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Energy prices in the euro area havg edet. »am their peaks of last year, yet
prices of other goods and servig ontinue tG\ se. Headline inflation is declining,
but core inflation remains st ornly high. Fisca icy has an important role to
play in aligning with mone# 'y policy to bring inflatiGi. sack down to target.

The recent inflation ex "ode has hurt low-income househt the most, since they
typically spend a & jer share of their income on energy. Sup, yt measures putin
place in many tries have mitigated this effect but have not%_ wed it out.
Furthermored Jorer households’ incomes have increased by less those of
richer ho olds in many countries over the past three years.

Thi guality creates vulnerabilities that can aggravate recessions, reinfc

thd ieed to build resiliency through larger fiscal buffers. Fiscal consolidation
Jreed by euro area governments and recommended by European institutions —

helps create resilience for the future and avoid procyclical tightening. Near-term

overburdening already struggling households.

Low-income households experienced higher
Inflation rates

Recently, inflation rates soared to unprecedented highs in the euro area — hitting low-
income households the hardest. Within three years, consumer prices rose by almost 20%
(see Figure 1), with prices of necessities like utilities (including energy) and food rising the
most.[1] As these goods account for a larger share of the typical expenses of low-income
households, those households experienced even higher inflation rates. The difference of
inflation rates experienced by the bottom and the top income quintile rose steadily
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alongside the dline inflation rate (see Figure 1) beginning at the epf 5 2021 before
stabilising arouna®. % percentage points at the end of 2022 as inflz became more
broad-based and le iven by energy prices.

Figure 1: The cost-of-li crisis hurt low-in e households the most

(Price change in % relative to December = and differe n percentage points)

Figure 1: The cost-of-living crisis hurt low-inco > olds the most
Note: Q1=1st quintile, Q5=5th quintile of the ing ibution.

Source: ESM based on Eurostat data.

While all euro area countrig® were hit by the cost-of-living ©_is, the magnitude differs,
ranging from 11% to 43¢ cumulatively from end-2019 to endG 222, see Figure 2, upper
panel). Similarly, whi e inflation differential of low-income ana< wh-income
households stoog % for the euro area, (see Figure 2, lower pane_ it ranged from
about zero to4f ¢ percentage points across countries.

gure 2: Inflation experiences differ across the euro area

(Price change in % relative to December 2019 and differential in percentage points)

Figure 2: Inflation experiences differ across the euro area

Source: ESM based on Eurostat data.

Lower income growth amplified losses for the low-
iIncome households in many countries
During the cost-of-living crisis price hikes outpaced incomes, triggering a roughly 6% loss

of purchasing power for households in the euro area between 2019 and 2022. Low-
income households suffered the largest losses because their incomes grew less while
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also facing hig inflation rates. Real income of poorer households fe 2.5
percentage points. wre than that of richer households, amplifying i Jualities in the euro
area (see Figure 3).

Figure 3: Income inequad climbed in many g% area countries

(in percentage points, over 2019-2022)

Figure 3: Income inequality climbed in many e ountries

Notes: The real income growth differential is thg c e between real income growth of the 1st and the
5th quintiles of the income distribution. Rea e grd is the change in the median income divided by
the change in the price level.

Source: ESM based on Eurostat dat

Developments acros o-area countries differed, reflecting cc y-specific support
mechanisms (see & dre 3). Low-income households experiencea® wer losses in most
euro area cou s, but their real incomes declined less than those 0. sher households
in a few coux’t &s. This diversity reflects wide differences in economic s res,
minimu ge increases (including inflation indexation), and different targe and
persi e of government support schemes.

creased inequality and poverty risk increase e

Euro area countries need to account for the capacity of households to withstand shocks.
Many households live from paycheque to paycheque, either because they do not have
savings and cannot borrow, or because their savings are invested in illiquid assets (such
as housing) that they cannot draw on. The share of such households in most countries is
understandably substantially higher in the lowest income bracket (see Figure 4). 21 These
households will find it difficult to cope with the present shock as well as any further
declines in income.
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Figure 4. MaRgBhouseholds live from hand to mouth, esp@rally low-
income ones

(in %, in 2017)
Figure 4: Many households live fro nd to mouth, especially come ones

Note: Hand-to-mouth households are hd 20lds who hold or no liquid wealth (cash, checking, and
savings accounts), irrespective of whether oWn sizg amounts of illiquid assets like housing
(Kaplan et al., 2014).

