+r)
1+g+p 7(0) Loy _q B g _
1+r 1+r
Thus,
) : Lig)' _
a6 - 1+7 td(o) ) 1+ tb(o) (1+9) (1+r) 1] (14)
\1+g+p 1+g+p g-r
i 3
vy (s |t ] ave ()]
(1+g+p)nm) g+y-r B g-r
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From (14)

. 1+r ‘
d(t)—d(O):l(m) -1{d(0) (15)
i

Lar \f (1+9) (%‘f) —1]
ez

1+g+p g-r

Lar N\ (1+g+y) (lﬁj}')t—l] (1+9) (%)t—l]

(Y :

+g+p g+y-r g-r

i
Because (ng;:p) —1<0byg+p >r,(15)is decreasing with respect to d(0).

n(t) = % is the ratio of the tax revenue to real GDP. GDP grows at the rate g + p, on

the other hand the tax revenue grows at the rate g + y. At t = f we have
.. TP 1+g+yf 1+g ‘ 1+g+7/f
[)=—== 0) = 0).
n(t) Y (t) (1+g+p 7(0) 1+g+p 1+g 7(0)
From (9) and (12), we get

¢-1+1

.. 1[-(1-¢)

=5 [—
S IFTOT:
This is constant, that is, it does not depend on p and y. We have shown the following
result.

Proposition 3. In the discrete time model the ratio of the tax revenue to real GDP at the time
when full-employment is realized does not depend on the values of p and y.

If d(0) and b(0) have the steady state values, that is, b(0) = ==2d(0), then (15) is

1+g

( 1+r y ] ( 1+7r y (1+gf ]
——] -1|d(0)+|{——] d(0) -1
l+g+p l+g+p 1+r

d(f) - d(0)|b(0):%d(0) -

Lor N\ (1+g+7) (P{i:y)t—l] (1+g) (%ﬁ’)t—l]
_(1+g+p)n() g+y-r B g-r
(e 1] d(0
_(1+g+p)_ (©)
A (R RS9 (“ﬂ%)t—l] (1+9) (%ﬁ’)t—l]
_(TIEIE)nm) g+y-r ) g-r
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Suppose { = 1, that is, the full-employment state is realized within one year. Then, with
(13) we obtain

d(0) = dO)yp-r2400) = Lliﬁ_)_4d«D_(_JL_Jnm):___Q_EQMm_1—c)

l+g+p l+g+p 1+g+ c
B 1
14g+p
If =€ < d(0), or
1
©Z 1+doy

we have d(t)—d(0) < 0. Note that if f = 1 (13) holds without approximation of logarithmic
functions. We have shown the following proposition.

Proposition 4. In the discrete time model, if the full-employment state is realized within one
year, d(0) and b(0) have the steady state values, and the propensity to consume c satisfies the

following condition
1

©Z 1+doy

then the debt-to-GDP ratio at the time when the full-employment state is realized is smaller
than that before the fiscal policy.

4. Graphical simulations

4.1. Continuous time model

We present some simulation results. First we consider the continuous time model. As-
sume the following values for the variables.

¢ =0.6,7=025a=028750) =0.26,g = 0.025,r = 0.015, b(0) = —0.015
and ¢ = 1.15.

We assume that g and r are constant, and g > r*. However, in Subsection 4.1.9 we consider
a case where r > g. We do not assume that d(0) and b(0) have the steady state values
described in (1). But, in Subsection 4.1.8 we consider a case where d(0) and b(0) have the
steady state values.

“In Mitchell et al. (2019) (pp. 357-358) it is stated that when g > r, there exists a stable steady state value
of the debt-to-GDP ratio. Also see Wray (2016).

14



4.1.1. Relation between p and ¢

In addition to the above assumptions we assume d(0) = 0.5. Figure 1 represents the re-
lation between p and . From (3) the larger the value of p is, the smaller the value of £
is, that is, the faster the full-employment state is realized. Therefore, the more aggressive
the fiscal policy is, the faster the full-employment state is realized. For example, when
0 =0.05f~28 whenp=0.1,f~1.5.

