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Abstract

The focus of this study is the effect of inflation on the ongoing
implementation of the current MFF on an aggregate level. The
relevant inflation impacts and the channels via which they take
effect are presented and analysed for the MFF and the EU revenue
system. The study then maps and discusses policy options to
mitigate these effects regarding the ongoing MFF and NGEU
implementation, as well as with a view to the ongoing MFF mid-
term revision.
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The impacts of recent inflation developments on the EU finances

EXECUTIVE SUMMARY

Background

Since autumn 2021 all Member States have been affected, albeit to different extents, by extraordinarily
high inflation rates. These inflation surges impact public finances in the EU at the level of Member
States, but also EU finances via various channels. Specifically, high inflation rates in the EU erode the
firepower of the Multi-Annual Financial Framework (MFF) as well as the European COVID-19 Recovery
Instrument (EURI) NextGeneration EU (NGEU), and they have an impact on the structure of EU revenues.

Aim
Regarding the objectives, this research study aims to provide a granular assessment of the impacts of

inflation as of 2021 on the MFF and on the EU budget, including EURI-funded NGEU programmes. The
study has two main objectives:

Firstly, the study explores the impact of inflation on the various elements of the EU budget (the
ongoing MFF and the system of own resources) on an aggregate level. Moreover, two case studies
illustrate the effects of the current inflation surge on National Resilience and Recovery Plans on which
the implementation of NGEU is based.

Secondly, the study identifies policy options to cushion off adverse effects of inflation in the
implementation of the ongoing MFF and NGEU, also with a view to the ongoing MFF mid-term revision,
along with policy options for preventive measures to be considered in the post-2027 MFF and the
related EU programmes, as well as in the EU revenue system.

Findings

Recent inflationary developments in the EU

In 2021, Europe experienced an unprecedented sharp rise in inflation, driven by soaring energy prices,
which rebounded from their low levels during the COVID-19 pandemic demand slump. During the
lockdowns imposed to prevent the spread of the virus, private households shifted their demand
structure from services to goods. This consequently stressed supply chains and added price pressure
on energy and other commodities. In 2022, energy prices got further impetus from Russia’s invasion of
Ukraine. The HICP’s energy component experienced year-on-year price increases of around 40% for
many months. Average EU inflation prior to the current bout of inflation was the highest at 4.3% in
August 2008, whereas it reached its most recent peak in October 2022 at 11.5%. The high inflation
environment in the last two years has also led to the biggest dispersion of inflation rates observed in
the last 20 years. The accumulated inflation across the EU for the MFF 2007-2013 period was 17.0%,
while the accumulated inflation across the EU for the MFF 2014-2020 period amounted to a mere 6.5%.
In comparison, for the first 2.5 years of the current MFF 2021-2027 the accumulated inflation in the EU
is already at 23.7%.

MFF expenditures

At the time the current MFF was compiled, a yearly inflation rate (e.g. HICP and GDP deflator) of 2% was
assumed. Expenditure positions have been adjusted accordingly to compensate for the loss of
purchasing power. This built-in 2% price rise is able to bolster an implicit cumulated loss in the MFF
budget’s purchasing power (without NGEU) of EUR 92.9 billion between 2021 and 2027.

In the wake of the COVID-19 pandemic, supply chain disruptions led to a sharp rise in internationally
traded goods which was intensified further by Russia’s invasion of Ukraine. Consequently, not only did
consumer prices soar at unprecedented rates but many other prices did as well. This strong price rise
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incurred stronger losses of purchasing power than those factored in and compensated by the 2%
automatic deflator. In its mid-term review, the Commission estimated an additional loss of EUR 74
billion. A more detailed analysis in the underlying study calculates a total loss of EUR 109.5 billion
instead, with the largest relative losses to be observed in Cluster 10 “Migration”, Cluster 5 “Regional
Development and Cohesion” and Public Administration. The additional funds proposed by the
Commission in its mid-term review would reduce the overall loss by EUR 27.5 billion, while increasing
the purchasing power of some clusters as compared to the original MFF budgeting.

The impact of inflation on the MFF is not limited to EU expenditure but extends through grants and co-
financing activities in the Member States. The recent price increase reduces the purchasing power not
only of MFF expenditures but also of NGEU and of co-financing funds, thus increasing the overall loss
of purchasing power further. However, an estimation of this additional loss goes beyond the scope of
this study.

The strong increase of the GDP deflator can be expected to decrease the volume of the MFF in
percent of GNI until 2027 to 0.96%, which is below the 1.05% of GNI envisaged when agreeing
on the MFF 2021-2027.

EU revenue system

EU revenues in total are not affected by inflation as their overall amount is determined by expenditures
as fixed by the MFF based on a 2% GDP deflator. However, inflation will change the contribution of the
various financing sources to EU revenues, i.e., the structure of EU revenues, and accordingly Member
States’ shares in overall revenues.

Consumer price inflation will increase the shares of the VAT-based own resource, custom duties
based on ad valorem rates, and taxes on EU staff salaries, while the share of the GNI-based own
resource will shrink in a high inflation environment. The share of the plastic own resource will
decrease in any case if the call rate is not adjusted based on the 2% deflator or the actual inflation rate.
The revenues from the remaining elements of “other revenues”, which are independent of inflation,
will not be influenced by higher inflation; but their shares will decrease.

Higher consumer price inflation — as compared to the year before — will increase a Member State’s VAT-
based own resource payments. If it is affected by an above-average rise in inflation, this Member State
will experience arise in its share in VAT-based own resource payments as well.

As an upward shift in the average EU inflation rate will increase total revenues from the VAT-based own
resource, overall revenues from the GNI-based own resource will decrease. Member States with a GDP
deflator above the EU average will see an increase of their shares in the reduced overall GNI-based own
resource revenues, which could eventually result in an increase of their contribution in absolute terms
as well.

An above-EU-average increase of the GDP deflator in one Member State increases the share of this
Member State in overall GNI-based own resource payments and decreases it for other Member States
where GDP deflators are below the EU average.

This mechanism also works when considering the lump sum corrections of GNI-based own resource
payments for several Member States. Whenever the GDP deflator of a Member State eligible for a
rebate is above the EU average, the share of this Member State in GNI-based own resource payments
increases, while the share of all other Member States where GDP deflators are below the EU average is
reduced.

The GNI-based resource is based on a Member State’s national income, with richer countries having to
pay a larger share per capita than poorer ones. This effect is distorted by the following constellations:
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e Due to a stronger increase in consumer price inflation, overall revenues from the VAT-based
own resource are increasing, thus reducing the gap to be closed by the GNI-based own
resource.

e Poorer countries experience above-average consumer price inflation and hence must
contribute a larger share to overall VAT-based own resource payments.

e Poorer countries experience an above average rise in their GDP deflator which increases their
share in overall GNI-based own resource payments.

e Member States which are eligible for a lump sum reduction of their GNI-based own resource
contribution benefit more than in the past year from this rebate if their GDP deflator is below
average because their rebates are adjusted regularly based on the EU average of the GDP
deflator.

This study does not find that poorer Member States have seen their share in the MFF finances
increasing, but it clearly shows that eastern Member States had to pay an extra inflation-induced
contribution to the budget in 2021 and 2022. Their consumer price inflation, as well as their GDP
deflators, were in both years clearly above the EU average, and the EU-wide increase of the consumer
price inflation reduced the amount to be covered by the GNI-based own resource.

Regarding the impact of inflation on the adjusted first basket of new own resources suggested by the
Commission in June 2023, it is plausible to assume that neither the ETS- nor the CBAM-based new own
resource are directly influenced by inflation, whereas revenues from the own resource based on the
corporate sector are likely to follow inflation in the longer run. Therefore, the proposed three new own
resources of the adjusted first basket should be rather resilient to inflationary developments.

The second basket of new own resources originally envisaged in the IIA shall comprise taxes on
financial transactions as well as on the corporate sector. Moreover, further options have recently been
put forward in the academic and policy debate. Some of these new own resource options relate to
bases that directly react to inflation. This concerns financial transactions whose nominal value can be
expected to grow with inflation. Thus, the share of revenues from an own resource based on financial
transactions in overall revenues (which under the current system grow at 2% annually) would increase
for an inflation rate above 2%.

Case study 1: impact of inflation on the Bulgarian National Recovery and Resilience Plan

The case study on the impact of inflation on the Bulgarian National Recovery and Resilience Plan finds
that the overall price of the projects in the Bulgarian National RRP can be expected to increase by an
accumulated 30.9% throughout the years, which amounts to an average annual inflation between 2022
and 2026 of around 5.53%. This is much higher than the 2% annual inflation target embedded in the
MFF and RRF automatic indexation component, which would amount over the five years to an
accumulated inflation of 10.4%.

These inflationary developments will either reduce the real value of the projects envisaged under the
RPP and therefore the volume of deliverables, will make them infeasible to implement, or will
necessitate some upwards adjustments to their funding. The biggest contribution to these increased
costs comes from projects with a high share of activities related to construction, and these projects also
account for a considerable share of the overall RRP volume in comparison to projects less affected by
inflation.

Member States will have to choose between three options when addressing the inflationary challenge.
They can either increase the funding using national, as well as additional EU funding, they can drop
specific projects which have become unrealistic in the timeline of the RRP, or they can reduce the
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quantitative commitments taken in terms of milestones and targets. Inevitably, Member States will
have to make difficult choices balancing these three options, while still achieving the overall goals of
the RRP to contribute to green and digital transition and enhance the resilience and competitiveness
of their economies. According to the case study for Bulgaria, the proposed amendments to the
Bulgarian RRP include both the reduction and the cancellation of certain projects which have become
infeasible.

Case study 2: impact of inflation on a specific partnership agreement and related operational
programme for Spain

The case study on a specific partnership agreement and related operational programme for Spain finds
that, while the Multiregional OP 2014-2020 faced a range of challenges stemming from the recent
inflation-driven cost increases, the most pronounced difficulties were concentrated in construction
and infrastructure projects within priority areas 06 (Preserving and protecting the environment and
promoting resource efficiency) and 07 (Promoting sustainable transport and removing bottlenecks in
key network infrastructures). These challenges led to problems in the construction contracts which
subsequently resulted in delays in project implementation. Some projects had to renegotiate contracts
due to financial pressures. In some cases, contracted firms withdrew from projects due to the
unanticipated rise in energy and construction material prices, leading to contract termination. On other
occasions, there was a lack of tenderers during the procurement processes due to the lack of interest
on the side of construction companies stemming from a low profitability. Reprogramming aimed at
adjusting the fund allocations was needed in the case of priority areas 06 and 07, whichwere
characterised by low absorption rates, especially in the case of regions in transition. A certain number
of projects will be phased out into the next funding period 2021-2027 to avoid their cancellation,
ensure successful completion and maximise the investments.

