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Could a fiscal boost raise inflation in the Euro Area?
by Cyrille Lenoel
The issue of whether fiscal and monetary policy should be coordinated is a hotly debated topic in the Euro Area. In September, 
the ECB cut the deposit interest rate and announced a new Quantitative Easing programme. However, the expansionary monetary 
policy risks might not be enough to push inflation up to its objective of below, but close to, 2 per cent over the medium term. At 
a speech at the Academy of Athens on 1 October,1 the President of the ECB, Mario Draghi, called for a Euro Area fiscal stimulus 
to supplement the monetary stimulus: “Fiscal policy playing a more supportive role alongside monetary policy would lead to a 
faster return to price stability and therefore fewer side effects.” 

One key issue is whether the Euro Area has some fiscal room to implement a counter-cyclical fiscal policy. While public sector 
debt is quite high at 85 per cent of GDP, the budget balance of the Euro Area is in very small deficit (0.5 per cent of GDP). We see 
little risk that a fiscal stimulus of moderate size would lead to an unsustainable debt burden or inflation spiralling out of control. 
In this box, we investigate what size of fiscal stimulus might be required in order to push inflation up by half a percentage point, 
so that it increases substantially towards the target rate.

Inflation in the Euro Area has averaged 1.5 per cent over the past four quarters. All things equal, one would need to push up 
inflation by half a percentage point in order to reach the (close to) 2 per cent objective. We calibrate the temporary fiscal shock 
using our multi-country macroeconomic model NiGEM such that Euro Area inflation increases by 0.5pp in two years. We assume 
that the fiscal shock is composed exclusively of extra government consumption spending. To test the robustness of our result, 
we examine different fiscal policy mixes that would lead to the same amount of extra aggregate fiscal spending: an increase in 
government investment, or a reduction in income or corporate tax. A reduction of VAT was not examined as it would have a 
direct deflationary impact on measured inflation that would go against our objective. We find that changing the policy mix used 
does not significantly change our principal results. We assume that the ECB interest rate is fixed to the baseline for two years in 
order to model the fact that the ECB hinted that it would not respond to the inflationary impact of a fiscal stimulus.

The result of our calibrated simulation is displayed in figure 1. The scale of the required temporary fiscal boost is equivalent to additional 
spending of about 1.3 per cent of Euro Area GDP for two years. This would increase inflation by 0.5 percentage point in two years, 
but the effect would only be temporary, with inflation returning to its baseline rate in year 4. The effect on inflation could be 
more persistent if we assumed adaptive expectations. A fiscal stimulus of this magnitude would raise GDP growth by about 1 
percentage point in the first year, representing a multiplier of about 0.8 but this would revert once the temporary fiscal stimulus 
is ended and goes back to baseline in year 3.

The impact of such a stimulus on inflation would depend on many other factors that are not specifically addressed in this simulation, 
such as the reaction of the exchange rate or productivity. If there is a relative lack of private demand, then the fiscal multiplier may 
be larger, but if the extra government spending crowded out more productive private spending, it could be smaller. Another area 

Figure 1. Effect of temporary fiscal expansion of 1.3 per 
cent of GDP in the Euro Area

Source: NiGEM database and NIESR forecast.
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of caution is the impact of the multiplier in the presence of 
the Zero Lower Bound (ZLB). There is a growing literature 
that shows that fiscal multipliers may be affected by the ZLB: 
Miyamoto et al. (2018) for the case of Japan and Braun et al. 
(2013) and Ngo (2019) for the case of the US.

The simulation was undertaken by assuming the same scale 
of stimulus in all Euro Area countries. However, the Euro 
Area does not have a centralised fiscal policy and so a key 
issue for such a stimulus would be which countries would 
have the capacity to undertake it. Using the rules of the 
Stability and Growth Pact, currently only eight countries 
out the nineteen members of the Euro Area have a budget 
balance of more than –3 per cent of GDP and a public debt 
of less than 60 per cent of GDP. These countries2 represent 
only 11 per cent of Euro Area GDP. Applying this scale of 
stimulus only to those countries would predictably have a 
negligible impact on the inflation rate of the Euro Area as a 
whole. However, if we were to ignore the debt constraint, 
the number of countries with a budget surplus increases3 
and includes the largest Euro Area economy, Germany. 
This group of countries represents nearly half of Euro Area 
GDP and the fiscal boost calibrated in this box could be 
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Could a fiscal boost raise inflation in the Euro Area? (continued)
achieved if each of them increased their government spending by about 2.5 per cent of GDP, or twice the amount of the overall 
boost calibrated in the main simulation. The exact stimulus required depends on the degree of intra-Euro Area spillovers, 
which was discussed in Box B of the August 2018 Review.4 This seems an infeasibly large stimulus for some individual countries, 
particularly as it would face the additional hurdle of breaking some member countries’ specific fiscal rules, most notably the 
German Schuldenbremse (debt brake) that restricts the cyclically adjusted deficit to a maximum of 0.35 per cent of GDP.

Notes

1  https://www.ecb.europa.eu/press/key/date/2019/html/ecb.sp191001_1~5d7713fcd1.en.html.
2 Estonia, Finland, Latvia, Lithuania, Luxembourg, Malta, Netherlands and Slovakia.
3 Austria, Germany, Greece, Ireland, Lithuania, Luxembourg, Malta, Netherlands, Portugal and Slovenia.
4 See Lopresto (2018).
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