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The OECD has recently pointed out [8] that the stance of fiscal policy is 
disguised in many countries by the large and increasing scale of interest payments 
on government debt. Since "these high interest payments in part compensate 
government's creditors for rapid inflation-induced decline in the real value of 
their securities . . . it is now difficult to assess the macro-economic significance 
of government deficits by inspecting unadjusted current statistics. . . . Observed 
budget deficits are large, . . . yet when the effect of recession itself and the effect 
of inflation on debt servicing are subtracted, fiscal policy is seen to be restrictive 
on demand". (page 13) Conventional national accounts which, under inflation, 
include spurious elements can obscure the understanding of important economic 
behavior. 

In earlier papers in this Review (Praet [9], [ll]) we have adopted a 
"broadened" definition of income h la Haig [3] or Simons [14] in order to 
capture the distributional effect of inflation through the wealth account. The 
main result was that the adoption of a wealth-based definition of income strongly 
modified the level and the distribution of income of the household sector. In 
the present note, we give estimates of the redistributional effect of inflation 
through the wealth account in favour of an important net debtor sector of the 
economy: the public sector, defined in a restricted sense as the central govern- 
ment. This definition leads us to omit the often discussed problem of the inflation 
tax on cash balances. 

We define income as the maximum possible consumption holding the pur- 
chasing power of net wealth constant, or as consumption plus the change in the 
real value of an economic unit's assets. Such a definition presents the advantage 
of being stock-flow consistent1 since: 

where 

Kt =stock of net wealth 

Pi = price level 

Y, = broadened disposable income 

Ci = consumption expenditures. 

*The author is grateful for valuable comments from Professor J. Vuchelen of the University of 
Brussels. 

'A pair of variables x(,,, y(,, is stock-flow consistent if y ( , , = i ( , ,  or y is the flow counterpart 
of the stock variable x (see Siege1 [13], page 85). 



This identity is not respected if Y, = the current disposable income concept with 
P, = a consumption price index.' 

Inflation has two major effects on public finances: flow and stock effects. 
The idea of flow effects is that inflation raises the cost of government services 
and investment while simultaneously increasing the amount of revenues received. 
A problem arises when these adjustments do not occur in the same way and 
with the same speed. Aghevli and Kahn [I] have suggested that one of the 
dynamic forces sustaining inflation in developing countries is inflation-induced 
fiscal deficits. After a change in the price level, total government expenditure 
would adjust faster than revenue such that a procyclical bank-financed budgetary 
deficit develops (see also Heller [4]). This may not be the case in developed 
countries notably because of the progressivity of direct taxation with limited 
indexation of tax  bracket^.^ Due to the problem of finding appropriate price 
deflators for public revenues and expenditures, this aspect is not treated in the 
present note. The stock-effect of inflation results from the fact that the govern- 
ment is a net debtor and that creditors do  not always correctly anticipate the 
inflation rate (or possibly because the government uses its coercive power to 
impose acquisitions of public debt). With the exception of the work of Siege1 
[13] in the United States, this problem has been the subject of little research. 

Applying the definition of income of Haig and Simons leads to4: 

where 

R, = government revenue 

BR, = "broadened" government revenue 

K,-I = outstanding debt 

P, =price index (government expenditure deflator) 

CG, =real capital gains. 

Since Kt = a liability, under inflation CG, = a gain for the government. The 
budgetary deficit is (R, - E,) < 0 with E, = government expenditure and our refor- 
mulated government deficit is (BR, - E,) which will be called "restricted" deficit 
since one expects (BR, - E,) > (R, - E,). 

The inflation-induced wealth tax rate on the public debt is equal to the 
unexpected inflation: TW, = (P, -pet), assuming that the inflation premium 
included in the nominal interest rate corresponds to people's actual expectations. 
Since no "good" series of price expectations is available (see Praet [lo]), estimates 

'1n the case where P, =price index of the stock of net wealth, the identity is of course respected 
in both definitions. Haig and Simons stress the importance of consumption purchasing power 
considerations in the valuation of people's income. 

3~owever ,  in the United Kingdom, where attempts have been made to formulate budgets in 
real terms, a deterioration in the terms of trade of the public sector has been found (see Price [12]). 