The impact of inflation on research and innovation (R&l) projects seems to differ from those on other
priority areas within the OP. Indeed, priority area 01 related to R&l did not necessitate significant
reprogramming or fund reallocation. However, inflation might pose unique challenges for innovative
companies, particularly small and medium-sized enterprises, for which the price increases are more
complex to pass on to the final consumer. Furthermore, despite the increased allocation of EU funds to
R&l, inflation might have diminished the real value and purchasing power of this budgetary expansion,
potentially jeopardising R&l funding which relies heavily on EU resources.

Measures adopted at EU level contributing to addressing the inflation-driven challenges include the
possibility of 100% co-financing and the possibility to transfer certain large-scale projects from MFF
2014-2020 to MFF 2021-2027. Making additional funds available to compensate for the increase in
energy and material costs and the possibility of price revisions in public work contracts were among
the measures adopted at national level. Nevertheless, analyses conducted by the Ministry for the
Ecological Transition and the Demographic Challenge suggest that having an additional year for
expense certification could significantly enhance performance, especially in the case of projects within
priority area 06 whereby inclusion of other types of actions in the field of biodiversity or the circular
economy would be difficult as they would entail a change in the programme’s strategy.

Policy options

Based on the assessment of the impact of inflation on MFF expenditures and EU revenues as well as on
the case studies, policy options for mitigating the impact of inflation on the EU budget and on national
programmes are developed. These policy options are informed by desk research and expert interviews
conducted for the two case studies, as well as with a representative of the European Court of Auditors.
They can be summarised as follows:
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Policy options for the implementation of the ongoing MFF 2021-2027

Use of existing margins and various flexibilities. To compensate for inflation-induced
budgetary pressures as well as real losses of pre-allocated funding, margins and various
flexibilities (the Flexibility Instrument, thematic special instruments, other flexibilities) could be
used.

Redeployment of pre-allocated funds across headings. The re-allocation of pre-allocated
funds from clusters where room for “doing more with less” is larger than in others, inter alia due
to their sheer size, would be another option to avoid cuts in smaller expenditure items that
deliver important contributions to European added value and to urgent challenges the EU is
confronted with. Concretely, such a shift could consist of re-allocating funds from the Common
Agricultural Policy (CAP) or cohesion funds to clusters that are particularly important regarding
strategic EU goals but are rather under-funded (e.g. research and innovation or the Connecting
Europe Facility (CEF)).

Increase of selected cluster ceilings based on the actual inflation rate. The ceilings of
clusters with a particularly significant contribution to European added value (e.g. Horizon
Europe or the CEF) or to particularly urgent challenges (e.g. Migration) could be adjusted
according to the relevant inflation rate, while other ceilings would continue to be adjusted by
the 2% deflator.

Establishment of a EURI thematic special instrument over and above cluster ceilings. The
establishment of a EURI special instrument would remove the budgetary pressure caused by
the unexpected increase of interest payments.

Increase of Heading 7 “European administration”. To mitigate the budgetary pressure with
Heading 7 “European administration”, a mixture of expenditure increases and savings could be
envisaged.

Assessment of the impact of high inflation on the EU budget over several years. The
Commission should monitor and assess the impact of high inflation on the EU budget during
the remaining duration of the current EU budget, as a basis to come forward with instruments
and approaches to cope with adverse effects of inflation on the EU budget.

Policy options for the EU revenue system

Reduce the weight of the VAT-based own resource. To mitigate undesirable redistributive
effects of an inflation-induced shift in EU overall revenues across Member States, the weight of
the VAT-based own resource could be reduced by decreasing the current call rate of 0.3% or
by reducing the current cap of 50% of the VAT base.

Accelerate the introduction of the new own resources contained in the adjusted first
basket of new own resources. The revenues from these new own resources could be used to
finance the inflation adjustment of certain MFF clusters, a EURI thematic special instrument,
the (advanced) repayment of EU funding costs, or the increase of the flexibility instruments
without having to raise GNI-based own resource payments.

Automatic inflation adjustment of call rates that are denominated in absolute values. To
avoid the devaluation of revenues from own resources for which call rates are denominated in
absolute values (currently the plastic own resource), the call rates should be inflation-adjusted
regularly.
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Policy options for the implementation of national RRPs

Application of different indexation methodologies.

Permission for contracting ministries or institutions to identify the necessary cost
adjustments themselves. Regarding the national RRP, where projectimplementation is still at
its early phase or has not yet started, the contracting ministries or institutions could be
permitted to identify the necessary cost adjustments themselves.

Funding for indexation through additional national financing from Member States’
budgets.

Funding for indexation through the additional resources from RePowerEU.

In the face of significant delays in the implementation of projects for the RRP, Member
States can and should adjust their national RRPs accordingly and justify if some projects
have become unrealistic timewise or financially for Member States.

Policy options for the implementation of operational programmes

Possibility to transfer certain large-scale projects from one MFF period to another.
Flexibility in reallocation of funds and enabling 100% co-financing rates.
Provision of additional funding to compensate for the increase in energy costs.

Revision of public work contracts.

Policy options to make future EU budgets more resilient to inflation

Replace the current 2% deflator by adequate inflation indicators to adjust EU budget
expenditures to inflation. To avoid losses in purchasing power and budgetary pressures
caused by high inflation, and to preserve the EU’s ability to react to unforeseen developments
requiring additional interventions, MFF ceilings as well as the various flexibility instruments
should be adjusted to actual inflationary developments by using adequate inflation indicators.

Implement additional new own resources. Additional new own resources should be
implemented, preferably new own resources that are associated with steering effects
supporting important EU objectives and whose revenues develop in tandem with inflation.
Where needed and possible, their design should avoid the negative effects of inflation (e.g. by
automatically adjusting call rates denominated in absolute values to inflation).

Adjust call rates denominated in absolute values automatically to inflation. To avoid the
devaluation of revenues from own resources for which call rates are denominated in absolute
values, call rates should be inflation-adjusted automatically.

Implement a special instrument for interest expenditure over and above MFF ceilings. A
permanent special instrument should be established that covers funding costs incurred by EU
borrowing (particularly within NGEU, but also within the envisaged Ukraine facility and other
existing and future EU debt operations).

Envisage a comprehensive review and modernisation of the outdated accounting
framework of the EU budget. A solution that would be more ambitious than the
implementation of additional special instruments (for example a special thematic EURI
instrument covering EU funding costs) and, more generally, reacting in an ad-hoc manner to
upcoming unforeseen challenges and events within a piecemeal approach, is the
comprehensive modernisation of the accounting framework of the EU budget, which could be
integrated in the ongoing efforts to strengthen the performance orientation of the EU budget.
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1 INTRODUCTION

During the past 15 years, the EU has been confronted with multiple crises as well as mounting long-
term challenges. These imply the need to make increasing financial means available for the EU to be
able to cope with short-term crises as well as long-term challenges. However, the Multi-Annual
Financial Framework (MFF) has not kept up with increasing financial needs, but has rather been
decreasing or stagnating, respectively, at about 1% of GNI since the beginning of the 2000s
(Bachtrogler-Unger et al, 2021). The European COVID-19 Recovery Instrument (EURI)
NextGenerationEU (NGEU) therefore represents a much-needed addition to the regular MFF 2021-
2027, increasing the overall EU budget’s firepower to 1.7% of GNI for the current MFF period. This
firepower, however, is increasingly being eroded by the extraordinarily high inflation rates
affecting all EU Member States, albeit to a different extent, since autumn 2021.

The allocations within the ongoing MFF as well as NGEU are immediately affected by inflation as the
allocations foreseen are losing in real value with yearly upward adjustments limited to 2% (Padilla
Olivares, 2022), which is markedly below the recent and current inflation rates and that expected for
the next year. At the same time, the high inflation environment is putting strain on the EU budget also
from another angle. With monetary policy increasingly pursuing a restrictive path to bring down high
inflation, interest rates, which have been close to zero at the time of adopting NGEU (which is financed
by common EU debt), have been on the rise recently. Thus, expenditures for servicing NGEU debt for
loans taken in all years after 2020 will considerably exceed those projected originally, raising the
question how to accommodate the resulting need for additional financial means (European Parliament,
2023a3; Claeys et al., 2023). Not least, the impact of inflation on the EU budget includes several effects
on the EU own resource system, as various revenue sources depend on nominal values and hence
indirectly on inflation.

Regarding the objectives, this research study aims to provide a granular assessment regarding the
impacts of inflation as of 2021 on the MFF and on the EU budget, including EURI funded NGEU
programmes. The study has two main objectives:

e First, the study explores the impact of inflation on the various elements of the EU budget (the
ongoing MFF, NGEU, and the system of own resources) on an aggregate level as well as
differentiated across Member States and MFF programmes.

e Second, the study identifies policy options to cushion off adverse effects of inflation in the
implementation of the ongoing MFF and NGEU, also with a view to the upcoming MFF mid-
term review, as well as policy options for preventive measures to be considered in the post-
2027 MFF and the related EU programmes as well as in the EU revenue system.

The EU budget has evolved into a relatively complex structure over the past decades. Its core consists
of the MFF, which comprises EUR 1,074.5 billion (at 2018 prices) over the period 2021 to 2027. Another
EUR 750 billion (at 2018 prices) stem from NGEU, the temporary crisis facility established in 2020 to
support Member States’ recovery after the COVID-19 crisis by providing grants (EUR 390 billion) and
loans (EUR 360 billion) to Member States between 2021 and 2026. In addition, a plethora of instruments
and mechanisms has been implemented during the last decades to result in the so-called “galaxy” of
the EU budget (see Figure 1).
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Figure 1: The Galaxy of the EU Budget
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The focus of part 1 of the study which is covered in this report are inflation impacts affecting the
ongoing implementation of the current MFF 2021-2027 and the EU revenue system, on an aggregate
level. In a first step, the relevant inflation impacts and the channels via which they take effect are
presented and analysed in a detailed and comprehensive way for the various areas of the EU budget.
In a second step, policy options to mitigate these effects regarding the ongoing MFF and NGEU
implementation and with a view to the upcoming MFF mid-term revision are mapped and discussed.

