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Can debt be inflated away?
Chief economist's comment

Paul Donovan, Chief Economist, UBS GWM, UBS AG

• Government debt to GDP ratios rarely fall in periods of high inflation.
Since the 1970s, debt reduction has almost always taken place with low
inflation.

• Government spending is strongly linked to inflation. This can be formal
(as with the US social security budget) or just because the government
is a consumer in the market place and must pay the higher price.

• If bond investors are hit with unexpected, high inflation they are
unlikely to be happy. When this has happened in the past, investors
have demanded an insurance against future inflation shocks. This risk
premium raises the real cost of borrowing for a government, making it
difficult to lower debt ratios over time.

• Financial repression—a form of taxation where savers are forced to hold
bonds—can be combined with inflation to reduce debt ratios. However,
this hurts companies and threatens growth. Financial repression without
inflation is a more effective solution. Governments are likely to use this
method in the future.

Inflation is a complex topic. Entire books can be written about it. One of
the myths that exist about inflation is that governments can easily inflate
away their debt levels. In the modern world, government debt-to-GDP
ratios rarely fall significantly in periods of high inflation. Since the 1970s,
successful debt reduction has almost always taken place with low inflation.

What inflation should we use?
When talking about debt, it is income inflation not price inflation that
matters. Income inflation makes it easier to pay down debt. If a person has
a fixed rate mortgage that is three times their income, and their wages rise
three times, then it is a lot easier to pay off the mortgage. Their debt to
income ratio goes from 300% to 100%. Their income has "inflated" away
their debt ratio.

For governments, the inflation rate that matters is also income inflation.
How much a government's tax revenue is growing tells you how easily they
can pay down debt. This is why government debt is normally measured by
the debt-to-GDP ratio. Because governments can tax the income of the
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domestic economy, the growth of the domestic economy is a quick way of
measuring how easily debt can be managed.

The big difference between people and governments is that people are
expected to repay their debt at the end of the mortgage. Governments
are not. Governments need to borrow again and again. It is that fact that
makes it so difficult for governments to inflate away their debt. It creates
two problems.

Problem one – deficits grow with inflation
Government spending is increasingly tied to inflation. In the 1970s the
US began to formally link social security payments to consumer price
inflation. Japan's pension payments have formally been tied to inflation
since the 1970s as well. Even if there is not a formal tie, the government is
a consumer in the market just like individuals. If prices go up, the consumer
pays more. If building costs go up, then governments will pay more to build
infrastructure, for example.

So while a government's tax revenues will tend to increase with inflation,
a significant part of government spending will also increase with inflation.
This means that deficits will increase with inflation. Inflation is unlikely to
help reduce the amount of money spent each year. This makes it harder
to reduce the overall debt level. But the fact that deficits rise with inflation
does not stop debt reduction. It just makes it harder. The real damage is
done by the second problem—the reaction of bond markets.

Problem two – bond markets' punishment
offsets inflation's help
Inflation itself is not a problem for bond investors. If investors were sure
inflation will be 10% a year for ten years, they would happily buy bonds
that covered the inflation cost. Bond yields would be 11.5%, guaranteeing
a 1.5% real rate of return. But investors cannot be sure inflation will be
10% a year for ten years. Inflation uncertainty is a problem. If you think
inflation is going to be 1% and it turns out to be 10% that is very bad
news for the investor.

In reality, inflation cannot be kept absolutely stable. But if there is an
expectation that it will not move much, and tend to get back to trend over
time, investors are happy. If inflation starts to rise rapidly, that happiness
disappears. Investors start demanding some kind of insurance against the
unpredictable nature of inflation. Thus, if inflation jumps from 3% to 6%
investors will want payment. They will want a real yield (in normal times,
perhaps 1.5%). They will want payment for the inflation (6%). They will
also want an insurance premium in case inflation does not turn out to be
6%, but comes in at 8% or 10%. That insurance is known as inflation
uncertainty risk. It is worth somewhere between 1% and 1.5%.

In other words, if governments try to inflate their way out of debt, bond
markets will demand a price. And because when a bond matures a new
bond takes its place, that inflation uncertainty risk will eventually be
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charged for all the outstanding debt. It is not just new debt that costs
government more. Eventually the existing debt will cost more money too.

Debt ratios rise with inflation uncertainty risk
Modeled debt as a share of GDP, with a rise in inflation to 7%

Source: UBS. The chart assumes inflation rises from 2% to 7%, adding a 1.5% inflation
uncertainty risk premium. The government runs a 1% GDP primary deficit. The debt has the
same maturity profile as the national debt of France. There is a minimal reduction in debt to
GDP immediately after the inflation shock, as most bonds still incur the old interest rate. Within
five years half the bond market incurs the inflation uncertainty risk premium.

This chart is a simulation of what inflation uncertainty risk will do. This
shows that inflation reduces debt ratios a little in the short term. As more
and more bonds need to be refinanced, the inflation uncertainty risk raises
the cost of borrowing for a larger and larger proportion of the debt. The
debt-to-GDP ratio starts to rise, in spite of the inflation.

Debt does not normally fall when inflation rises
Two-year cumulative change in debt:GDP and GDP deflator, OECD economies

Source: UBS calculations
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This chart shows the two-year change in government debt plotted against
the two-year change in inflation, for each OECD country. The data covers
1970 to 2019, where available. Nearly all the debt reductions take place
when inflation is low (below 5% per year). High inflation and debt
reduction almost never take place at the same time.

Repression and inflation
Governments are likely to try to reduce debt levels after the virus by
taxation. There is one particular form of tax that is likely to be popular—
financial repression. Financial repression is when investors are forced to
hold government bonds, at a lower yield than they would freely accept.
Investors have been forced to give up some of the yield that they want to
the government. Giving up money to the government is a tax, however
much it may be disguised.

Financial repression has been effective in cutting debt in the past. Financial
repression also means that bond markets cannot punish governments
for inflation (at least, not as easily). Bond yields are forced lower under
financial repression. So why not mix repression and inflation together?

While this mix would cut debt ratios, it would come at quite a high price.
Financial repression normally only applies to government bonds. The
inflation uncertainty risk would apply to corporate bonds. Without financial
repression to help, the real cost of borrowing for companies would rise,
hurting economic growth.

For a government it makes more sense to tax savers through financial
repression, while keeping inflation moderate. Adding inflation does not
reduce debt in the long term.
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not suitable for every investor as there is a substantial risk of loss, and losses in excess of an initial investment may occur. Past performance of
an investment is no guarantee for its future performance. Additional information will be made available upon request. Some investments may
be subject to sudden and large falls in value and on realization you may receive back less than you invested or may be required to pay more.
Changes in foreign exchange rates may have an adverse effect on the price, value or income of an investment. The analyst(s) responsible for
the preparation of this report may interact with trading desk personnel, sales personnel and other constituencies for the purpose of gathering,
synthesizing and interpreting market information.
Tax treatment depends on the individual circumstances and may be subject to change in the future. UBS does not provide legal or tax advice and
makes no representations as to the tax treatment of assets or the investment returns thereon both in general or with reference to specific client's
circumstances and needs. We are of necessity unable to take into account the particular investment objectives, financial situation and needs of
our individual clients and we would recommend that you take financial and/or tax advice as to the implications (including tax) of investing in any
of the products mentioned herein.
This material may not be reproduced or copies circulated without prior authority of UBS. Unless otherwise agreed in writing UBS expressly
prohibits the distribution and transfer of this material to third parties for any reason. UBS accepts no liability whatsoever for any claims or
lawsuits from any third parties arising from the use or distribution of this material. This report is for distribution only under such circumstances as
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