Figure 1: The relation between p and ¢

4.1.2. Relation between p and y

We assume d(0) = 0.5. Figure 2 represents the relation between the value of p and the
value of y according to (5). The larger the value of p is, the smaller the value of y is. For
example, when p = 0.05,y ~ —0.2, when p = 0.1, y = —0.35.
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Figure 2: The relation between p and y

4.1.3. Relation betweenpand g + ¥

Again we assume d(0) = 0.5. Figure 3 represents the relation between the value of p and
the value of g+y. The larger the value of p is, the smaller the value of g+ is. For example,
when p =0.05,g +y =~ —0.18, when p = 0.1, g + y =~ —0.33.
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Figure 3: The relation between p and g + ¥

4.1.4. Relation between p and d ()

We assume d(0) = 0.5. Figure 4 represents the relation between p and d(f) according to
(7). The larger the value of p is, the smaller the value of d(f) is, that is, the smaller the
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debt-to-GDP ratio at the time when full-employment is realized is.

d(®)

0.85

0.8

0.75

0.7

0.65

0.45 | | | | | | |
0.02 0.04 0.06 0.08 0.1 0.12 0.14 0.16

Figure 4: The relation between p and d(f)

4.1.5. Relation between y and d(7)

We assume d(0) = 0.5. Figure 5 represents the relation between y and d(f). The smaller
the value of y (or the larger the absolute value of y) is, the smaller the value of d(¥) is, that
is, the smaller the debt-to-GDP ratio at the time when full-employment is realized is.

d(®)
0.7

0.65 4

0.45 | | | | | | | | |
-06 -055 -05 -045 -04 -035 -0.3 -0.25 -0.2 -0.15 -0.1

14

Figure 5: The relation between y and d(f)
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4.1.6. Relation between p and d(f) — d(0)

We assume d(0) = 0.5. Figure 6 represents the relation between p and d(f) — d(0), which
is the difference between the debt-to-GDP ratio at f and that at t = 0, according to (8). The
larger the value of p is, the smaller the value of d(f) — d(0) is. If p is larger than about
0.12, the debt-to-GDP ratio at t = { is smaller than that at ¢t = 0, that is, the aggressive tax
reduction policy to realize full-employment reduces the debt-to-GDP ratio.

d(®) — d(0)

0.35 :

0.3

0.25

-0.05 | | | | | | |
0.02 0.04 0.06 0.08 0.1 0.12 0.14 0.16

Figure 6: The relation between p and d(f) — d(0)

4.1.7. Relation between y and d(f) — d(0)

We assume d(0) = 0.5. Figure 7 represents the relation between y and d(f) — d(0), which
is the difference between the debt-to-GDP ratio at f and that at t = 0. The smaller the
value of y is, the smaller the value of d(f) — d(0) is. If y is smaller than about —0.42, the
debt-to-GDP ratio at t = f is smaller than that at t = 0, that is, the aggressive tax reduction
policy to realize full-employment reduces the debt-to-GDP ratio.
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d(®) — d(0)
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Figure 7: The relation between y and d(f) — d(0)

4.1.8. Relation between p and d(f) — d(0) when d (0) and b(0) have the steady state
values

We assume b(0) = (r — g)d(0). the values of other variables are the same as those in the
previous cases. In Figure 8 we compare the relation between p and d(f) — d(0) in this case
and that when b(0) = —0.015.

d(®) —d(0)

0.35 T

b(0) = —0.015 ——
| b(0) = (r — g)d(0)

1
08 0.1 0.12 0.14 0.16

-0.05 ! !
0.02 0.04 0.06 O.

I
Figure 8: The relation between p and d(f) — d(0) when b(0) = —0.015 and (r — ¢g)d(0)

If d(0) and b(0) have the steady state values, the debt-to-GDP ratio at the time when
full-employment is realized is more likely smaller than that at ¢ = 0 than the case where
b(0) = —0.015. It is because —0.015 < (r — g)d(0).
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4.1.9. Relation between p and d(f) — d (0) with low and high interest rates

We assume r = 0.035. The values of other variables are the same as those in the previous
cases. In Figure 9 we compare the relation between p and d(f) — d(0) in the case of low
interest rate and that in the case of high interest rate.

d(®) — d(0)

0.4 ‘

r=0.015—

0.35 Jr=0035 ——

Figure 9: The relation between p and d(f) — d(0) with low and high interest rates

With higher interest rate the debt-to-GDP ratio at the time when full-employment is
realized is less likely smaller than that at time 0 than the case with low interest rate.