Thus, including this introduction (Chapter 1), the first part of the study consists of five chapters. Chapter
2 describes the recent inflationary developments in the EU. Chapter 3 identifies the elements of the EU
budget affected by inflation as well as the channels through which they are influenced on an aggregate
level. Hereby, we focus on the ongoing MFF and the EU revenue system. In chapter 4, two case studies
are elaborated to illustrate the impact of inflation on specific EU budget programmes. Chapter 5
presents options for mitigating the impact of inflation on the EU budget. Hereby the focus will first be
on measures related to the ongoing implementation of the MFF 2021-2027 that could be relevant with
regard to the upcoming MFF mid-term revision. Furthermore, policy options beyond the MFF
Regulation are discussed.
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2 INFLATIONARY DEVELOPMENTS IN THE EU

In this chapter, the trend of the inflation rates within the EU - as measured by the Harmonised Indices
of Consumer Prices (HICP) — is tracked, including inflation dispersion over the Member States.
Regarding the methodological approach, this part of the study follows Baumgartner et al. (2022). The
data used in that study has been updated and its scope extended from the Euro Area countries to the
whole EU as depicted in Figures 2 to 6.

2.1 Recent trend of inflation rates in the EU

In 2021, Europe experienced an unprecedented sharp rise in inflation, driven by soaring energy prices,
which rebounded from their low levels during the COVID-19 pandemic demand slump. During the
lockdowns set to prevent the spread of the virus, private households shifted their demand structure
from services to goods. This consequently stressed supply chains and added price pressure of energy
and other commodities. In 2022, energy prices got further impetus from the invasion of Russia into

Ukraine. The HICP’s energy component experienced year-on-year price increases of around 40% for
many months.

The rise in energy prices was passed on to other demand components with some time lags. Consumer
price inflation in the EU peaked in October 2022 at a rate of 11.5%. The overall index, excluding energy
and unprocessed food (i. e. core inflation), peaked somewhat later at the beginning of 2023, at a time
when energy prices already started to lose momentum.

Figure 2: Inflation rates in the European Union and EU Member States
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Although price pressures originated from international energy prices and supply chain
disruptions, not all EU Member States saw their consumer prices increasing at similar rates.
Especially EU countries located to the Eastern border, such as the Baltic States and Hungary,
experienced very high HICP increases of around 20% toward the turn of the year 2022/2023.

The reasons for increasing differences in consumer price development between Member States not
only included some countries' proximity to Russia, but also large differences in economic policy
measures implemented for counteracting or alleviating adverse effects of inflation. Nearly all Member
States implemented price caps for certain consumer products to a different extent.! Especially the
prices for energy products as included in the HICP developed differently as given in Figure 2. The
difference in energy price rises between countries exceeded 20 percentage points in 2022.

2.2 Evaluation of inflationary pressures

To evaluate the relative effect of the current inflation shock in a historical context, a comparison is
drawn with historical inflation developments in the EU and EU Member States in the previous budget
periods MFF 2007-2013 and MFF 2014-2020. Both the average inflation rates and the dispersion of
inflation across Member States are discussed in order to assess differences across Member States and
the distributional effects of inflation.

Looking at the overall HICP index, one can clearly see that the inflation rates observed in the past two
years have been abnormal in any historical comparison for EU inflation. Average EU inflation prior to
the current bout of inflation was the highest at 4.3% in August 2008, whereas it reached its most

' See Baumgartner et al. (2022).
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recent peak in October 2022 at 11.5% (Figure 3). The high inflation environment in the last two
years has also led to the biggest dispersion of inflation rates observed in the last 20 years. While
the standard deviation of HICP inflation stood the highest at 3.7% in May 2008, it reached a new height
at 5.3%in January 2023 (Figure 4). This points to the fact that the starkrise in international energy prices
had a heterogeneous effect on Member States’ inflation rates. Differences in inflation rates mean that
the loss of purchasing power of consumers varies between member states unless governments
alleviate adverse effects by monetary transfers. Furthermore, a high standard deviation of inflation
rates over euro area Member States makes it more difficult for monetary policy to achieve the goal of
inflation moderation with a uniform key interest rate. Also, Member States’ shares in financing the EU’s
budget are changing, as it will be demonstrated later on.

Figure 3: European Union, HICP inflation, annual rate of change
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Figure 4: European Union, HICP inflation, standard deviation over all EU Member States
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Source: Eurostat, Macrobond.

Comparing inflation rates between the different programming periods of the MFF clearly shows the
severity of the problem of inflation in the current programming period in comparison to the previous
ones. The accumulated inflation across the EU for the MFF 2007-2013 period was 17.0%, while
the accumulated inflation across the EU for the MFF 2014-2020 period amounted to a mere
6.5%. In comparison, for the first 2.5 years of the current MFF 2021-2027 the accumulated
inflation in the EU is already at 23.7% (Figure 5). Similarly, when looking at average inflation over the
years of each of the periods, average inflation for 2007-2013 amounted to 2.4%, for 2014-2020 it
reached 0.9%, while for the ongoing MFF period inflation has been 7.9% per year on average (Figure
6). All of this points to the exceptional pattern of the current inflation bout in comparison to previous

EU budget periods.
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Figure 5: Accumulated HICP inflation over the MFF periods

mAllitems
&0 1 mEnergy

m Onverall Index Excluding Energy & Unprocessed Food 0.0
504 m Ohverall Index Excluding Energy, Food, Alcchad & Tobacoo

405 m NonEnergy Indusirial Goods

In percent

-6.8
2007 -2013 2014 -2020 2021 -2023

Source: Eurostat, Macrobond. - Data for the period 2021-2023 until June 2023.

Figure 6: Average yearly HICP inflation over the MFF periods
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3 IMPACT OF INFLATION ON THE ONGOING MFF

This chapter identifies the elements of the EU budget affected by inflation as well as the channels
through which they are influenced on a granular level. Hereby, we focus on the ongoing MFF and the
EU revenue system.

3.1 MFF expenditures

Within the MFF, expenditure positions are agreed on the price level of a certain base year (2018 for the
ongoing MFF) and a constant deflator of 2% is applied during subsequent years. Hence, their absolute
amount is fixed and not affected by possibly changing inflation rates in future years. Due to the price
hikes following the supply chain pressures in the wake of the COVID-19 pandemic and the Russian
invasion into Ukraine, prices have grown considerably stronger than expected at the end of 2020 when
the MFF was agreed on. The HIPC has grown by 9.2% in 2022 alone, and an inflation rate close to 7%
seems plausible for 2023. As the GDP deflator, which only measures price increases for domestic
production, typically shows some delayed co-movement, this index also increased. While it was at 2.4%
in 2021 it increased by 5.1% in 2022. The national accounts statistics for the first half of 2023 show a
further increase by 6.5%. This GDP deflator forms the basis for the price adjustment of GNI used for
determining GNI-based own resources.

The envisaged MFF volume of 1.05% of EU GNI gets distorted by unexpected price increases beyond
the assumption of 2%. An accumulated price rise of 2% per year corresponds to an increase of almost
15% by the end of 2027. Based on the rise of the GDP deflator until the mid of 2023 and a realistic
assumption of a gradual further decrease? an accumulated price increase of almost 26% in 2027
can be expected. This means that only from the increase of the GDP deflator, total MFF
expenditures do not reach the envisaged 1.05% but only 0.96% of EU GNI in 2027.2

To identify the size of the negative impact of inflation on the purchasing power of the MFF, a more
realistic price adjustment of expenditures is proposed here. Instead of assuming a general increase of
the deflator of 2%, more appropriate deflators are applied. These deflators take into account the most
recent price developments* and are extended by a plausible forecast over the current MFF period.

It needs to be pointed out that the current flexibility with respect to the precise use of the funds within
the various headings makes such assumptions difficult and components may vary over the years.
Nevertheless, it can be expected that this more detailed price adjustment is superior to a uniform
application of a CPI development to all types of expenditures.

Where available, the Commission’s Summer 2023 economic forecast is used for estimating the price
increases for 2024 with adjustments to the published figures for 2023 to consider the realisations
already observed until August 2023. This leads to a higher HICP forecast for 2023 of 6.9% instead of
6.5% as recently forecast by the Commission, which was due to the resurge of oil prices in August and
the first half of September. For the years beyond 2024, as no other forecast based on country details
was available, the forecasts of price changes of the Oxford Economic model were applied.

The various deflators and their price changes between 2021 and 2027 are presented in Table 1.

2021:2.4%, 2022: 5.1%, 2023: 6.5%, 2024: 3.2%, 2025: 2.3%, 2026: 2% and 2027: 2%.
0.0105*1.15/1.26=0,0096
The cut-off date for price developments is 20 September 2023. It therefore includes Eurostat's latest CPI release for August 2023.

[ I N RN

The model's results were also used for the evolution of other price indexes as given in Table 1.
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Table 1: Annual rate of change of prices and deflators

2021 2022 2023 2024 2025 2026 2027

Annual rate of change in percent

EU HICP all items 29 9.2 6.9 3.2 2.3 2.0 2.0
EU wages 0.7 29 9.2 6.9 3.2 2.3 2.0
EU construction 6.0 10.9 6.2 3.2 2.8 2.5 25
EU machinery ' 1.9 5.0 3.8 2.0 0.8 0.8 0.8
Belgium HICP 3.2 103 3.4 35 25 20 20
all items
Belgium
HICP energy 224 57.9 -21.6 -1.6 -3.7 -1.5 0.7

Source: Eurostat, European Commission, Oxford Economics and own calculations. — ' EU Machinery is the EU 27 residual of
National Accounts gross fixed capital formation excluding construction. It is used here for deflating expenditure on machinery
investment.

The EU 27 HICP is the harmonised consumer price index for the whole EU. It can be used to deflate
payments supporting the income of individuals such as income subsidies to farmers or refugees.
Furthermore, it can be assumed that wages will follow its development with a lag of approximately one
year.

The EU 27 HICP Energy is the energy component as included in the consumer price index. The EU 27
Construction is the national accounts deflator for construction investment, and the EU 27 rest of GFCF
(gross fixed capital formation) is the part of national accounts gross fixed capital formation excluding
construction. It will be used for deflating expenditure on machinery investment.

These various price growth rates are weighted together according to the structure of the MFF
expenditure, broken down by the MFF clusters (see Table 23). Therefore, it is more granular than the
Commission’s approach. As neither for the given clusters nor for the projects they include data about
the shares of expenditure on wages, construction investment, machinery investment and residual
positions could be retrieved, assumptions concerning their respective shares based on the description
of projects were made instead®.

3.1.1  Single Market, Innovation and Digital

Cluster 1 - Research and Innovation

This cluster covers mostly expenditure of Horizon Europe, the Euratom Research and Training Program
and the International Thermonuclear Experimental Reactor, with Horizon Europe having a share of
90%. Horizon Europe funds different types of collaborative projects including, for example: Research
and innovation action (RIA) that establishes new knowledge or explores a new or improved technology,
product, process, service or solution. It is assumed that 20% of this expenditure are allocated to
construction activities, 40% on machinery investment and the remaining 40% on wages.

