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The recent spike in inflation, unprecedented in the history of the Economic and Monetary Union (EMU), has 

had major consequences across all areas of the economy, including public finances. The unique characteristics 

of this inflationary episode in the euro area, largely originating from external factors and involving non-

standard, ad hoc government spending adjustments, necessitate a careful examination of its effects on fiscal 

accounts. Drawing on the extensive expertise of the Eurosystem — within the Working Group on Public 

Finance — this column sheds light on the intricate relationship between price dynamics and budgetary 

categories. It further estimates that the sizeable inflation surprise in early 2022 has had negative effects on 

budget balances going forward, challenging the conventional belief so far. The analysis also points to the 

important role of the denominator effect for debt-to-GDP ratios, which may fall even in the absence of benefits 

for the budget balance. Finally, a high degree of heterogeneity is documented across countries. 

* This Policy Note is based oń ECB Occasiońal Paper Series No. 332. The views expressed are those of the authors 
ańd do ńot ńecessarily reflect those of the ECB. 

https://www.ecb.europa.eu/pub/pdf/scpops/ecb.op332~2dde0481fe.en.pdf?ff5d015c06b3a127778a79db4e3e2857


The effects of high inflation on public finances in the euro area 

 
www.suerf.org/policynotes               SUERF Policy Note No 332 2 

The euro area experieńced uńusually high ińflatioń iń 2022, with levels ńot witńessed sińce the ińceptioń of the 

Mońetary Uńioń iń 1999. Headlińe ińflatioń peaked at 10.6% iń October 2022 ańd theń begań a declińe, reachińg 

2.9% by October of this year. This surge iń prices has had various ecońomic cońsequeńces, ińcludińg reduced 

disposable ińcome, heighteńed ińequality1 ańd marks oń the fiscal positioń of euro area couńtries. Commońly, it is 

believed that ińflatioń cań positively ińflueńce fiscal balańces. Deficits may temporarily improve as the ńomińal 

bases oń which taxes are paid react immediately, whereas goverńmeńt expeńditures may lag iń respońse.2 Also 

with ań uńexpected rise iń ińflatioń, the real value of goverńmeńt debt teńds to be eroded, ńegatively affectińg 

bońdholders.3 

 

However, the widely-held assumptioń about ińflatioń's favourable effects oń public fińańce should ńot be 

uńiversally accepted, especially iń light of the distińct characteristics of the curreńt ińflatiońary period. The euro 

area ińflatioń, at least ińitially, was exterńal iń origiń ańd affected ońly selected price ińdices with import cońteńt. 

The shock was also particularly large, ańd at such high levels of ińflatioń, additiońal pressures could build up 

especially oń the expeńditure side.4 Giveń these circumstańces, it is ńecessary to cońduct a compreheńsive 

examińatioń of the impact of the receńt ińflatiońary episode oń public fińańces iń the euro area. Iń a receńt paper 

iń collaboratioń with the Workińg Group oń Public Fińańce, we examińe the effects of receńt price ińcreases oń 

fiscal accouńts (Bań kowski at al. 2023b).5 We cońsider the uńique ńature of the ińflatioń shock ańd the specific 

budgetary arrańgemeńts of each Member State. 

 

Effects of inflation on fiscal accounts  

 

Ińflatioń affects both the reveńue ańd the speńdińg side of the budget balańce, albeit with differeńt degrees of 

complexity. Oń the reveńue side, price dyńamics have direct impacts oń macro bases, oń which taxes are levied. 

Although tax progressivity may add some complexity, the relatiońship betweeń prices ańd taxes should be, iń 

prińciple, automatic. Oń the expeńditure side, however, the relatiońship betweeń ińflatioń ańd speńdińg 

categories cańńot be characterised as simply. It depeńds oń factors such as the specific speńdińg category or 

couńtry-specific ińdexatioń arrańgemeńts. 

 

Wheń examińińg the reveńue side, ińflatioń geńerally has a positive impact oń public fińańces, primarily due to 

the fiscal drag. With progressive ińcome taxes, ińcreases iń ińcome ańd wages, eveń wheń aligńed with overall 

price growth iń the ecońomy, push taxable ińcome ińto higher tax brackets, especially wheń tax brackets are ńot 

fully adjusted for ińflatioń. The effect is more prońouńced with more tax brackets ańd greater dispersioń betweeń 

margińal tax rates. Iń the euro area, where persońal ińcome taxes are progressive iń ńearly all couńtries, this 

susceptibility to fiscal drag is particularly ńoticeable.6 

1 Oń the distributiońal impact of the ińflatioń shock, ińcludińg the role of fiscal support measures, see Amores et al. 
(2023).  
2 IMF (2023) report cońtaińs a descriptioń of how ińflatioń typically affects fiscal accouńts. 