4.2. Discrete time model

We present some simulation results about the discrete time model. Assume the following
values for the variables.

¢ =0.651 =025 a = 0.28,7(0) = 0.26, g = 0.025, r = 0.015, b(0) = —0.015
and ¢ = 1.15.

We assume that g and r are constant, and g > r. However, in Subsection 4.2.9 we consider
a case where r > g. We do not assume that d(0) and b(0) have the steady state values
described in (2). But, in Subsection 4.2.8 we consider a case where d(0) and b(0) have the
steady state values.

4.2.1. Relation between p and ¢

In addition to the above assumptions we assume d(0) = 0.5. Figure 10 represents the
relation between p and f. From (10) the larger the value of p is, the smaller the value of ¢
is, that is, the faster the full-employment state is realized. Therefore, the more aggressive
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the fiscal policy is, the faster the full-employment state is realized. For example, when
0=0.05f~3,whenp=01,f~1.5.

0.05 0.1 0.15 0.2 0.25 0.3

Figure 10: The relation between p and ¢

4.2.2. Relation between p and y

We assume d(0) = 0.5. Figure 11 represents the relation between the value of p and the
value of y according to (12). The larger the value of p is, the smaller the value of y is. For
example, when p = 0.05,y ~ —0.15, when p = 0.1,y = —0.24.

-0.2 b -

0.4 | 4

-0.6 | | | | | |
0 0.05 0.1 0.15 0.2 0.25 0.3

Figure 11: The relation between p and y
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4.2.3. Relation betweenpand g + ¥

We assume d(0) = 0.5. Figure 12 represents the relation between the value of p and the
value of g + y. The larger the value of p is, the smaller the value of g + y is. For example,
when p =0.05,g+y =~ —-0.13, when p = 0.1, g + y =~ —-0.22.
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Figure 12: The relation between p and g + y

4.2.4. Relation between p and d (f)

We assume d(0) = 0.5. Figure 13 represents the relation between p and d(f) according to
(14). The larger the value of p is, the smaller the value of d(f) is, that is, the smaller the
debt-to-GDP ratio at the time when full-employment is realized is.
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Figure 13: The relation between p and d(f)

4.2.5. Relation between y and d (f)

We assume d(0) = 0.5. Figure 14 represents the relation between y and d(f). The smaller
the value of y (or the larger the absolute value of y) is, the smaller the value of d(¥) is, that
is, the smaller the debt-to-GDP ratio at the time when full-employment is realized is.

d@®)

0.58

0.57
0.56
0.55
0.54
0.53
0.52
0.51

0.5
0.49

0.48 | | | | | | | |
-0.6 -055 -05 -045 -04 -035 -03 -0.25 -0.2 -0.15

Figure 14: The relation between y and d(f)
4.2.6. Relation between p and d(f) — d(0)

We assume d(0) = 0.5. Figure 15 represents the relation between p and d(f) —d(0), which
is the difference between the debt-to-GDP ratio at f and that at t = 0, according to (15).
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The larger the value of p is, the smaller the value of d() — d(0) is. If p is larger than about
0.22, the debt-to-GDP ratio at t = f is smaller than that at t = 0, that is, the aggressive tax
reduction policy to realize full-employment reduces the debt-to-GDP ratio.

d(®) — d(0)
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Figure 15: The relation between p and d(f) — d(0)

4.2.7. Relation between y and d(f) — d (0)

We assume d(0) = 0.5. Figure 16 represents the relation between y and d(f) —d(0), which
is the difference between the debt-to-GDP ratio at { and that at t = 0. The smaller the
value of y is, the smaller the value of d(f) — d(0) is. If y is smaller than about —0.4, the
debt-to-GDP ratio at t = f is smaller than that at t = 0, that is, the aggressive tax reduction
policy to realize full-employment reduces the debt-to-GDP ratio.
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Figure 16: The relation between y and d(f) — d(0)