Cluster 2 - European Strategic Investments

The funds InvestEU Fund and Connecting Europe Facility (CEF) — for transport, energy and digital
account for around 80% of the expenditure of cluster 2. These funds are complemented by guarantees

6 The second part of the study will shed more light on the structure of expenditures in selected important spending areas.
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aiming at to the promotion of investment in EU policy priority areas, including the green and digital
transitions, research and innovation, the European health sector, strategic technologies, and projects
of common European interest. It is assumed that 45% each of these expenditures can be deflated by
the construction index and the machinery prices, respectively. The remaining part should be deflated
by a wage index, which is supposed to move along with (a one-year lag of) the total HICP development.

Cluster 3 - Single Market

This cluster has a rather small share of less than 1% in the total MFF volume as respective investment
activities are covered under the InvestEU title. Nearly half of the budget is spent on food safety
activities. It can be assumed that 80% of this budget go into wages and the rest into machinery
investment.

Cluster 4 - Space

This cluster addresses the targets of EU space policy, satellite technology and innovation, and
communication services. It is assumed that 70% of the expenditures under this title are dedicated to
machinery investment and another 30% to wages.

3.1.2 Cohesion, Resilience and Values

Cluster 5 - Regional Development and Cohesion

This cluster covers the largest share in the overall MFF volume at almost 25%. It comprises the structural
funds European Fund for Regional Development (ERDF) and the Cohesion Fund (CF). As their target is
fostering growth and employment in those regions whose development is lagging behind,
expenditure is concentrated on investment activities. Both funds provide support to a transition
towards a more competitive and smarter Europe (Policy Objective - PO 1), as well as greener, low-
carbon transitioning towards a net zero carbon economy and resilient Europe (PO2). Their typical type
of expenditure is concentrated on investment in construction activities and partly in machinery, with
only a minor share in wages. We assume their respective shares at 60% for construction, 30% for
machinery, and 10% for wages.

Cluster 6 — Recovery and Resilience

Around 97% of the pre-allocated funds for the RRF are distributed via NGEU. Here, only the part of
Cluster 6 which is included in the MFF is considered. This is mainly the amount envisaged for financing
and repayment of the NGEU debt, which has a share of 70% of overall expenditure in this cluster. As
the NGEU is a new initiative, the costs in cluster 6 concern interest payments and not repayments of
funds. Depending on the projects submitted by Member States the EU will take loans on financial
markets every year. The costs as included in Cluster 6 should cover the corresponding interest
payments.

The MFF is based on assumed interest rates between 0.55% and 1.55% over the period 2021 -2027
(Claeys et al., 2023), which shall serve as our low inflation scenario. For our medium (more realistic)
scenario, we build our forecast along the authors’ baseline scenario which instead of accumulated costs
of EUR 12.9 billion in the MFF yields EUR 50 billion, with EUR 9.9 billion in 2027. In our high inflation
(and interest) scenario, we assume an interest rate of 0.1 percentage points higher for 2023 and 0.2 to
0.3 percentage points higher in the following years (Table 2).”

7 For a detailed discussion of the increase in NGEU borrowing costs and possible policy proposals to address it, see Annex |.

24 PE 756.629



The impacts of recent inflation developments on the EU finances

Table 2: Assumed evolution of interest rates for EU borrowing, 2021-2027

Interest rates
(yields) % 2021 2022 2023 2024 2025 2026 2027

Low inflation

scenario 0.55 0.55 0.75 0.95 1.15 1.35 1.55
Medium inflation

scenario 0.30 2.00 3.20 3.50 3.00 2.80 2.50
High inflation

scenario 0.30 2.00 3.30 3.70 3.30 3.00 2.80

Source: Own calculations.

However, debt service could be lower if it is assumed that not all RRF funds are called by national
governments. In this case, the EU borrowing on markets could be lower, resulting in lower financial
costs over the MFF period.

With the increase in the costs of finance, the share of this item in the total expenditure of Cluster 6 will
rise from 70% to 90%. The remaining 10% are assumed to be spent in equal parts on wages and
machinery investment. The financing costs for NGEU do not experience a loss of purchasing power, as
these funds are cost increases and not purchases. Hence, they are assigned with a 0% price rise
resulting of the weights not adding up to 1 but just 0.1.

Cluster 7 - Investing in People, Social Cohesion and Values

Expenditures of this cluster (almost 11% of the total MFF volume) are assumed to be concentrated on
wages and mobility support. By far the largest component of this cluster is the European Social Fund
(ESF), followed by the Erasmus+ initiative which targets education, youth, and sports. Therefore, we
deflate this in half by total HICP price increases and by wage increases, which are linked to HICP
increases of the preceding year.

3.1.3 Natural Resources and Environment

Cluster 8 — Agriculture and Maritime Policy

Within this cluster, the European Agricultural Guarantee Fund (EAGF) and the European Agricultural Fund
for Rural Development (EAFRD) are the largest budgetary items, covering around 95% of the funds
allocated to this cluster. The EAGF is more than three times larger than the EAFRD and its funds are
nearly exclusively reserved to provide income support for the agricultural sector. Therefore, we deflate
70% of the funds with the HICP and the rest, which is mainly dedicated to investment purposes, with
the deflators for machinery and construction (15% each).

Cluster 9 - Environment and Climate Action

This cluster is a relatively small one, as the related targets are addressed by investment programmes
included in various other MFF clusters. Around 70% of the budget flows into the Programme for
Environment and Climate Action (LIFE), which supports demonstration, best practice, coordination and
support actions, capacity building, and governance projects.

This includes large-scale Strategic Integrated Projects and Strategic Nature Projects, which support the
implementation of environmental and climate plans, as well as programmes and strategies developed
at regional, multi-regional or national level.

It is assumed that 60% of the budget can be deflated by wage increases (HICP), and 20% each by
construction and machinery prices.
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3.1.4 Migration and Border Management

Cluster 10 - Migration

Over the whole MFF period, nearly 90% of the budget planned under this cluster is covered by the
Asylum, Migration and Integration Fund. The invasion of Russia into Ukraine aggravated the budgetary
stress on this fund. Expenditure under this cluster is largely on items similar to those covered by the
HICP (we assume 60%). Furthermore, integration measures are usually labour intensive, so around 30%
are assumed for wages which follow HICP increases with a delay of one year.

Cluster 11 - Border Management

This cluster is of a similar size as Cluster 10. Border control is mostly labour intensive with some
investment into technical terminals and observation investment. We assume that 70% of the overall
budget are spent on personnel, 20% on technical equipment, and 10% on construction.

3.1.5 Security and Defence

Cluster 12 - Security

This cluster covers expenditure on internal security issues as well as the decommissioning of nuclear
facilities and the management of radioactive waste. It is reasonable to assume that half of the budget
is spent on wages and the rest in equal shares on construction and machinery investment.

Cluster 13 - Defence

Like cluster 12, defence is a relatively small budgetary item with a share of less than 0.2% of the total
MFF. Again, it is assumed that half of its expenditures are spent on construction and half on machinery
investment.

3.1.6 Neighbourhood and the World

Cluster 14 - External Action

This cluster consists mainly of the Neighbourhood, Development and International Cooperation
Instrument (NDICI) (66%) and Humanitarian Aid (HUMA) (28%). Expenditure is expected to be mainly of
consumption type (60%), while wages for personnel (20%) as well as construction (10%) and machinery
purchases (10%) should play a minor role only.

Cluster 15 - Pre-Accession Assistance

Expenditure under this cluster is determined for supporting administration in accession countries. It is
plausible to assume that these funds are mainly used for staff and some investment in technical
equipment. Therefore, the weight for the deflator wage increases is assumed to be 60% and 40% of
machinery investment.

3.1.7 European Public Administration

This heading covers expenditure of the EU institutions on wages and materials. We assume that 70%
of this budget are used for wages and are therefore deflated by wage increases, 15% by machinery,
10% by construction prices and 5% energy expenditure as included in the Belgian HICP. EU Regulation
No. 31 (EWG) 11 (EAG) stipulates that wages must be adjusted according to the Belgian and
Luxembourgian HICP inflation rate observed between June of the current and the preceding year. Here
we apply only the annual HICP of Belgium with the delay of one year, as the difference to the
Luxembourgian HICP should not be substantial and the envelope for the European Public
Administration accounts for less than 7% of the total budget.
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Table 3 provides an overview of the assumed weights applied to various price series by cluster.
Different prices are applied for each cluster to better reflect the structure of the MFF expenditure items.
A more detailed level of budget items than clusters only reveals the names of the funds for which the
money is earmarked but not if it is used for investment purposes of construction or machinery or the
payment of wages. Therefore, we had to make assumptions concerning the most plausible
composition regarding spending purposes within clusters. Even though this constitutes an arbitrary
process, the assumptions are more plausible than using the HICP as a general deflator for all clusters.

It is worth mentioning that for Cluster 6, which includes mainly debt servicing payments, the weights
do not sum up to 1 as usual, but a 5% weight is applied for wages and machinery each. The other 90%
covering the debt service payments have no price change which drives down the total price change of
this cluster.

Table 3: Weights for price series according to MFF budget clusters

Cluster -

EU HICP
All Items

EU Wages 40 10 80 30 5 10 50 60 40 70 50 20 60 20

EU
Construction

EU Machinery' 40 45 20 70 5 30 15 20 20 25 50 10 40 15 10

50 70 . 70 . . . 60 . . 70

20 45 60 15 20 10 25 50 10 10

Belgium HICP . . N e . A A . A 70

Belgium
HICP Energy

Source: Own calculations. - ' EU Machinery is the EU 27 residual of National Accounts gross fixed capital formation excluding
construction. It is used here for deflating expenditure on machinery investment.

To show the sensitivity of the results of the inflation adjustment procedure, we compile three different
inflation scenarios. The first one is a low-inflation scenario which (as the MFF nominal adjustment)
assumes a price increase over all clusters of 2% per year.

Our medium-inflation scenario is based on the more realistic inflation scenarios as given in Table 1
combined with the weights of Table 3, differentiated by clusters. The high-inflation scenario is the
identical to the medium-inflation scenario, however, all price increases are augmented by 1% for 2024
and 2% for the ensuing years.

PE 756.629 27



IPOL | Policy Department for Budgetary Affairs

Figure 7: Loss per year
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Source: Own calculations, European Commission.

The low-inflation scenario with an annual price increase of 2% shows a cumulated loss of purchasing
power after 7 years (in 2027) of EUR 92.9 billion, which means a reduction of the purchasing power of
7.7%8 of the total budget summed over all the years without inflation.