Source: ESM calculation based on Eurostat’s P Finance and Consumption Survey microdata.

The economy is more vulnerak income inequality ains high. Unemployment and
wage moderation, as typicaX’ Jbserved during recessio ould hit low-income
households hardest, pu g them to reduce consumption g W their limited savings and
borrowing capacity. E households not immediately affected . a recession would cut
back consumptio puild savings for a rainy day. Taken together,< %wecession would be
more severe bgl ‘use more households, particularly those living from'i xcheque to
paycheque back on consumption.

cations of increased inequality on fiscal
olicies

and realistic fiscal consolidation is warranted, to strengthen fiscal sustainability, to rebuild
fiscal buffers, [and] to deliver higher sustainable growth”.i3! It is recommended to wind
down energy support measures as soon as possible, so long as there are no further
energy price shocks.

This strategy supports euro area resilience against future economic downturns and
should create the space to invest in climate change and digitalisation measures that
support future growth. Emerging from this crisis with higher inequality and an increased
number of low-income households reinforces the need to build up resilience.

Those living paycheque to paycheque are unable to smoothen income over time,
meaning a recession could become even more pronounced. Procyclical tightening of
fiscal policy, as it has regularly happened in the past, would thus be more detrimental. In
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turn, supporti a0se in financial need in recessions would have an e bigger
economic impact: his stage, it is important to also remain mind the near-term
effects of fiscal consc. “ation plans on low-income households.

Recent energy support me res were only partly targeteg® low-income households.
Withdrawing these costly mec. xes that were ineffectiv o prevent rising inequality will
help align monetary and fiscal pC. es and support ooth landing” of the European
economy. Labour markets are very g by histt Cal standards, which tends to help
low-income households. In addition, e D Inflation has turned negative, while
wage developments are expected to recoy  some of the related real income losses. For
those outside the labour market, suppg oc. . social security systems will be more
effective as the energy price shock g¢ Sipates. F¢_ wovernments to be able to support
households during hard times, it/ sential to con ate budgets and build fiscal space
while the opportunity is preses e present situation ies that the suggested
consolidation strategy is via# ¢ with governments remaini aindful of the poor over the
coming years.
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Footnotes

[1] In general, it is theoretically ambiguous whether inflation increases or decreases inequality.
The literature that studies the impact of inflation on heterogeneous households is fast growing
and identifies three main channels. First, inflation can increase inequality through a
“consumption channel” if the prices of goods that are consumed relatively more by low-income
households increase faster than prices on average. Second, low-income households tend to be
relatively more indebted. They can benefit from inflation through a “Fisher channel” if inflation
reduces the real value of debt. Third, low-income households have relatively higher labour
income shares (less financial income). Different income sources may be affected differently by
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inflation, geri_ ating further effects on inequality.

[2] The data to co e such statistics are only available with a long la e share of
households lacking lig assets tends to move very slowly. Betwees 4 and 2017, for
example, the average at te change in this share was four pergf .age points. However, the
situation could have impro ince the last measurement if pg ouseholds were able to save
and accumulate liquid assets, ecially during the Covid-18 demic saving boom. In 2020,
though, the median saving rate G._ %2 poor was less tha and negative in 11 of the 12
countries for which data is available ostat). Therefs e situation for low-income
households is unlikely to be much bettc. ¥aan show; igure 5.

[3] See Eurogroup Statement on the euro a scal stance for 2024: Eurogroup statement
on the euro area fiscal stance for 2026 7C8 ilium (europa.eu) .
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