4.2.8. Relation between p and d(f) — d(0) when d(0) and b(0) have the steady state
values
We assume b(0) = =2d(0). the values of other variables are the same as those in the

1+g9
previous cases. In Figure 17 we compare the relation between p and d(f) — d(0) in this

case and that when b(0) = —0.015.

d(®) — d(0)
0.3 :

b(0) = —0.015 ——
b(0) = —Ed(0) ——
0.25 1+8

0.2

0.1

0.05

_0'05 1 1 1 1 1 1

Figure 17: The relation between p and d(f) — d(0) when b(0) = —0.015 and %d(o)
If d(0) and b(0) have the steady state values, the debt-to-GDP ratio at the time when
full-employment is realized is more likely smaller than that at period 0 than the case where

_ : r-g
b(0) = —0.015. It is because —0.015 < Ed(o).
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4.2.9. Relation between p and d () — d(0) with low and high interest rates

We assume r = 0.035. The values of other variables are the same as those in the previous
cases. In Figure 18 we compare the relation between p and d(f) — d(0) in the case of low
interest rate and that in the case of high interest rate.

d(®) — d(0)

0.4
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0.35 Jr=0035 ——
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.0_05 1 1 1
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Figure 18: The relation between p and d(f) — d(0) with low and high interest rates

With higher interest rate the debt-to-GDP ratio at the time when full-employment is
realized is less likely smaller than that at time 0 than the case with low interest rate.

5. Concluding Remark

We have presented mathematical analyses and simulations of a fiscal policy by tax reduc-
tion which realizes full-employment from an under-employment state without increasing
the debt-to-GDP ratio than before the tax reduction, using a continuous time model and a
discrete time model of debt dynamics. Full-employment can be realized by a tax reduction
policy with smaller debt-to-GDP ratio than before the tax reduction.

However, for our results the marginal marginal propensity to consume must be fairly
large. Figure 19 depicts the relation of p and d(f) — d(0) if ¢ = 0.45 in the continuous time
model and Figure 20 depicts that if ¢ = 0.5 in the discrete time model.
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Figure 19: The relation between p and d(f) — d(0) in the continuous time model
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Figure 20: The relation between p and d(f) — d(0) in the discrete time model
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Appendices

A. Derivation of multiplier by an overlapping generations
model

We consider a two-period (young and old) overlapping generations model under monopo-

listic competition according to Otaki (2007), Otaki (2009), Otaki (2011) and Otaki (2015).

There is one factor of production, labor, and there is a continuum of goods indexed by

z € [0,1]. Each good is monopolistically produced by Firm z. Consumers are born at

continuous density [0, 1] X [0, 1] in each period. They can supply only one unit of labor
when they are young.

A.l. Consumers

We use the following notations.
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c(z): consumption of good z at period i, i =1, 2.
p'(z): the price of good z at period i, i = 1, 2.
1
xt={fl @) Tz} T i=1,2, 9> 1.
&: disutility of labor, & > 0.
O<a<l
W: nominal wage rate.
IT: profits of firms which are equally distributed to each consumer.
L: employment of each firm and the total employment.
Ly: population of labor or employment at the full-employment state.
y: labor productivity, y > 1.

d is the definition function. If the consumer is employed, 6 = 1; if he is not employed,
d = 0. The labor productivity is y, that is, y unit of the goods is produced by one unit of
labor. The utility of consumers of one generation over two periods is

1—
U(Xl,X2,5, %—) — (Xl)a (Xz) a _ 5%‘
With the budget constraint
1 1
/ p'(2)c'(2)dz +/ p*(z)c*(z)dz = SW +1IL
0 0

p?(z) is the expectation of the price of good z at period 2. The Lagrange function is

L= (Xl)a (Xz)l_a —6E-1 (/1p1(z)c1(z)dz+ /lpz(z)cz(z)dz —SW -1IIJ.

0 0

A is the Lagrange multiplier. The first order conditions are

o« [0) ) [ o tae)

ST
S|

'(2)77 = Ap'(2),

and

—
3 |—

S

A(2)77 = Ap(2).