The medium-inflation scenario during the years 2021 — 2023 shows higher price changes than the low-
inflation scenario. Towards the end of the MFF period, however, the deflators for several subheadings
fall below 2%. But as the price level increases at a much larger extent in the starting period, a substantial
overall loss of purchasing power emerges. This loss at EUR 202.4 billion is higher by EUR 109.5 billion
compared to the low-inflation scenario as factored in and compensated by the automatic 2% deflator
in the MFF. It also surpasses the additional loss due to the inflation hike of EUR 74 billion as published
by the Commission in June 2023 (European Commission, 2023a), which is marked as a black line in
2027 in Figure 8.

8 Theloss in 2027 - after 7 years with a 2% inflation rate — alone equals a reduction of purchasing power of 13.2% which is calculated as (1-
0.02)7-1.
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Figure 8: Cumulated loss
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Source: Own calculations, European Commission.

In the high-inflation scenario, where 2024 price increases were augmented by a further 1 percentage
point in 2024 and 2 percentage points in the years until 2027, the loss rises to EUR 224.5 billion. This is
EUR 131.6 billion higher than in the low inflation scenario and EUR 22.0 billion higher than in the
medium-inflation scenario.

As a result, the more realistic medium-inflation scenario shows an additional loss on top of the
amounts already factored in and compensated by the 2% deflator in the low-inflation scenario
(as included in the MFF) of nearly EUR 109.5 billion. This loss is higher than the EUR 74 billion
recently expected by the Commission (European Commission, 2023a), where expenditures are
not inflated by the HICP but by assumptions on the future development of the GDP deflator.’

When observing the cumulated losses for detailed headings and clusters, remarkable differences in the
loss of purchasing powers across Clusters can be observed. The smallest relative loss is incurred in
Cluster 6 where the RRF is included. As the by far largest part of expenditure is used for servicing the
debts of the NGEU fund, only a small part is spent on items which are affected by a loss of purchasing
power due to a higher inflation rate.

The largest relative losses can be observed in those clusters which are deflated either by the HICP itself
or wage increases closely related to them with some delay. These are Cluster 5 “Regional Development
and Cohesion”, Cluster 10 Migration and Border Management, and Heading 7 European Public
Administration.

9 See European Commission (2023a) footnote 36.
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Table 4: Inflation induced losses in the MFF according to clusters (medium-inflation scenario)

1. Single Market, Innovation and Digital 148,455 -10,092 -6.8%
1. Research and Innovation 93,721 -6,395 -6.8%

2. European Strategic Investments 32,977 -2,669 -8.1%

3. Single Market 6,604 -420 -6.4%

4. Space 15,153 -608 -4.0%

2. Cohesion, Resilience and Values 426,389 -39,426 -9.2%
5. Regional Development and Cohesion 274,265 -27,752 -10.1%

6. Recovery and Resilience 21,397 -49 -0.2%

7. Investing in People, Social Cohesion and Values 130,727 -11,625 -8.9%

3. Natural Resources and Environment 400,703 -38,203 -9.5%
8. Agriculture and Maritime Policy 386,221 -37,071 -9.6%

9. Environment and Climate Action 14,482 -1,132 -7.8%
4. Migration and Border Management 25,473 -2,374 -9.3%
10. Migration 11,105 -1,278 -11.5%
11. Border Management 14,368 -1,095 -7.6%

5. Security and Defence 14,240 -1,197 -8.4%
12. Security 4,597 -371 -8.1%
13. Defence 9,643 -826 -8.6%

6. Neighbourhood and the World 109,915 -9,438 -8.6%
14. External Action 95,751 -8,668 -9.1%
15. Pre-accession assistance 14,164 -770 -5.4%

7. European Public Administration 82,474 -8,776 -10.6%
TOTAL 1,207,649 -109,507 -9.1%

Source: Own calculations, Council of the European Union:
https://www.consilium.europa.eu/media/47567/mff-2021-2027 rev.pdf.

As already mentioned, some items included in MFF clusters are not (directly) subjected to a loss in
purchasing power. This is foremost the servicing of debts of the NGEU fund as included in Cluster 6.
This kind of expenditure is not subjected to a loss of purchasing power but requires increased spending
due to the changed situation on financial markets.

A further item experiencing indirectly a loss in purchasing power is heading 7 European administration,
the largest part of which is used to settle the wages of staff employed in the European institutions. It is
included in Table 4 because the equivalent sum of money can only cover a reduced staffing cost or
savings in other administrative expenditure have to be made.

If the scope is not limited to losses to the MFF budget, but to the whole impact of the reduction in
purchasing power, losses will be bigger. First of all, the loss of purchasing power of NGEU is not
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included in this amount'®. Second, the co-financing means, which have to be provided by the Member
States, as well as the means covered by grants are also affected by a loss in purchasing power. Insofar,
the total loss figure given here marks the lower boundary.

In its mid-term review of the MFF (European Commission, 2023a), the Commission proposed an
increase of funds for various headings for the remaining time span from 2024 to 2027. As these
proposed top-ups are given in 2018 prices, we inflate them to current prices as depicted in the lower
panel of Table 5.

If we compare Table 6 with the proposed increases as shown in Table 5, we still observe an overall loss
of purchasing power. However, the top-ups proposed by the Commission would decrease the
inflation-induced loss of purchasing power from EUR 109.5 billion to EUR 82,0 billion. This
corresponds to a reduction of the loss in purchasing power due to the higher inflation from 9.1%
to 6.8%.

Table 5: Top-ups proposed in the Commission MFF midterm review in 2018 and current prices

Commission mid-term review proposal 2018 prices in EUR million -
I I R I R
1. Single Market, Innovation and Digital 3,020
2. Cohesion, Resilience and Values 0 0 0 0 0
3. Natural Resources and Environment 1,110 1,088 1,067 1,046 4,311
4. Migration and Border Management 0 264 464 965 1,693
5. Security and Defence 333 327 320 313 1,293
6. Neighbourhood and the World 2,331 2,286 2,241 2,198 9,056
7. European Public Administration 132 333 556 600 1,621
TOTAL 4,683 5,060 5,396 5,855 20,994
T e |
I I I R T
1. Single Market, Innovation and Digital 3,946
2. Cohesion, Resilience and Values 0 0 0 0 0
3. Natural Resources and Environment 1,405 1,409 1,409 1,409 5,632
4. Migration and Border Management 0 342 613 1,300 2,255
5. Security and Defence 422 423 423 422 1,689
6. Neighbourhood and the World 2,951 2,960 2,960 2,961 11,832
7. European Public Administration 167 431 734 808 2,141
TOTAL 5,928 6,552 7,127 7,888 27,495

Source: Own calculations, European Commission.

19 A more detailed analysis will be provided in part 2 of the study.

" This time we did not break it down by clusters, but the HICP rates as included in Table 1 have been used, extended by the years 2019 and
2020 of the realised HICP increases for the total EU of 1.4% and 0.7%, respectively.
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Table 6: Comparison of inflation-induced losses before and after MFF top-ups proposed in
the Commission MFF midterm review

INCrease

In.E'UR In % In'E.UR In'E.UR In %
million million million

1. Single Market, Innovation and Digital -10,092 -6.8% 3,946 -6,147 -4.1%
2. Cohesion, Resilience and Values -39,426 -9.2% 0 -39,426 -9.2%
3. Natural Resources and Environment -38,203 -9.5% 5,632 -32,571 -8.1%
4. Migration and Border Management -2,374 -9.3% 2,255 -119 -0.5%
5. Security and Defence -1,197 -8.4% 1,689 492 3.5%
6. Neighbourhood and the World -9,438 -8.6% 11,832 2,394 2.2%
7. European Public Administration -8,776 -10.6% 2,141 -6,635 -8.0%
TOTAL -109,507 -9.1% 27,495 -82,012 -6.8%

Source: Own calculations.

While the increases proposed by the Commission concern all budget headings except Heading 2
“Cohesion, Resilience and Values”, according to the proposal some of them would experience a
substantial expansion of funds. “Migration and Border Management” would experience only a slight
loss in purchasing power of 0.5%. “Security and Defence” and “Neighbourhood and the World” would
even gain an increase of funds in real terms.

Conclusions

An inflation rate above the 2% assumed in the ongoing MFF reduces the real volume and impact of
pre-allocated funds via reducing their purchasing power. While this does not cause budgetary
pressures, the affected funds cannot reach the envisaged objectives in full (European Court of
Auditors, 2023). In contrast, budgetary constraints arise under cluster 15 European Administration,
as rising wages, pension payments, and non-personnel expenses (e.g., for energy, rents, etc.) cannot
be covered by the amounts budgeted and therefore either require additional funds or a reduction
in the respective quantities (e.g., number of staff, amount of energy purchased or spatial needs of
European institutions). Budgetary pressures also result from considerably higher than expected
interest payments related to EU debt taken up to finance NGEU under cluster 6 in heading 2.
Keeping heading 2 ceilings constant would result in the need to cut important spending
programmes like Erasmus+ or EU4Health (Claeys et al., 2023). In addition, inflation above 2% reduces
the purchasing power of the flexibility provisions, i.e., the unallocated margins, the thematic special
instruments, and the Flexibility Instrument, thus eroding the capacity of the MFF to react to unexpected
developments (European Court of Auditors, 2023).

The medium-inflation scenario shows an additional loss on top of the 2% loss already factored in and
compensated by the 2% automatic deflator in the MFF (low-inflation scenario) on which the ongoing
MFF is based of nearly EUR 109.5 billion. This loss is considerably higher than the EUR 74 billion
as recently estimated by the Commission (European Commission, 2023a).

The budget increases proposed by the Commission in its mid-term review would cushion the
overall loss in purchasing power due to the strong price increase from EUR 109.5 billion to around
EUR 80 billion. Some headings (“Security and Defence”, “Neighbourhood and the World”) would even

32 PE 756.629



The impacts of recent inflation developments on the EU finances

experience an increase in real terms. Within the heading “Migration and Border Management” the
loss would be compensated by the proposed additional funds.

Extending the analysis to the whole impact of inflation on the EU budget’s purchasing power would
yield even larger losses. First of all, the loss of purchasing power of NGEU is not included in this number.
Second, the co-financing means which need to be provided by the Member States, as well as the means
covered by grants are also affected by a loss in purchasing power. Insofar, the total loss figure
estimated here marks the lower boundary.

The strong increase of the GDP deflator can be expected to decrease the volume of the MFF in
percent of GNI until 2027 to 0.96%, which is below the 1.05% of GNI envisaged when agreeing on
the MFF 2021-2027.

3.2 Impact of inflation on the EU revenue system

Concerning the EU revenue system, inflation can be relevant in two ways. Firstly, it can have varying
impacts on the growth of different revenue categories that fund MFF expenditures and the allocation
of the financial responsibilities among Member States. Secondly, it is of interest if and to what extent
the new own resources to be implemented to finance NGEU debt repayment and to replace a part of
GNI-based own resources may be affected by inflation. Both aspects are explored in this section.