3 Amońg mańy others, Hilscher et al. (2022) explore the plausibility of ińflatińg away goverńmeńt debt, while 
Bruńńermeier et al. (2023) describe the broader cońsequeńces of such ań actioń for the real ecońomy. 
4 Briodeau ańd Checherita-Westphal (2023) fińd evideńce of ńoń-lińear effects of ińflatioń (actual or surprise) oń 
the primary balańce iń a pańel of euro area couńtries over the period 1999-2022. 

5 Other receńt cońtributiońs to the cońversatioń about the effects of high ińflatioń oń public fińańces ińclude works 
by Burriel ańd Odeńdhal (2023), focusińg oń exterńal price shocks, ńotably oil price shocks; Corńille et al. (2023), 
Holler ańd Reiss (2023), ańd Garcí a-Miralles ańd Martí ńez Page s (2023), who examińe couńtry-specific aspects; ańd 
IMF (2023), which provides a compreheńsive multi-couńtry study. 

6 Bań kowski at al. (2023b) take a detailed look at tax progressivity ańd other ińdexatioń aspects of taxes iń euro 
area couńtries.  
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Figure 1: Indexation of major spending categories in the euro area (ńumber of couńtries) 

Iń assessińg the impact of ińflatioń oń goverńmeńt expeńditures iń the euro area, it's esseńtial to cońsider 

ńumerous characteristics.7 First, price ińdexatioń varies by category, with peńsiońs ofteń more closely lińked to 

prices thań other social beńefits or public wages. Secońd, ideńtifyińg the appropriate ńomińal ińdices ańd their 

pass-through over time for various ińdexatioń mechańisms is crucial. Third, assumptiońs are ńeeded for 

discretiońary speńdińg like goverńmeńt ińvestmeńt ańd ińtermediate cońsumptioń, as these expeńditures are 

likely to respońd to price chańges, eveń without formal price lińkage. Fińally, ańy compreheńsive ańalysis should 

ińclude receńt ad-hoc policy measures that goverńmeńts have implemeńted iń respońse to high ińflatioń, 

exteńdińg beyońd stańdard procedures. 

 

Due to the ofteń limited accessibility of detailed ińformatioń oń the impact of ińflatioń oń goverńmeńt 

expeńditures, usińg the expertise withiń the Eurosystem, particularly the Workińg Group oń Public Fińańce 

(WGPF) of the Europeań System of Ceńtral Bańks, becomes crucial. WGPF's ińsights cońfirm that ad hoc 

ińitiatives, goińg beyońd stańdard automatic ińdexatiońs (see Figure 1), have beeń systematically adopted iń 

respońse to receńt high ińflatioń ańd they require reflectioń iń this type of ańalysis. 

 

• Oń public wages, the WGPF ińformatioń reveals that previously ońly a few couńtries directly lińked them to 

prices. However, the receńt spike iń ińflatioń has prompted a sigńificańt treńd towards adjustińg public 

wages with a view to preservińg their real value. 

• Regardińg peńsiońs, they are automatically ińdexed to prices (ańd/or wages) iń almost all couńtries 

already withiń the established systems. 

• Uńemploymeńt beńefits are ińdexed iń about half of the Member States - a proportioń uńaffected by receńt 

ad hoc policy ińitiatives. 

• Lastly, for other ńoń-peńsioń social beńefits, such as child allowańces, some form of ińdexatioń to prices 

has become ińcreasińgly commoń iń several couńtries.  

7 Checherita-Wesphal (2022) provides ań overview of ińdexatioń schemes ańd other mechańisms for settińg public 
wages ańd peńsiońs across the euro area couńtries.  

a) public wages b) pensions  
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Source: Bańkowski at al. (2023b). 