(1-a) (Xl)a (X )_a {/Olcz(z)l'%dz}

They are rewritten as

-1

a (x)(x2) { / 1 c1<z>1‘%dz} @) = 2p' (@) (@), (16)

and

1
()7 = Ap*(z)c*(2). (17)

a-a (x) () | [ e e

29



From (16) and (17) we obtain

a (Xl)a (Xz)l_a {/Olcl(z)l_%dz}_l/Olcl(z)l_%dz

—a (Xl)a (Xz)l_a = A/OIpl(z)cl(z)dz,

and
a 1-a 1 1 -1 1 )
— Xl X2 2 1_7ld } 2 1_’_’d
(1 oc)( )( ) {/Oc(z) Z /Oc(z) z
a 1-a 1
=(1- 1 ) =2 2(2)c?(z)dz.
a-a (x)(¢) =2 [ P
Thus, we get
PR (Rdz
fprR)ci(z)dz 1@
1
/ P! (2)c}(z)dz = a(6W +T0),
0
and

/01 p*(2)c*(z)dz = (1 — a) (§W +10).
Therefore, the aggregate demand of the younger generation is
a(6Ww +1I).
The total aggregate demand is
a(6W +11) + G + M.

G is the government expenditure and M is consumption by the old generation. Since in
the model of this appendix the goods are produced by only labor, the investments by firms
are zero. The aggregate supply is

WL.

The profit of a firm is written as
II=PlLy-6WL.
Since the aggregate demand and supply are equal,
PlLy = aP'Ly + G + M.

.1 (G M
V=1 \pr ")

IN the real terms

Therefore, we get the multiplier ﬁ
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B. Derivation of (4)

Let C(0) and C(t) be the consumptions at t = 0 and ¢. Then,
Y (0) = C(0) + G(0),
Y(t) =C(t) +G(1).
For simplicity we omit export and import. We assume that the consumptions are
C(0) = c(Y(0) - T(0)) + A(0),
C(t) =c(Y(t) -T(t)) +A(t).
A(0) and A(t) are the constant parts of the consumptions. From them we obtain
Y (0) =c(Y(0) —T(0)) + A(0) + G(0).
and

Y (t) = 9Py (0) = e(Y (¢) = T(£)) + A(t) + G(t) (18)
= e 9P Y (0) — ce' 9T (0) + 9 A(0) + e9:G(0).

T (t) may depend on Y (¢f). However, we assume that the government controls the tax
system so that T'(t) satisfies
T(t) = 9T (0)

given T (0). The steady state values of the variables satisfy
e9'Y (0) =c[e?'Y (0) — e9'T(0)] + 9" A(0) + e9'G(0). (19)
From (18) and (19), we get
e 9*PIY (0) — e9'Y (0) =ce'9*P)'Y (0) — ce'9*'T(0) — [ced'Y (0) — ced'T(0)] .
This means
c

el 9y (0) — e9'Y (0) = —

[—e(g”’)tT(O) + eng(O)] .

C. Derivation of (11)
Similarly to the continuous time case, we have

Y (0) =c(Y(0) —T(0)) + A(0) + G(0),
and

Y(t)=(1+g+p)'Y(0)=c(Y(t)=T(t)) + A(t) + G(t) (20)
=(1+g+p)'Y(0)—c(1+g+7)'T0)+(1+9) A(0) + (1+9)'G(0).
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Similarly to the continuous time case T'(t) may depend on Y (). However, we assume that
the government controls the tax system so that T'(¢) satisfies

T(t)=(1+g+y)'T(0)
given T (0). The steady state values of the variables satisfy

(1+9)'Y(0) = [(1+9)'Y(0) - (1+9)'T(0)] + (1 +g) A(0) (21)
+(1+9)'G(0).

From (20) and (21),

(1+g+p)'Y(0) = (1+9)Y(0) =c(1+9g+p)'Y(0)—c(1+g+y)'T(0)
— [c(1+9)'Y(0) - c(1+9)'T(0)].

This means

(1+9+0)'Y(0) = (1+9)Y(0) = T [~(1+g+7)'T(0) + (1+)'T(0)] .
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