The impact of inflation on the structure of EU revenues is analysed through quantitative simulations
for different scenarios, while potential effects on the envisaged new own resources are assessed
qualitatively. We also briefly review other proposals for new own resources with a view to their
responsiveness to inflation.

3.2.1 Impact of inflation on the current EU revenue system

The EU revenue system is based on several financing sources.’> On average over the last few years,
more than 90% of EU revenues consist of own resources (i.e., traditional own resources, the VAT-based
own resource, the GNI-based own resource, and the Plastics Own Resource). The remaining revenues
stem from other revenue and the balance carried over from the previous year. As grants and loans
provided to Member States through NGEU are financed through EU debt, which also constitute other
revenue of the EU, this position has been growing considerably since 2021 and somewhat distorts a
long-term comparison of the weights of the different revenue sources. Therefore, the overall structure
of EU revenues is illustrated in two figures below: Figure 10 displays the long-term development of EU
revenues excluding and Figure 11 including other revenue.

Several of the EU’s revenue sources are susceptible to inflation, which affects individual revenue
sources through various channels that are briefly explained in what follows.'* Generally, it is necessary
to note that EU overall revenue growth is limited to 2% per year, as their overall volume is determined
by overall MFF appropriations that are inflation-adjusted by 2% annually.

Traditional own resources comprise custom duties levied at the EU’s external border.™ They have
been continuously losing in importance over time and make up for 16.6% of overall revenues (nearly
EUR 26 billion) (10.5% of overall revenues including other revenue) in 2022. Duties are sometimes

2 See Schwarcz (2021, 2023) and D’Alfonso (2021) for brief overviews, on which this section is based.
13 See for details of the design of the various EU revenues the latest Own Resource Decision (ORD) (European Commission, 2020).

4 With the end of the sugar quota system in the marketing year 2016/17, the sugar production tax and the surplus levy no longer apply as
of 2018. Member States collecting these traditional own resources may keep 25% of revenues to cover their collection costs and to
provide incentives for diligent collection of these duties.
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linked to quantities imported into the EU (specific rates). In these rare cases, price increases of such
products do not affect the nominal revenues from this source.” The majority of custom duties,
however, are levied at ad valorem rates (i.e., as a percentage of the nominal value of imported goods).
In this case, inflation impacts custom duties through increased import prices, and revenues grow as
well. Accordingly, the current high inflation should increase the share of custom duties based on ad
valorem rates in overall EU revenues, while the share of custom duties based on specific rates
decreases.'®

The VAT-based own resource is calculated by applying a uniform call rate of 0.3% on Member States’
estimated value added tax (VAT) revenues. If a country applies more than one VAT tax rate, a weighted
average of the tax bases has to be used for calculating its contribution.'” The weights depend on the
specific VAT rate and the size of its base. This means that the total tax base of a country is a weighted
average of different bases augmented by their specific rates. Throughout the period 2021 - 2027 the
weights are held constant to their 2016 sizes.'®

To limit regressive effects of the VAT-based own resource, VAT bases of each Member State are capped
at 50% of their GNI. This cap intends to avoid overburdening poorer Member States, where the
aggregate consumption rate usually is higher than in richer Member States. Revenues from the VAT-
based own resource contribute at about 12.6% (EUR 19.7 billion) to overall EU revenues (8.0% of overall
revenue including other revenue) in 2022. Inflation expands the VAT base due to an increase of nominal
consumption. Higher consumer prices as measured by the HICP will increase the tax bases as well as
governments’ revenues from the VAT. Member States with above average inflation rates are facing
above average increases of their VAT-based own resource payments, as they experience such surges in
their national budgets. Therefore, high inflation results in increasing shares of VAT-based own
resources in overall EU revenues.

The newly implemented Plastics Own Resource raises revenues of EUR 6.3 billion (4.1% of overall
revenues) (2.6% of overall revenue including other revenue) in 2022, the second year of its application.
The Plastic Own Resource is levied at a rate of EUR 0.80 per kilogram non-recycled plastic packaging
waste. Member States with a per capita GNI below the EU average receive a lump sum reduction
corresponding to 3.8 kilograms of non-recycled plastic packaging waste per capita. High inflation
reduces the real value of the call rate as well as the lump sum reduction, which are expressed in nominal
terms (similar to a specific excise tax) and not inflation adjusted. Almost over the whole current MFF
period, the amount of non-recycled plastic packaging waste is expected to remain rather constant
(European Commission, 2018). Accordingly, the share of revenues from the plastic own resource will
experience a decline, as overall EU revenues grow at 2% but the plastic own resource call rate is not
adjusted by the 2% deflator. Indexing the call rate based on the actual inflation rate would increase the
share of plastic own resource payments in overall revenues for actual inflation rates above 2%.

> Oreventually even lower income from duties can emerge if the volume of imports shrinks to the higher unit price.

16 Atthe same time, all Member States collecting custom duties receive correspondingly higher revenues, as 25% of custom duties collected
may be retained by the collecting Member States. These additional revenues are distributed rather unevenly, as four Member States
(Germany, the Netherlands, Belgium and Italy) together collect more than half of overall EU custom duties (Baert, 2023).

7. Member States’ VAT base is corrected only for territorial scope in the few cases foreseen in the Treaty and for infringements to the VAT
directive.

18 See https://commission.europa.eu/strategy-and-policy/eu-budget/long-term-eu-budget/2021-2027/revenue/own-resources/value-
added-tax_en.
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Box 1: Differences and similarities of GDP and GNI

GNI is a measure closely related to Gross Domestic Product (GDP). While GDP measures the market
value of a country's production within its borders, GNI measures the income from a country’s
production gained by its residents. GNI can be derived from GDP by adjusting for production income
(wages and capital income like dividends and interests) from and to foreign countries. For large
countries the difference between GNI and GDP can be usually neglected. For smaller countries,
numbers can make some difference, however. In fact, this own resource taxes not the production
activity of an area but more the income of its residents. As there exists no deflator for GNI the GDP
deflator is used in practice for price adjustment of GNI.

The GNI-based own resource is calculated by applying a uniform call rate on Member States’ gross
national income (GNI). It represents the residual revenue source: the call rate is determined annually so
as to cover the financing gap resulting from the difference between the revenues from the other
revenue sources and the funding needed for MFF expenditures. Despite its nature as residual revenue
source, the GNI-based own resource has become the quantitatively most important revenue source,
contributing EUR 103.9 billion (66.7% of overall revenues) (42.4% of overall revenues including other
revenue) in 2022. The call rate required to secure the necessary funding for EU expenditures ceteris
paribus will be lower due to inflation as its base (Member States’ GNI) is raised by inflation.™

Box 2: Relation between the HICP and the GDP deflator

The HICP index measures the price increase of a representative basket of consumer goods and
services. It encompasses only consumer goods, irrespective of whether they are produced
domestically, in the EU or outside. The GDP deflator, on the contrary, measures the price increases
of only domestically produced products. It covers products and services, irrespective whether these
products are used for consumption, investment or exported. Both indexes overlap only for
domestically produced consumer goods.

If a price increase originates from countries outside the EU, as it was the case in the recent surge in
fossil energy products, this will affect first of all consumer products related to this (e.g., gasoline,
natural gas for household heating). After some time, it can be observed that such increases spill over
to domestically products, as companies pass on such price increases to domestically produced
products. In this scenario, the GDP deflator will follow the HICP increase with some time lag. The
extent and speed of the pass-through effect depends mostly on the industrial structure of a country
and its openness.

Moreover, an indirect effect of inflation on the GNI-based own resource results if the weight of revenues
stemming from the other revenue sources increases in overall revenues: As the financing gap is
narrowed as a consequence, the amount that needs to be raised as GNI-based own resource and thus
also the call rate are reduced.

In 2022, the EU GNI increased not only due to a vivid economic recovery but also through an increase
of the GDP deflator. However, for most Member States this increase was lower than HICP price increases
as can be seen by the plotted difference between the GDP deflator and the HICP in Figure 9.

9 In this case the price changes to adjust for is not the HICP but the GDP deflator which is only loosely linked to the HICP changes.
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Figure 9: Difference between GDP deflator and HICP across EU Member States
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Source: IMF, Eurostat, Macrobond.

The lump sum corrections reducing the annual GNI-based contributions of Denmark (EUR 377 million
p.a.), Germany (EUR 3.671 million p.a.), the Netherlands (EUR 1.921 million p.a.), Austria (EUR 545 million
p.a.), and Sweden (EUR 1.069 million p.a.)?° are inflation adjusted by applying the most recent GDP
deflator for the EU. As the GNI-based own resource covers the remaining budgetary needs not covered
by the sum of other EU revenues, an extraordinary increase of VAT-based own resources leads to an
extraordinary reduction of GNI-based own resources. This overall reduction of the GNI-based own
resource will increase the share of these lump sum corrections for the five Member States benefiting
from them. In other words, rebates increase in relative terms.

Other revenue comprises taxes on the salaries of EU staff, contributions from non-EU countries to
certain EU programmes, remaining EU contributions, fines, and EU borrowings (mainly for NGEU
spending). To the extent that salaries of EU staff are adjusted to compensate for inflation, the base and
accordingly revenues from taxes on salaries, and accordingly their share in overall EU revenues, will
increase.

20 In 2020 prices.
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Figure 10: Composition of EU revenues in a long-term perspective, 1958 to 2022, excluding
other revenue” (Total Own Resources)
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Source: European Commission (2023b), own representation. — ') Other revenue includes taxes on the salaries of EU staff,
contributions from non-EU countries to certain EU programmes, remaining UK contributions, fines, and EU borrowings.

Figure 11: Composition of EU revenues in a long-term perspective, 1958 to 2022, including
other revenue (Total Revenue)
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Source: European Commission (2023b), own representation. - ') Other revenue includes taxes on the salaries of EU staff,
contributions from non-EU countries to certain EU programmes, remaining UK contributions, fines, and EU borrowings.
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Table 7: The impact of inflation on EU revenues

Revenue
source

VAT-based
own resource

Plastic own
resource

Custom
duties

Other
revenue

GNI-based
own resource

Lump sum
corrections

national VAT base

non-recycled  plastic

packaging waste

annual  lump  sum
reduction of 38
kilograms of plastic

packaging waste per
capita for MS with per
capita GNI below EU
average

customs on imports
from third countries
complex system of
differentiated, mostly
ad valorem rates

taxes on the salaries of
EU staff, contributions
from non-EU countries

to certain EU
programmes,
remaining UK

contributions, fines,
and EU borrowings

national GNI

Lump sum corrections
of GNl-based own
resource payments for
Denmark, Germany,
the Netherlands,
Austria, Sweden

Rates/amounts

Call rate 0.3%

Call rate 0.80 € per
kilogram of non-
recycled plastic waste

75% of revenues from
custom duties
collected by Member
States?

call rate fixed
annually in % as
residual

Denmark  EUR377
million p.a.
Germany EUR3.671
million p.a.
The Netherlands
EUR 1.921 million p.a.
Austria EUR 545
million p.a.
Sweden  EUR 1.069
million p.a.")

revenues
in EUR

billion
2022

19.7

6.3

259

89.5

103.9

0.02

impact of inflation
via...

