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In 2022, the global cost of living surged, pushing already rising global inflation to multi-decade highs. Our
empirical analysis assesses the impact of high inflation on Greece’s public finances (in terms of flows),
considering the extraordinary economic circumstances arising from the pandemic crisis and the initial phase
of the recent energy crisis. To this end, we use a small-scale Bayesian vector autoregressive model for the
Greek economy to quantify the effects of an adverse price shock on the primary balance, tax revenue and
primary spending (all normalised by nominal GDP), as well as on real output, distinguishing between the
effects of a demand- and an external supply-driven shock to inflation. We find that the nature of an inflation
shock, i.e. whether it is demand- or supply-driven, is important for correctly identifying the short-to-medium-
term effects of inflation shocks on fiscal outcomes.

*This policy brief summarizes the main findings of a recently published paper: S. Lazaretou and G. Palaiodimos
(2023), “An assessment of the impacts of inflation on Greek public finances: Macroeconomic effects and policy
implications”, Bank of Greece Economic Bulletin, https://doi.org/10.52903/econbull20235701. The views expressed
here are of the authors and do not necessarily reflect those of the Bank of Greece. Any remaining errors and
omissions are solely ours.
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In 2022, the global cost of living surged, pushing already rising global inflation to multi-decade highs. Before the
war in Ukraine, as EU countries were emerging from the pandemic, headline inflation, despite being on the rise,
remained subdued (see Chart 1). Inflationary pressures were perceived as temporary, as they resulted from the
supply-demand mismatches caused by pandemic-related supply shortages, temporary global trade disruptions
and pent-up demand, especially for services. However, geopolitical confrontations, economic fragmentation and
more frequent and destructive climate-related natural disasters are unprecedented supply-driven shocks that
push up price inflation for energy, food and industrial commodities, feeding into headline inflation. In particular,
in the euro area and Greece, taming down inflation will take some time as food-related and core inflation prove to
be persistent, mainly due to the lagged pass-through effect of falling energy prices.

Chart 1 Inflation in the euro area and Greece (October 2019-September 2023)
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Note: HICP, monthly data.

In our new analysis (see Lazaretou and Palaiodimos 2023), we assess the potential impact of high inflation on
Greek public finances. Four key factors underpin our focus on Greece. First, accelerating nominal GDP growth in
2022 led to a reversal of the so-called snowball effect. Indeed, in 2022, inflation had the largest positive
contribution to the fall of the Greek public debt-to-GDP ratio (exceeding 14 pps of GDP). Second, public debt
remains elevated relative to the country’s nominal output, thus making debt sustainability sensitive to increases
in borrowing rates. Third, so far the Greek government has embarked on an exceptionally bold package of
financial support measures aimed at supporting households and businesses against the energy crisis and rising
inflationary pressures. Fourth, before entering the euro area, Greece traditionally faced long-lasting demand-
driven inflationary pressures and strong inflation expectations (Kalyvitis and Lazaretou 1997; Gibson and
Lazaretou 2001; Hondroyiannis and Lazaretou 2007).

The literature on the impact of high inflation on public finances is abundant (see, for example, CEPR 2022). The
starting point was the well-known Phelps effect (1973). Its key idea is that, in order to alleviate the burden of
distortionary taxation, governments have the option to rely on monetary financing. Rogoff (2010), Blanchard et
al. (2010), di Bartolomeo et al. (2015) and, more recently, Heer et al. (2020) and Wickens (2022) examine how a
positive and non-negligible inflation rate might be an optimal choice from a public finance point of view.
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How inflation affects fiscal variables?

The main channel through which inflation interacts with primary balance is through its impact on nominal tax
revenue. By raising nominal GDP, it also makes it easier, other things being equal, to repay public debt, whose
profile has not changed.

Generally speaking, direct effects include the effects of indexing the parameters of the taxation system (e.g. tax
thresholds) and the impact on nominal tax bases. Indirect effects are mainly portrayed in the medium-to-long run
and capture the potential deterioration of economic and financial conditions. Nevertheless, the overall impact
depends on the origin of inflation. If inflation is linked to a swift rebound in aggregate demand, tax bases increase
not only nominally, but also in real terms, and public finances (expressed in levels) tend to improve. Conversely, if
inflation is linked to a supply shock, then prices and nominal incomes rise, while real GDP, real disposable income
and real consumption shrink, resulting in a tax revenue decline due to a decrease in the tax basis in real terms.

Since government primary spending is only partially indexed, tax revenue increases faster than primary spending
and, thus, the primary balance improves. In the long run, however, as expenditure items are gradually indexed,
this positive effect may dissipate.

Yet, when fiscal variables are expressed as a percentage of nominal GDP, the results become more dubious as the
“denominator” effect may prevail, leading to a deterioration in the respective ratios. As shown in Chart 2, starting
from 2018 and over a 6-year horizon, despite the significant windfall collected in 2022 and part of 2023, the ratio
of Greek tax revenue to GDP remains almost unchanged, while the ratio of primary spending declines, which,
aside from the unwinding of support measures, entails a strong “denominator” effect.

Chart 2 Evolution of total tax revenue (TR), primary government spending (TPEXP) and primary balance (PB) since 2018
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Source: AMECO database (European Commission, Winter 2023 Economic Forecast).
Note: E and F denote estimates and forecasts, respectively.

Empirical results

Using a standard small-scale Bayesian vector autoregression model for the Greek economy over the period from
2000Q1 to 2022Q2, we quantify the effects of inflation shocks on primary spending, tax revenue and the primary
balance. All variables in question are expressed as percentages of GDP in an attempt to also capture the impact of
the “denominator” effect. Our counterfactual analysis, by means of sign restrictions (see Shapiro 2022 and Jump
and Kohler 2022), considers the effects of an external supply-side and a demand-side inflation shock (see Chart
3) on both fiscal variables and real output growth, in the presence of a “responsive” monetary policy stance.
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Chart 3 lllustration of demand- and supply-side shocks to price inflation
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Source: Authors' own estimations.

We find that a supply-side shock to inflation, despite its insignificant short-term impact on the ratio of primary
balance, leads to a medium-term (after 4-5 quarters) deterioration, which reflects the decline in the ratio of tax
revenue, stemming from the estimated adverse effect on real output growth (see Charts 4 and 5a). In the case of a
demand-driven shock to inflation, no significant effect is found on the ratio of primary balance either in the short
or in the medium run. The key driver behind this type of inflation shock is the dominant “denominator” effect that
leads to parallel declines in both the ratios of tax revenue and primary spending (see Chart 5b).

Chart 4 Impulse response functions of primary balance (PB) in the case of a demand-side and an external

supply-side shock to price inflation
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Source: Authors' own estimations.
Note: Dashed lines denote statistical significance at the 68% level.
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Chart 5a Impulse response functions of total tax revenue (TR) and primary government

spending (TPEXP) in the case of an external supply-side shock
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Source: Authors’ own estimations.
Note: Dashed lines denote statistical significance at the 68% level.

Chart 5b Impulse response functions of total tax revenue (TR) and primary government

spending (TPEXP) in the case of a demand-side shock
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Source: Authors’ own estimations.
Note: Dashed lines denote statistical significance at the 68% level.

In conclusion, empirical evidence from Greece points out that in the presence of a negative supply-side shock, fis-
cal sustainability analysis needs to consider the significant medium-term downside risks associated with the ad-
verse effect of inflation on the ratios of key fiscal variables. That said, the main policy implication of the analysis is
that an evidence-based view of the typology of inflation shocks is important for properly assessing their short-to-
medium-term effects on fiscal outcomes, as well as on debt sustainability per se.
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