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No one likes too much inflation. It caugt Z'instak by changing prices, and what you buy
costs more than it used to. Centra S strive to b inflation to avoid harmful effects
on households and businesse

Inflation also has an impag public coffers, mainly becaGi it affects taxes on
consumption, income, g8 5" wealth. Last year’s record high infl&ha led to the fastest
growth in tax reven the history of the euro area.

In this blog, wgtXamine the implications of the “inflation tax” and how € aful it was in
lowering prg Sures on fiscal deficits.

Vhy it matters

Inflation boosts public revenue. How to spend it may become a delicate issue, especially
when it is unexpected and driven by an energy crisis and a geopolitical conflict, as is
currently the case by Russia’s war against Ukraine. There is more money in the public
purse (almost) immediately, as collected revenues turn out to be higher than had been
forecast. But governments have to assess how the improvement in the budget balance is
best used in view of the macroeconomic environment. The additional revenues can be
more lasting and saved, or they can be short-lived, depending on economic
developments and policy choices.

Where does the extra revenue come from?
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To disentangle’ e interplay between inflation and tax revenues, we ugf 4 simple
framework to ide the sources of unexpectedly higher tax reve > emerging in 2022
and beyond. This ang ais instrumental but insufficiently researg'™ 4 with regard to the
impact of inflation on de stainability, which is at the core e ESM’s mandate. Our
analysis is complementar he one conducted by the pean Central Bank, and the
European Commission in its a&_ assment of Budgeta ans.[1

We look at the three largest taxes: 1 on congf ption, on income, and contributions to
social security, using the latest availabic hove ent finance statistics for the first nine
months of 2022. Altogether, these three c2 = ories yielded annualised revenues of
around 40% of Gross Domestic Produc 5Dt ross our sample of countries.l2l This is
about €220 billion or 2.6% of GDP hif ‘er than fGi. »asted by the European Commission a
year earlier.3!

How does pfiiation influence ta’evenue

performfince?

We aif Lute the positive surprise in tax collection to three factors: inflation, real¢
apt .n unexplained residual.[4 The first two factors, inflation, and real growth, dete
> growth of nominal incomes, the main driver for tax collections.

e The “macro surprise” — the combined effect of inflation and real growth — accounts
for most of the total revenue surprise (1.6% of GDP, out of a total of 2.6% of GDP).
Given the substantial increase in inflation during these quarters, the “macro
surprise” is entirely related to inflation.

¢ The “unexplained residual” that captures all other factors that influence tax
collections (such as fiscal drag, compliance, enforcement, and one-offs) is smaller
(1.0% of GDP), but still economically significant:
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o The w-called “fiscal drag” may have played a role, with thet Xtra revenue
generc. %l from individuals and firms moving into highe brackets, as
inflation ¢ "ses up their nominal incomes and profitg

But also, pande ic-related tax deferrals and e ptions, which led to unusual
patterns of decline d subsequent increag I.e., growth base effects) in
2022.

Other possible explanatiori. lude® “iexpected changes in the composition
of expenditures and one-off taxes on businesses.

Finally, improvements in ta€ “ollec which can emerge from higher
digitalisation of econom ctivity, and'c._Yarinking size of the informal
economy can also vi ax revenue over ¢ ® above the increase in nominal
incomes.

e Empirically, thed “iexplained residual” is positively related e share of indirect
taxes acrosgl suntries. This points to the special role of energ; wending. It is hard
to changg "dr energy consumption habits suddenly and significa even as the
price d tax) goes up suddenly — and this can lead to unexpecteo ong gains
in evenue. The volatility of energy prices makes this additional drive

venues rather uncertain and short-lived. The ability of firms and househd
save energy should reduce the impact over time.

tax revenue developments in Q1-Q3 2022

(% of GDP)
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Eurostat, AMECO, g calculations.

Note: To identi ese components, we proceed in three steps: We cG._ #uct a passive

“macro-only’ Srecast. As input, we use actually observed growth rates o roeconomic

tax based personal consumption expenditure, gross operating surplus, and

compf sation of employees) in the first nine months of this year and the “implic

taaf ase elasticities drawn from the European Commission 2022 Spring Forecast.
acro-only” forecast tells us how high tax revenue would have been if the Commissic

Spring Forecast had perfectly predicted actual macroeconomic developments in the first

only” forecast into “growth-only” and “inflation-only” components. Finally, the difference
between the “macro-only” forecast and actual outturn is the unexplained residual. This
residual captures all the factors influencing tax collections, in addition to the
macroeconomic environment.

For the whole of 2022, we relied on projections produced as part of the 2023 Draft
Budgetary Plans.®! These continue to show an increase in revenue (1.4% of GDP), but
smaller than the increase in the first nine months of the year.[6]

We found that 1 percentage point of the upward revision in tax projections was due to
changes in the macroeconomic outlook, but only 0.4% related to the “unexplained
residual”.
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Looking &iead

For 2023, the revenue gai aked to nominal incomes (i flation and real growth) are
still expected to continue. Afte nominal GDP — whi a critical driver of tax
collections — is permanently highe “dowever, the b ine tax projections do not indicate
an economically important role for ret. sue gaing aused by other “unexplained residual”
factors. The Draft Budgetary Plans for R ot Jiished by euro area member states
appear more cautious as their projection onsistent with a more mechanistic forecast
based on standard tax elasticities anc ounc_ A, measures. Revenue projections
appear more reliable and easier to eve in an ¢ hertain environment when they
include a smaller contribution o unexplained pa he revenue increase.

The bottonfiine

Inflation ca D those countries that want to reduce debt, not only by IC \ing debt-to-

GDP ratigf Jut also by mobilising additional tax revenue, as last year’s evit., jce shows

— we irm the economic significance of this channel in this blog. How lasti ais

effef will be depends on the persistence of the increase in the price level. Further® wrk is
essary to assess the importance of additional factors that could influence future ta

evenue, such as the impact on revenue composition, tax structures and consumption

It is yet to be seen to what extent the revenue boon translates into unexpectedly higher
budgetary balances, which ultimately matter for debt sustainability. Governments face the
difficult task of choosing between the desire to save the unexpected revenues and rebuild
fiscal buffers after the pandemic, and the need to protect households and firms from
hardships, such as the unprecedented surge in energy and food prices last year.
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Further reading

European Commission (2021), Autu orecg
v

Footnhotes

[1] European Commission (20 023 Draft Budgetar ans. This unexpected windfall of
revenues for euro area govesl .ents was also the focus of a t report by the European
Central Bank, which assegf 4 the impact of inflation on the eurc_ »ea budget balance:

European Central Bankf 23), Fiscal Policy and high inflation, ECG. wmic Bulletin 2.

[2] Our sample caf ists of the ESM's beneficiary Member States (Cypru eece, Ireland,
Portugal Spaip e three biggest euro area economies (Germany, France Iit and countries

that were ig ied as high risk in the European Commission’s 2021 Fiscal St sainability
Repor gium, Malta, Slovenia, Slovakia).

aropean Commission in Autumn 2021.

4] See note to chart for technical background.

[6] This estimate accounts for the actual outturns of 2021.
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