Increase of nominal
domestic
consumption

Erosion of real value
of (not inflation
adjusted) call rate

Erosion of real value
of (not inflation
adjusted) annual
lump sum reduction

Increase

of nominal value of
imports for custom
duties based on ad
valorem rates

Erosion of real value
of revenues from
custom duties based
on specific rates

Increase of salaries of
EU staff

erosion of real value
of (not inflation
adjusted)
contributions from
non-EU countries to
EU programmes

increasing weight of

VAT-based own
resource and
traditional own
resources

Adjustment based on
EU GDP deflator

Weight in
overall revenues
will... due to
inflation

increase

decrease

increase (for part
of custom duties
based on ad
valorem rates)

decrease (for part
of custom duties
based on specific
rates)

increase/ decrease

decrease

n.a.3)

Source: European Commission (2023b), D’Alfonso (2021), Schwarcz (2021, 2023), own representation. — ') In 2020 prices. - ?)
25% of revenues from custom duties may be retained by collecting Member States. - 3) The volume of lump sum corrections
will increase relative to the volume of revenues from the GNI-based own resource overall, but also for the 5 Member States
granted a lump sum correction.
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Inflationary developments result in a structural shift within EU revenues. Their overall volume is
determined by MFF expenditures, whose nominal growth is limited to 2% annually independent of
actual inflation (Padilla Olivares, 2023). Therefore, revenues growing at a higher rate due to inflation
will contribute increasing shares, while the weight of revenues growing at a lower rate will decrease.
More precisely, this implies that the shares of the VAT-based own resource, custom duties based on ad
valorem rates, and taxes on EU staff salaries can be expected to grow after 2021, while the share of the
GNI-based own resource will shrink in a high inflation environment. The share of the plastic own
resource will decrease in any case if the call rate is not adjusted based on the 2% deflator or the actual
inflation rate. The revenues from the remaining elements of other revenue, which are independent of
inflation, will not be influenced by higher inflation, so that their shares will decrease.

The considerations above show that it is predominantly the revenue from import duties and the VAT-
based own resource and some (minor) elements of other revenue which are driven upward by higher
inflation,”' while revenue stemming from the plastic own resource and from the remaining items falling
under other revenue will not react to inflation. As the direction of the overall effect of inflation on
import duties is unclear and their relative size in total revenues is rather small, it could be assumed that
their effect on the distribution of the financial burden among Member States is approximately neutral.
As the position “other revenue” cannot be directly attributed to individual Member States, the potential
shiftin the distribution of the financial burden among Member States due to inflation primarily pertains
to the VAT- and GNI-based own resources.

Although inflation will drive up Member States’ own resource bases, this will not provide room for
covering higher expenses, as the total budget of the EU is expenditure driven. That means that higher
revenues resulting from inflation will end up in a lower remaining amount to be covered by the
GNI-based own resource. Consequently, Member States’ GNI-based own resource payments will
decrease according to their national incomes.

We do not provide a forecast of individual Member States’ VAT- and GNI-based own resource
contributions for two reasons:

e Inflationary pressure cannot be singled out by just deducting an inflation rate of nominal
variables (which form the basis of own-resource contributions) as inflation influences also real
values. To capture such interdependencies, a fully-fledged macroeconomic model on a
detailed country basis would be necessary. As such models are based on historical
observations, even in this case results can be unreliable as such unprecedented price rises can
have nonlinear effects.

e To understand the isolated effects of inflation on the contributions and their distribution
among Member States, a simulation model is more appropriate.

To show theisolated effect from a rise of inflation and a change of the GDP deflator, we run a simulation
based on the already (tentative) realised resources and their allocation for 2022. Starting from these
results, we assume in our baseline scenario for all Member States that no real growth of the VAT tax
base takes place in 2023, but that only an inflation rate of 2% increases all tax bases in nominal terms.?

Furthermore, also the GNI of all Member States will increase by 2%, which is due to an increase in the
GDP deflator. Thus, we assume no real growth and that both own resource bases are only driven by

21 Alone in 2022, these traditional own resources increased by nearly 36%.

22 For simplicity, it will be assumed that the HICP influences Member States’ individual VAT tax bases similarly, although small differences
can emerge in real life as usually lower tax rates are applied for food, rent or energy. Furthermore, we do not account for the fact that
some Member States’ VAT bases may reach the threshold of 50% of GNI. This would lead to a cap of such contributions. This limitation
should not change the general logics of the simulation, however, as no specific Member State is addressed.
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price increases. All other contributing revenue sources are kept constant over 2023. As we focus on the
MFF without NGEU, we have to clear some revenues which are meant for financing NGEU. This regards
the item “Other revenue and surplus” which has increased considerably since 2021 due to EU
borrowings. As a large part of it is not dedicated to finance MFF programmes not funded by NGEU, we
hold it constant at the 2020 level.

3.2.1.1 Simulation I: Cross-country differences in VAT base increases

In the first step of our simulation exercise, we do not consider the lump sum corrections granted to five
Member States mentioned above.

If we increase in such a setting the VAT base of only one Member State of the size of Germany by a
further 4%, to simulate an inflation rate of 6%, the following changes emerge:

e The treated Member States’ tax base increases by 6% instead of 2%, and, as there is a constant
call rate of 0.3%, also the VAT-based own resource contribution of this country increases by 6%.

e In absolute terms, if this Member State was Germany, the VAT-based own resource payment
would increase to EUR 290.3 million instead of just EUR 96.8 million.

e The share of this Member State in total VAT-based own resource revenues would increase from
24.6% to 25.3% and slightly decrease accordingly for all other Member States.

e As the contribution to the revenues from the VAT-based own resource of the treated Member
State rose from EUR 96.8 million to 290.3 million and overall expenditures have not changed,
the remaining amount to be covered by the GNI-based own resource got reduced by EUR 193.5
million, which corresponds to a reduction of 0.7%.

e As by assumption the GNI of all Member States has uniformly grown by 2% in that year, their
shares remain the same and all of them experience a reduction of their GNI-based own resource
payments by 0.7%.%

3.2.1.2 Simulation II: Cross-country differences in GNI deflator increases

The increase of the GDP deflator from 2% to 6% in one Member State will have the following effects:

e If neither the VAT tax base? nor the remaining amount to be covered by the GNI-based own
resource would change, the only effect is that the treated Member State will have to pay a
higher share of this own resource because its GNI has grown stronger as compared to the other
Member States.

e If the EU’s revenues from other revenue sources are kept constant in 2023 and having revenue
from the VAT-based resources grown by 2% as in Simulation | above, there remains a residual
to be covered by the GNI resource which is 2.5%% higher than in 2022. As long as the Member
States’ GDP deflators increase at the same rate, all Member States have to contribute 2.5% more
than in 2022 with their shares remaining constant. If one Member State (again of the size of
Germany) is treated by setting its deflator 4 percentage points higher than all other Member

23 For the moment we do not consider lump sum corrections for any country.

24 Due to the different nature of the GDP deflator and the HICP price index, this is theoretical possible in case that a country imports all
consumption products and produces only investment products or exports all produced consumer products. In practice, the indexes show
similar trends but differences and time lags in the size of price changes can be observed.

25 For expenditures, there is an increase of 1.7% planned by the MFF for 2023. If “other revenues” are kept constant at their 2022 level and
VAT bases revenues grow by 2%, the remaining gap to be covered by GNI based own resources is 2.5% higher than in 2022.
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States, however, it experiences an increase of its share in its GNI-based own resource
contribution from 25.3% to 26.1% (i.e., by 0.8 percentage points). Hence, the share of all other
26 Member States decreases by 0.8 points altogether.

e [nabsolute terms, this Member State would contribute now EUR 26.6 billion instead of EUR 25.9
billion,?® which is an increase of 5.5% to the year before instead of 2.5%.

e Theincrease of the GDP deflator by 4 percentage points in the treated Member State led to an
extra payment of this country of EUR 700 million. This is more than an extra payment
originating from a 4 percentage point rise in consumer prices (EUR 193.5 million). This results
from the fact that revenues from the GNI-based own resource are by far larger than from the
VAT-based own resource (see Figure 10 and Figure 11).

3.2.1.3 Simulation lll: Effects on rebates

After these simulations to demonstrate the effects of higher inflation separately for the VAT-based and
the GNI-based resource?, we scrutinise the mechanics of the lump sum corrections for some Member
States (which act as a rebate) in combination with various price increases. These rebates will be
financed by all other Member States, with their GNI contributions. Interestingly, these rebates as agreed
on at 2020 prices will not be price adjusted using the GDP deflator of the specific Member State, but of
the one for the whole EU. If the GDP deflator of a country eligible for a rebate grows less than the
average of the whole EU, it sees its share in the GNI own resource shrinking. Its rebate is, however, not
reduced as it is inflated by the total union’s GDP deflator. We will simulate this effect in our third
scenario.

In Table 8 we revalue the rebates quoted in 2020 prices to 2023 prices by applying a EU’s GDP deflator
rise of 2.4% in 2021 and 5.1% in 2022 as published by Eurostat.?®

Table 8: Lump sum corrections for GNI-based resources in 2020, 2022, 2023 prices

_ 2020 prices 2022 prices 2023 prices

In EUR million

Denmark 377 406 424
Germany 3,671 3,951 4,125
The Netherlands 1,921 2,067 2,158
Austria 565 608 635
Sweden 1,069 1,150 1,201

Source: Own calculations.

Assuming a GDP deflator for Member States eligible for a lump sum correction of 2% and of 6% for the
other Member States® results in an EU average of 4.4%. This 4.4% is used to revalue the lump sum
corrections from 2022 prices to 2023 prices with the resulting price adjusted values given in Table 8.

26 According to Simulation I, no lump sum correction is considered.

27 Although in real life HICP and GDP inflation show up together with some time delays and leakage, theoretically they can be completely
independent in case a country imports all its consumer products from abroad and uses all its domestic production for either investment
or exports purposes.

