Deficit spending fuels inequality. 
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Consider any government that decides to run a deficit by increasing spending. When it goes into deficit, it must sell government bonds to borrow the funds. Imagine those who buy these bonds are the richest in society. However, the burden of the debt financing falls on the whole population—everyone pays taxes. In such a case, the debt redistributes resources from the entire population to the wealthy holders of government debt. When (or if) the government decides to buy back those bonds to reduce the debt, it will also have to use tax revenues to do so. As a result, a transfer will occur towards the richest in society. In essence, it’s thus a regressive policy bound to increase inequality as long as those who buy the bonds are the richest.
We have a strong historical example of this—England during the 18th and 19th centuries. From the early 18th century until 1815, England is intermittently at war with the rest of Europe and wars are costly. England finances these wars mostly by borrowing on financial markets. By 1815, when they defeat Napoleon at Waterloo, the public debt is two-and-a-half times larger than the whole British economy. That proportion is larger than the one observed with the two World Wars. This was a massive debt – largely funded by wealthier British households.
Simultaneously, taxes increased rapidly and applied to a wide variety of goods and services, which the poorest in England consumed. These poorer households paid the taxes necessary to service the debt. Even when the wars were over, they had to keep paying. It’s thus unsurprising that economic historians observe rising income inequality over the period.
But wait, there’s also modern evidence that corroborate this finding—that large and persistent deficits, which increase the public debt, also impact the distribution of income. This is why some scholars find that reducing the deficit by reducing the forms of public spending that are most detrimental to economic growth actually lead to reductions in income inequality. More importantly, the evidence is clear that, over time, government securities have been increasingly held by the richest. For example, in the United States, the richest one per cent of taxpayers held close to 15 per cent of government securities in 1970. Today, that proportion stands closer to 45 per cent. With such proportions, there’s again room to consider that deficits could very likely increase inequality.
Source: AT Deficits CP - Michigan 7 2023 STARTER · Michigan · 2023