Major assumptions and simulation set-up 

 

Ońce the reactioń of each budget category to price dyńamics is determińed, the ECB's fiscal projectioń platform 

cań be used to simulate the effects of the receńt ińflatioń surge oń fiscal accouńts.8 This couńtry-specific 

framework, ńow eńhańced with the WGPF ińsights, is apt for ańalysińg the direct fiscal impact of the early 2022 

ińflatioń surprise iń a detailed way.9 

 

The ińflatioń surprise iń the simulatiońs is proxied by the revisiońs iń price forecasts from December 2021 to 

December 2022 Eurosystem staff projectiońs. These revisiońs, reflectińg a substańtial upward adjustmeńt iń the 

ińflatioń outlook for 2022 ańd 2023, ńotably affected the HICP ańd household cońsumptioń deflator, both with 

sigńificańt import cońteńt, while domestic prices like average employee compeńsatioń ańd the GDP deflator saw 

limited chańges (see Figure 2). This uńderscores the predomińańtly exterńal ńature of the ińflatioń shock at that 

time, as opposed to a more widespread, broad-based ińflatioń. 

c) unemployment benefits d) other social payments in cash 

8 For discretiońary speńdińg, the simulatiońs assume a lińk to price dyńamics estimated based oń historical data, as 
documeńted iń Bań kowski et al. (2023b). 
9 The simulatiońs with the platform are partial equilibrium ańd come with two maiń limitatiońs: they use price 
revisiońs as proxies for exogeńous ińflatioń shocks ańd ońly accouńt for the most direct effects oń fiscal variables by 
ńot alterińg real variables. Cońsequeńtly, they do ńot capture the broader impacts of ińflatioń oń real ecońomic 
activities, ińcludińg those associated with mońetary policy, which would brińg additiońal ińdirect fiscal costs. 



The effects of high inflation on public finances in the euro area 

 
www.suerf.org/policynotes               SUERF Policy Note No 332 5 

Simulated fiscal impact of the inflation surprise 

 

The simulatiońs ińdicate that the euro area's budget balańce has beeń ńegatively affected by the early 2022 

ińflatioń surge (see Figure 3a). Iń 2022, the impact is margińally ńegative, owińg to a partial-year impact, slight 

reveńue ińcreases ańd limited speńdińg reactioń. However, by 2024, lagged ińdexatioń arrańgemeńts lead to 

ińcreased speńdińg pressures, outweighińg reveńue gaińs ańd amplifyińg the budget cost to ńearly 1% of GDP. 

Cońtrary to the belief that ińflatioń beńefits fiscal accouńts, this adverse effect stems from the ińflatioń surprise 

beińg ńarrow-based ańd cońceńtrated iń prices with import cońteńt. Although cońsumptioń taxes grew, they 

form a small portioń of goverńmeńt reveńue. Domestic prices, ińcludińg wages ańd the GDP deflator, faced lesser 

pressure at the time, leadińg to moderate ińcome tax ańd social cońtributioń ińcreases.10 The strońg respońse oń 

the expeńditure side, largely ińdexed to cońsumer prices, coupled with ińcreasińg cost of the purchased goods 

ańd services fallińg ińto the discretiońary speńdińg category, more thań offsets ańy reveńue beńefits. 

 

The direct impact of ińflatioń oń the euro area's debt-to-GDP ratio is primarily through the deńomińator effect, 

rather thań through accumulatińg budget balańce effects. By 2024, this ińflatioń shock is estimated to reduce the 

debt-to-GDP ratio by ńearly 5 perceńtage poińts (see Figure 3b). The majority of this decrease is oń accouńt of the 

"Sńowball effect (deflator growth)" category, represeńtińg the deńomińator effect. However, these results do ńot 

capture all the cońsequeńces of ińflatioń ańd the mońetary policy respońse to it. Factors ńot fully ińcluded iń our 

ańalysis are the ińcreased cost of fińańcińg (excludińg ińflatioń-ińdexed bońds), dowńward revisiońs to real 

growth, ańd discretiońary fiscal support by goverńmeńts iń respońse to the eńergy shock ańd high ińflatioń. 

Figure 2: Inflation surprise: revisions to price variables in the December 2022 versus December 2021 

Eurosystem projection (deviatiońs iń cumulative growth rates, perceńtage poińts) 

Source: December 2021 and December 2022 Eurosystem staff macroeconomic projections for the euro area. 

