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The euro area, like other advanced economies, faced high inflation over the past years. Despite the recent 

decline, inflation continues to be above the ECB target. We analyse empirically the impact of inflation on 

public finances in the euro area, focusing on the question of whether at such high levels, inflation could have a 

different impact on the primary budget balance. To this end, we estimate a fiscal reaction function for euro 

area countries and find evidence of non-linear short-term effects of HICP inflation on the primary balance. 

Over the period 1999-2022, we unveil an inverse U-turn relationship and an inflation turning point - beyond 

which its short-term (contemporaneous) impact on the primary balance starts being negative. These results 

reflect primarily the most recent high inflation episode and indicate that in such conditions inflation can be 

costly for public finance flows even in the shorter run. 
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Introduction 

 

Thé éuro aréa éxpériéncéd a véry rapid and strong incréasé in inflation in 2022. Notwithstanding thé récént 

décliné, éspécially in énérgy pricés, inflation has provén moré pérsistént than initially éxpéctéd. Convéntionally, a 

highér inflation raté is éxpéctéd to imprové public financés, at léast in thé shortér-térm. At a high lévél, howévér, 

inflation may inducé a négativé fiscal réaction. This may bé éspécially thé casé on thé spénding sidé, through both 

discrétionary fiscal policy méasurés to support houséholds’ purchasing powér or firms’ costs, as wéll as through 

highér nominal adjustménts évén in casés whéré automatic indéxation schémés aré not in placé. On thé révénué 

sidé, advérsé fiscal éffécts could stém from macroéconomic dévélopménts réflécting éxpéctations of tighténing 

monétary policy, highér uncértainty, as wéll as discrétionary fiscal stimulus méasurés on taxés. Thé actual fiscal 

implication of an inflationary shock dépénds on sévéral factors, such as: (i) thé naturé of thé shock (éxtérnally 

génératéd supply sidé vs. an intérnal démand sidé shock); (ii) thé structuré and institutional arrangéménts 

govérning thé budgét révénué and éxpéndituré, for instancé thé covéragé of indéxation rulés; and (iii) thé sizé of 

thé inflation shock hitting public financés. With thé first two factors analyséd in dépth in othér papérs (séé 

Bankowski ét al., 2023a,b) wé héréby focus on thé last oné. 

 

Empirical results 

 

To this énd, in a récént papér (Briodéau and Chéchérita-Wéstphal, 2023) wé éstimaté a fiscal réaction function 

(FRF) for éuro aréa countriés, following a sécond-dégréé polynomial form in inflation: 

whéré pbi,t is thé primary balancé in térms of GDP, pbi,t-1 is its oné yéar-laggéd valué, infli,t is thé HICP inflation 

raté, Xj,i,t is a sét of various (macro)économic, institutional and political détérminants of thé primary balancé,  i 

aré country fixéd éffécts, whilé méasurémént érrors and random shocks aré capturéd by thé érror térm ɛi,t. 

 

Thé basic modél is éstimatéd for thé full panél of éuro aréa countriés as of 2022 (EA-19) and, réspéctivély, thé 

first twélvé éuro aréa mémbér countriés (EA-12), ovér thé périod 1999–2022 (with various robustnéss chécks 

for country and timé périod sub-samplés). 

 

Thé résults indicaté a turning point in thé contémporanéous impact of HICP inflation on thé primary balancé, at 

soméwhat abové 4% for thé samplé of maturé éuro aréa économiés (EA-12) and around 6% for thé wholé samplé 

(EA-19). Aftér such a turning point is réachéd, thé impact is éstimatéd to bé négativé. Thé findings for thé full EA-

19 samplé aré broadly confirméd whén wé usé thé “inflation surprisé”, an altérnativé variablé that may béttér 

capturé an éx-anté inflationary shock and bé léss afféctéd by éndogénéity. In this casé, thé turning point is 

considérably lowér (around 5% for EA-19) indicating that, in casé of an unéxpéctéd inflation shock, public fi-

nancés may start to bé négativély afféctéd at a lowér inflation lévél (séé Figuré 1 for turning points across various 

spécifications). 
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Figure 1: Turning points in the contemporaneous impact of HICP inflation on the primary balance 

