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How did inflation get so high? We present a narrative of the recent inflation surge in the Euro Area, based on a 

simple Macro101 AS-AD diagram, backed by empirical evidence. In particular, we identify three phases: the 

Covid shock, interpreted as a combination of negative supply and negative demand; the re-opening phase, in 

which aggregate demand increased sharply while supply only partially recovered; the post-reopening phase, 

characterised by a negative supply shock related to the sharp increase in energy prices, combined with a 

further increase in aggregate demand. We contrast the widespread view that merely focuses on energy prices 

and supply constraints with a more complex narrative, where both supply and demand factors contributed to 

the inflation surge and their relative contribution evolved over time. As from the standard policy trade-off 

after a negative supply shock, the positive pressure from demand during the last phase, while contributing to 

the increase in inflation, prevented the economy from falling into a severe recession. Our narrative is 

supported by a Bayesian VAR analysis. 
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1. Introduction 

 

How did inflation get so high, and what are its main drivers? This question is at the center of the academic and 

policy debate right now. Its answer is crucial for policy. We show why the current debate, often solely focusing on 

energy prices, fails to appreciate the complexity of what happened: demand and supply both contributed to 

output and inflation dynamics but their absolute (and relative) contributions have changed over time. While price 

pressures were already building before the natural gas shock, an inflationary impulse in one sector (energy) has 

quickly become broad based because demand conditions remained accommodative facing the negative supply 

shock. 

 

2. What happened through the lengths of a Macro101 AS-AD model 

 

We define three chronological phases. Phase I: the covid shock (Q1 and Q2:2020); Phase II: the re-opening of the 

economy (Q3:2020 to Q3:2021) Phase III: the post re-opening (Q4:2021 to present). With the lens of a simple 

aggregate demand and aggregate supply (AS-AD) model, we first set the narrative of the relative movements of 

inflation and real activity of the last 3 years. Figure 1 shows the evolution of core HICP inflation and real output in 

the Euro area. Figure 2 shows our explanation of what happened in each phase using the AS-AD diagram. 

Figure 1: Core HICP inflation rate and real GDP in the Euro area 

Core HICP inflation rate Real GDP 

The Covid shock (Phase I) and the following restrictions are usually interpreted as a combination of a 

negative supply shock and a negative demand shock. Indeed, Euro Area GDP shows an unprecedented fall and 

a deceleration of inflation, suggesting that in phase I the large negative demand shock more than offset the 

negative supply shock. In the AS-AD diagram, aggregate supply (S) shifts up and to the left (from S to S’), and 

aggregate demand (D) shifts down to the left (from D to D’). 

 

The re-opening of the economy (Phase II) was characterized by an increase in demand and supply 

constraints. As a result, output expanded and inflation increased. Aggregate demand, both private and public 

(stimuli), expanded sharply in phase II.  In some dimensions (i.e. retail sales), demand went above pre-Covid 

levels. Aggregate supply experienced difficulties in copying with the increase in demand, because of global supply 

chains bottlenecks, intermediate goods and labor shortages. In terms of the AS-AD diagram, the economy moved 

from E’ to E’’, a point associated with output drifting to pre-Covid levels, but with higher inflation. 
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The post-reopening phase experienced an additional negative supply shock and a positive aggregate 

demand shock, resulting in further price pressures. In phase III, global supply chains recovered and the 

economies reopened further but starting in late 2021, aggregate supply in the Euro Area was hit again by a 

negative shock, although of a different kind this time: a sharp increase in energy prices. Both households and 

firms raised their consumption/investment in mid-2022 as a result of pent-up demand and extra savings. The 

labor market remained tight and government consumption remained elevated. In terms of the AS-AD model, the 

economy moved from E’’ to E’’’, a point with output similar to pre-Covid but with much higher inflation. 

Figure 2: AD-AS diagram and the three phases 

Phase I—The Covid shock Phase II—The Reopening 

Phase III—The Post-Reopening 
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3. The role of supply and demand factors through the lens of a Vector Autoregressive model 

 

In order to identify the role of supply and demand factors in the data, we rely on a Vector Autoregressive model 

(VAR) forecast errors. We use conventional sign restrictions to identify supply and demand shocks: the former 

move inflation and output in opposite directions while the latter move them in the same direction. Among the 

supply factors, we also identify an energy shock, that is an exogenous pressure specific to the HICP energy 

component. Conditional on the information set at time “t”, the model forecast errors are generated by unexpected 

shocks that can be decomposed in demand and supply-driven, according to the relative movements of output and 

inflation. 

 

Our analysis confirms that the first few months of the pandemic demand and supply both moved down lowering 

inflation and economic activity. On the other hand, the re-opening phase is characterized by positive pressure 

from demand and a partial recovery of supply. Energy prices start putting upward pressure on inflation at the 

end of Phase II. Finally, in Phase III the model estimates a positive demand shock, and a negative supply shock 

with an important contribution of energy. The combination of negative supply and positive demand shocks 

explains why inflation has surprised so much on the upside in phase III. 

 

Our results provide a different perspective on the real-time policy debate which was dominated by the idea that 

the inflation dynamics was entirely supply-driven and that monetary policy should have looked through 

temporary supply shocks. As said, the data do not show a sharp drop in economic activity that a severe supply 

shock should cause precisely because demand remained accommodative. 

Figure 3: VAR-based forecast errors (output and inflation) 

Phase I—The Covid shock 
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Phase II—The Reopening 

Phase III—The Post-Reopening 
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4. Conclusions 

 

Our analysis shows that inflation in the Euro area was sparked by the reopening of the economy and by supply 

side constraints. Then, the commodity cycle first, and the Ukraine war afterwards, added to the supply side 

problem a cost -push shock that firms passed to consumers by increasing prices and preserving their margins. 

The main take away from our analysis is that this was possible because demand remained sustained for the 

whole period after re-opening. After all, what happened is nothing but the policy trade-off between growth and 

inflation generated by a negative supply shock.  ∎  
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