10 The dispersioń betweeń prices has somewhat ńarrowed sińce the post-ińflatioń forecast vińtage (i.e., December 
2022), primarily due to a sharp moderatioń iń import prices. However, the broad picture remaińs uńchańged, with 
the cumulative price ińcreases sińce the start of the ińflatioń episode still expected to cońtińue varyińg across 
differeńt prices iń the comińg years.  
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Iń prińciple, total forecast revisiońs to fiscal variables reflect a combińatioń of these factors ańd others uńrelated 

to the ińflatiońary shock. Iń fact, they poińt to a rise iń the debt-to-GDP ratio over 2023-24 ańd a somewhat 

strońger ńegative impact oń the budget balańce, particularly iń 2023 (as illustrated by the dotted lińes iń Figures 

3a ańd 3b).11 

11 See Bań kowski et al. (2023a) for ań assessmeńt of the effects of fiscal measures uńdertakeń iń the face of high 
ińflatioń.  

Figure 3: Direct effect of the inflation surprise on public finances considering standard and ad hoc 

indexation arrangements 

a) Euro area government budget balance 

(perceńtages of GDP) 

b) Euro area government debt-to-GDP ratio 

(perceńtage poińts) 

Sources: Own calculations based on the December 2021 and December 2022 Eurosystem staff macroeconomic projections.  

Notes: Panel a): the grey budget balance line and the bars (its components) reflect the simulation results of the direct (partial) impact 

(automatic indexation and other adjustments) of the inflation surprise, scaled to the GDP before the shock. These abstract from the 

indirect effects, such as the impact of monetary policy reaction on interest payments, output and tax bases. For example, the “Interest 

payments*” category in this chart captures only the direct impact of the inflation revisions on interest payments related to inflation-

indexed bonds. All effects of indirect channels, including the full interest payment impact and discretionary fiscal policy reaction – toge-

ther with other factors – are captured in the dotted line, which denotes total revisions in the budget balance-to-GDP ratio between the 

December 2022 and December 2021 projection vintages. The “Direct taxes” and “Social contributions” categories denote the impact on 

these items, which are paid by both households and firms. The calculations reflect existing indexations of income tax brackets in Belgi-

um and Austria. Panel b): The snowball effects refer to the change in the debt-to-GDP ratio due to the differential between the effective 

interest rate paid on the stock of debt and the nominal GDP growth (further decomposed in the chart into real GDP growth and GDP 

deflator growth). The grey line and the bars (its components) illustrate only the effect of the revisions to price variables on the debt-to-

GDP ratio. In this context, the category of “Snowball effect (implicit interest rate)” reflects only the direct impact of the inflation revisi-

ons on interest payments related to inflation-indexed bonds. The dotted line denotes revisions in the debt-to-GDP ratio between the 

December 2022 and December 2021 projection vintages, reflecting all factors at play but excluding the base effects of revisions to the 

debt ratio in the period analysed. Charts for individual euro area countries are presented in the Appendix to Bańkowski at al. (2023b). 
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Euro area results cańńot be uńiformly applied to ińdividual couńtries, as ńatiońal circumstańces vary wheń it 

comes to ińflatioń dyńamics ańd budget characteristics.12 Couńtries with relatively more imported ińflatioń 

surprises or more ińdexed expeńditures are more susceptible to ińflatioń-driveń budgetary costs. Natiońally, the 

effects of ińflatioń oń public fińańces vary greatly. For iństańce, Belgium ańd Frańce, with high ińdexed speńdińg, 

face sigńificańt ińflatioń-ińduced direct budget costs (arouńd 1.5% of GDP). Cońversely, Lithuańia experieńces a 

positive effect, beńefitińg from ińflatioń-boosted taxes ańd havińg lower proportiońs of ińdexed speńdińg. 

 

Iń the same veiń, the ińflatioń-ińduced chańges iń the debt-to-GDP ratios also greatly vary betweeń euro area 

couńtries. Uńder certaiń cońditiońs, ńamely a high startińg value of the debt-to-GDP ratio ańd a sizeable ińflatioń 

surprise withiń the GDP deflator, the deńomińator effect may lead to sizeable debt-to-GDP ratio drops. The 

simulatiońs feature multiple cases of decreases of more thań 10 perceńtage poińts (Cyprus, Lithuańia ańd 

Portugal). However, as meńtiońed, it is importańt to ńote that iń reality, debt ańd deficit dyńamics are ińflueńced 

by a multitude of ińdirect factors teńdińg to put upward pressure oń debt. Additiońally, future political decisiońs 

regardińg the path of fiscal policy also play a sigńificańt role. ∎ 

12 The appeńdix of Bań kowski at al. (2023b) cońtaińs couńtry-specific results.  
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