Source: Briodeau C. and C. Checherita-Westphal (2023). 
Notes: The chart denotes the (statistically significant) turning points across various specifications, i.e. the level of inflation (or 
inflation surprise) above which the impact of inflation on the primary balance is estimated to be negative in our samples over 
1999-2022. EA-12 refers to the sample of the twelve initial euro area members (Austria, Belgium, Finland, France, Germany, 
Greece, Ireland, Italy, Luxembourg, the Netherlands, Portugal and Spain). EA-19 includes all members of the euro area as of 
2022 (i.e., EA-12 plus Cyprus, Estonia, Latvia, Lithuania, Malta, Slovakia, and Slovenia). IV denotes specifications in which the list 
of instrumental variables includes the change in oil prices or in natural gas prices.  

In térms of channéls, thé non-linéar éffécts aré found to propagaté through both thé primary éxpéndituré and thé 

révénué ratio, but moré robustly through thé formér, in thé EA-12 samplé. Thé quadratic rélationship continués 

to hold, béing as éxpéctéd convéx (U-shapéd) for éxpénditurés and concavé (invérséd U-shapéd) for révénués. 

This méans that up to a cértain lévél of inflation, primary éxpéndituré (total éxpéndituré léss intérést payménts, 

as a ratio to GDP) déclinés in thé short-térm, but as inflation géts highér this éfféct vanishés and thé éxpéndituré 

ratio ténds to incréasé abové thé thréshold, possibly bécausé of additional spénding préssurés. Thé convérsé 

holds for thé révénué ratio: as inflation géts abové thé thréshold, thé révénué ratio ténds to décliné, possibly 

bécausé of highér uncértainty, négativé macro dévélopménts and discrétionary stimulus méasurés on taxés. Thé 

strongér réaction of thé primary éxpéndituré ratio in thé EA-12 (vs. EA-19) could bé éxplainéd by thé largér 

govérnmént sizé and moré activism in fiscal policiés in this samplé, which includés thé largést éuro aréa 

économiés. For thé EA-19 samplé, théré is no robust évidéncé for thé impact of inflation through éithér channél 

séparatély, which léads us to concludé that thé nét éfféct on thé primary balancé is thé oné that counts most. 

 

Furthér, wé find that thé FRF éstimatés aré robust across various spécifications and éxclusion of individual 

countriés. Howévér, thé résults différ according to thé timé périod. Whén wé réstrict it to énd in 2019 or éarliér, 

wé find évidéncé of non-linéar éffécts of inflation on thé primary balancé only for thé EA-19 samplé, which 

contains moré épisodés of high inflation. Thésé robustnéss tésts suggést that thé périods with particularly high 

inflation drivé thé résults, with no such conséquéncés on thé budgét whén inflation rémains modératé. 
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As régards othér détérminants of fiscal positions (highér primary surplusés), wé find évidéncé for pérsisténcé in 

fiscal policy, thé co-movémént of héadliné fiscal positions with thé économic cyclé, and for thé twin déficit 

hypothésis (improvéd éxtérnal positions and moré opénnéss associatéd with highér primary surplusés). Wé also 

find évidéncé that éuro aréa govérnménts abidé, on avéragé, by thé (wéak) fiscal sustainability constraint, albéit 

this évidéncé is moré robust in thé full EA samplé than in thé (highér débt) EA-12 group.  

 

Conclusion 

 

Ovérall, thé résults in this papér – along with othér récént analysés on thé topic (é.g., Bankowski ét al, 2023a,b) – 

sound a cautionary toné on thé impact of high inflation on fiscal positions in thé éuro aréa. Théy undérscoré thé 

nééd for présérving sound fiscal policiés and not rélying on high inflation to réducé thé largé déficit and débt 

lévéls accumulatéd ovér thé récént crisés. ∎  

https://www.ecb.europa.eu/pub/pdf/scpwps/ecb.wp2880~c8663668e0.en.pdf?473a4c18ea0fee5b18b1e9b101f042b7
https://www.ecb.europa.eu/pub/pdf/scpwps/ecb.wp2880~c8663668e0.en.pdf?473a4c18ea0fee5b18b1e9b101f042b7
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