4 ~ e e  Praet and Vuchelen [ll] for details on the methodology. 



of the inflation wealth tax cannot be directly presented: they can only be melted 
within the real ex post interest payments flows, i.e.: 

where ire,, =real ex ante interest rate.5 Further research will consider the other 
elements of the government's wealth account and the costs or benefits resulting 
from changes in the market value of government securities (taking into account 
repurchase premia and interventions by the "Fonds des Rentes"). Moreover, 
the inflation tax which operates through the public debt should be considered 
simultaneously with the flow effects of inflation on the public debt. For this, it 
would be useful to decompose the real ex post interest rate net of taxes (ir,) into 
its various elements: 

ir, = in,(l - T )  - PC = in, -pet -  in, -Pet) - T P ~ ,  - (P, - ~ e , )  

where 

in, =nominal interest rate on public debt 

T =tax rate 

I%, = expected inflation 

 in, - Pe,) = tax on the real ex ante interest rate 

T P ~ ,  = tax on the expected inflation (= flow effect of inflation) 

(P, -Pet) = inflation-induced wealth tax, TW,. 

Losses in "real value" of domestic private sector holdings of public debt 
are often noted in economic and business papers. For the EEC, the European 
Commission has presented estimates of these losses, calculated as K,-l P,/GNP, 
(see EEC [2], page 69). Such estimates, which do not take into account the 
inflation premium, are of limited significance. 

Table 1 summarizes for Belgium the stock-effect of inflation on the Central 
Government for the last three decades. Estimates are given for 1981. The 
outstanding debt (column 1) includes long and short term borrowings by the 
Central ~ o v e r n m e n t ~  and includes liabilities expressed in both Belgian francs 
and in foreign currency. A more precise estimate should distinguish domestic 
and foreign debt; however the share of debt in foreign currency was relatively 
small until 1980 (7.3 percent on average over the period 1952-1980; 2.7 percent 
in the seventies). A similar phenomenon of under-anticipation of the inflation 
rate also occurred in a number of developed countries. In terms of GNP, the 
outstanding debt decreased from 66.1 percent in 1952 to a minimum 39.1 percent 
in 1974; it then increased to 56.3 percent in 1980 and approximately 65 percent 
in 1981. Corresponding interest payments in percent of government revenues 
are given in column 2. Interest payments represented 11.4 percent of total 

 o ore over, the unexpected inflation term would be extremely difficult to estimate because one 
would have to construct a kind of weighted average of expectations corresponding to each period 
of issue of the public debt. 

'~ncluding the so-called "indirect" debt which mainly represents borrowings by the "Fonds des 
Routes" and the "Office de la Navigation." 



TABLE 1 

Reduced 
Reduced Reduced Budget Interest Rate on 

Interest Real Capital Interest Budgetary Budgetary Deficit Outstanding Debt 
Outstanding Payments Gains Payments Deficit Deficit (in % of 

debt budgetary Nominal Real ex post 
(X  l o g ~ r )  (In % of total government revenue) (In O/O of GNP) deficit) ( O h )  (% ) 

(1) (2) (3) (4) (5) (6) (7) (8) (9) 

Averages 
1953-1969 
1970-1981 
1953-1981 

Sources: Ministry of Finance [7] and Jacobs [ 5 ] .  



government revenues over the period 1953-1981. This percentage was relatively 
constant with the exception of 1980 and 1981 when it increased to 16.0 percent 
and 21.5 percent respectively. The nominal interest rate (column 9) increased 
from about 3 percent in 1953 to 11 percent in 1981. Real capital gains (column 
3) represented amounts equivalent to 8.7 percent of total government revenues 
(1953-1981) or 12.5 percent in the seventies. These gains in favor of the public 
sector had the effect of reducing the interest payments from 11.4 percent of 
total government revenues to an effective 2.4 percent (1953-1981). The real ex 
post interest rate before taxes (column 9) was nearly nil on average over the 
whole period. Until 1969, the real interest rate was of the order of 1.6 percent. 
In the following decade, negative rates were registered until 1977: -2.7 percent 
per year. From 1978 to 1981, the real rate became positive with an annual rate 
of 3 percent similar to the real rate observed in the early fifties. The reformulated 
budgetary deficit based on accrual instead of cash basis accounting is reduced 
by 70 percent over the period 1953-1981 or by almost 90 percent in the seventies 
(column 7). 

These results illustrate the extent of the impact of inflation on the economic 
position of the public sector. Notably as a result of the high unexpected inflation 
rates that occurred during the last ten years or so, economists have tended to 
rediscover the importance of real stock variables for understanding economic 
behavior. In the field of public finance, however, attention has probably been 
concentrated too much on purely cash-flow aspects of the budgetary deficit. 
Data show that the effective tax burden on the private sector was, in fact, higher 
than generally believed. The mechanism of the inflation-induced wealth tax 
could usefully be incorporated in models which consider the impact of the public 
debt on the economy, notably when dealing with the problem of expectations 
on future taxation necessary to finance interest and amortization payments.7 
Finally, the very recent years indicate a reversal since 1978 of a trend which 
started in 1964 and culminated in 1975. This can probably be attributed to a 
kind of error-learning process (all over the Western world) among the net creditor 
sectors of the economy. 
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