28 As per October 4, 2023.

2% This scenario is taken just for demonstrating possible effects of having lump sum corrections not price adjusted by a country’s GDP
deflator but by the one of the whole EU. In fact, the GDP deflators of the countries eligible for a correction where in 2021, 2022 and
probably also in 2023 located around the EU average. Large deviations were observed only for the other countries not eligible.
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As we are here only interested in the redistribution of GNI-based own resource payments across
Member States due to a different deflation of GNI (with the respective countries’ GDP deflator) and the
lump sum corrections (with the EU average GDP deflator), we hold the HICP deflator constant as in
Simulation Il (for all countries 2%), which leaves the total financial gap to be covered by the GNI-based
own resource unchanged.

In a next step, GNI-based own resource contributions of Member States are compiled, the lump sum
corrections for the five eligible Member States are deducted from their gross payment obligations, and
the aggregate deducted amount (i.e. EUR 8,543 million) is distributed among the remaining Member
States according to their GNI shares. The results of the simulation are displayed in Table 9.

Table 9: Simulation results per Member State

Share in GNI exclusive Rebate Share in GNI |.ncl rebate Share in GNI |.ncl. rebate
scenario A scenario B

_ 2022 2023 2022 2023 2023

Austria 2.82% 2.75% 2.21% 2.13% 2.16%
Belgium 3.50% 3.55% 3.98% 4.04% 4.01%
Bulgaria 0.52% 0.53% 0.59% 0.60% 0.60%
Croatia 0.42% 0.43% 0.48% 0.49% 0.49%
Cyprus 0.16% 0.16% 0.18% 0.18% 0.18%
Czech Republic 1.67% 1.70% 1.90% 1.93% 1.92%
Denmark 2.47% 241% 2.06% 2.00% 2.02%
Estonia 0.23% 0.23% 0.26% 0.26% 0.26%
Finland 1.69% 1.71% 1.92% 1.95% 1.93%
France 17.20% 17.47% 19.55% 19.86% 19.74%
Germany 25.30% 24.72% 21.35% 20.69% 20.90%
Greece 1.29% 1.31% 1.46% 1.48% 1.47%
Hungary 1.04% 1.06% 1.19% 1.21% 1.20%
Ireland 2.30% 2.34% 2.62% 2.66% 2.64%
Italy 12.22% 12.41% 13.89% 14.11% 14.02%
Latvia 0.24% 0.25% 0.28% 0.28% 0.28%
Lithuania 0.41% 0.41% 0.46% 0.47% 0.47%
Luxembourg 0.35% 0.35% 0.40% 0.40% 0.40%
Malta 0.10% 0.10% 0.11% 0.11% 0.11%
Netherlands 571% 5.58% 3.64% 3.47% 3.58%
Poland 3.96% 4.03% 4.51% 4.58% 4.55%
Portugal 1.49% 1.52% 1.70% 1.72% 1.71%
Romania 1.76% 1.79% 2.00% 2.03% 2.02%
Slovakia 0.68% 0.69% 0.78% 0.79% 0.78%
Slovenia 0.37% 0.37% 0.42% 0.43% 0.42%
Spain 8.42% 8.55% 9.57% 9.72% 9.66%
Sweden 3.66% 3.58% 251% 2.40% 2.46%

Source: Own calculations.
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When comparing the shares of GNI contributions between 2022 and the simulated 2023, it can be
clearly seen that the shares of the Member States eligible for a rebate shrank even before the deduction
of rebates, as a lower GDP deflator (2%) was assumed than for the other Member States (6%), whose
shares consequently increased. In scenario A, column 2023 shows how the deduction of rebates,
inflated with the EU average GDP deflator, led to a further reduction of the shares of the Member States
eligible for a lump sum reduction. In scenario B, which is given in the last column, lump sum rebates
were not adjusted using the EU average GDP deflator, but the respective Member State’s GDP deflator
instead. It can be seen that in this case the eligible Member States would have to pay a higher share as
their rebates were not revalued that generously. Hence, if a Member State eligible for a rebate
experiences a lower GDP deflator than the EU average, it will not only contribute a lower share in the
GNI-based own resource but also benefit from an extra reduction through the rebate.

Overall, the HICP inflation and GDP deflator changes on the distribution of own resource
payments across Member States can be summarised as follows:

e An increase of the HICP in the EU - which is driven by price increases from imports of third
countries - will increase revenues from the traditional own resources (i.e., from import duties)
and hence lower the amount of EU revenues to be covered by Member States’ contributions.

e An increase of the HICP in the EU increases revenues from the VAT-based own resource and
decreases the residual amount to be covered by the GNI-based own resource.

e Anincrease of the HICP inflation rate in one Member State above the EU average increases the
share of this Member State in overall VAT-based own resource payments and decreases it for
all other Member States where HICP is below the EU average.

e Anabove EU average increase of the GDP deflator in one Member State increases the share of
this Member State in overall GNI-based own resource payments and decreases it for other
Member States where GDP deflators are below the EU average.

A Member State eligible for a rebate experiencing a GDP deflator below the EU average will not only
contribute a lower share in the GNI-based own resource but additionally will get a higher rebate. This
leads to a reduction beyond what would be the case with the normal GDP deflator for this Member
State. In the previous considerations, the different effects of price increases on various components of
EU revenues have been delineated. Definite conclusions regarding a shift in the overall payments
attributed to a specific Member State can only be drawn when considering additional factors such as
the overall growth in EU expenditure, which is necessary to calculate changes in absolute values.

It has been shown that the relative financial contribution to total VAT-based own resource payments is
depending on deviations of the price deflator of private consumption parts which are subject to
national VAT. If the value is above average, the share in VAT-based own resource payments of the
respective Member State is increasing. This lowers GNI-based own resource payments for all other
Member States. Similarly, if the GDP deflator of a Member State is above average, it will see its share in
total revenues from the GNI-based own resource increase, irrespective of whether it is eligible for a
lump sum correction.

Figure 12 shows for all EU Member States their deviations from the EU averages in HICP and GDP
deflators in 2021. Some Member States considerably exceeded the averages of both indicators:
for instance, the three Baltic States, Hungary, Poland and Romania. Bulgaria experienced the
largest increase above average in the GDP deflator and hence in the share of the GNI-based own
resource. Member States below the average of both measures were Finland, France, Greece,
Ireland, Italy, Malta and Portugal which experienced a decrease of their share in financing the
total budget due to price changes.
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Figure 12: Deviation from the EU average in HICP and GDP deflators, 2021
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Source: Eurostat, own calculations.

For the year 2022 the following distribution emerged.

Figure 13: Deviation from the EU average in HICP and GDP deflators, 2022
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Source: Eurostat, own calculations.
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In the following year 2022 Member States clearly above EU average regarding HICP and GDP
deflator growth were Bulgaria and again the three Baltic States, and Hungary, Poland and
Romania. This increased their shares in financing the overall EU budget once more. Finland,
France, Italy and Malta were again below the EU average.

In order to investigate whether richer Member States experienced price increases below the EU
averages, we plot Member States’ deviations together with the GNI per capita at purchasing power
parities.

Figure 14: Deviations EU Member States HICP from EU average
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Source: Eurostat, own calculations.

For the deviations from average HICP we cannot observe a systematic correlation between a Member
States’ income (as measured by the GNI per capita in purchasing power parities) and its deviation from
the EU average.

Likewise, a plot of the deviation in the GDP deflator together with this income measure does not reveal
a systematic relationship between both.
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Figure 15: Deviations of EU Member States’ GDP deflator from the EU average
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Source: Eurostat, own calculations.

Although no dependency of price deviations from national income could be found, some Member
States incurred higher increases in their shares in VAT-based own resource payments and at the same
time higher shares in GNI-based own resource payments due to a stronger price surge. Furthermore,
many of those Member States experienced such decreases not only in 2021 but also in 2022 as Figure
14 and Figure 15 above reveal.

However, even a constant share in total GNI-based own resource payments does not mean an
unchanged distribution according to national income. Any rise in total VAT-based resource
payments reduces total GNI-based own resource payments. Hence, even if a Member State’s share stays
constant, its GNI-based own resource payment is reduced.

Although it might seem fair that even less wealthy Member States which benefit from an inflation-
induced windfall profit regarding VAT revenues should contribute more to the EU’s revenues from the
VAT-based own resource, it needs to be borne in mind that this implies an additional drain of
purchasing power for the Member State’s population.

3.2.2 Impact of inflation on the envisaged new own resources in the adjusted first basket

To finance NGEU borrowing costs, Parliament, Council and Commission adopted an Interinstitutional
Agreement (IlA) on budgetary discipline, cooperation in budgetary matters and sound financial
management on December 10, 2020, which inter alia, includes a roadmap for the introduction of new
own resources during the 2021 - 2027 MFF period. According to the lIA, new own resources were to be
introduced in two steps®. In December 2021, the Commission put forward a proposal for a first basket

30 See D’Alfonso (2021) and Dobreva (2023) for brief overviews and Schratzenstaller et al. (2022) for a detailed discussion of the initial
proposals for the envisaged new own resources.
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of new own resources including own resources based on auctioning revenues from the EU Emission
Trading System (ETS), on revenues from an EU Carbon Border Adjustment Mechanism (CBAM), and on
residual profits of the largest multinational enterprises allocated to the EU under the OECD/G20 Pillar
1 agreement. A second basket of new own resources based on the taxation of financial transactions
and of corporations were to be proposed by the Commission by the end of 2023.

According to the Commission’s updated proposal launched on June 20, 2023, which under the heading
“An adjusted package for the next generation of own resources” (European Commission, 2023c) revises
the original proposal for the first basket of new own resources, this first basket shall include three new
own resources:

1. An own resource based on the current ETS shall be introduced in 2024. The ETS shall be
extended by a second ETS2 as of 2027, with the related own resource to be implemented in
2028. The own resource payments by Member States shall be determined by applying a call
rate of 30% (instead of 25% as originally proposed) to all revenues generated by emissions
trading. The ETS-based own resource is expected to yield EUR 7 billion annually as of 2024 and
EUR 19 billion annually as of 2028.

2. The Carbon Border Adjustment Mechanism (CBAM) will be implemented in 2026 (with a
transitional phase starting in October 2023). The related own resource shall be implemented in
2028, generating revenues for the EU budget (applying a call rate of 75% on overall CBAM
revenues) of EUR 1.5 billion per year.

3. As both the multilateral convention on the OECD/G20 agreement on the so-called “Pillar One”
and the Business in Europe: Framework for Income Taxation (BEFIT) are still pending so far, a
temporary statistical new own resource on company profits shall be levied until the
introduction of a tax underlying the above-mentioned agreements and frameworks on which
a permanent own resource shall be based. This new own resource shall be determined by
applying a call rate of 0.5% on companies’ gross operating surplus. Itis expected to yield annual
revenues for the EU of EUR 16 billion as of 2028.

Altogether, this adjusted first basket of new own resources is expected to yield EUR 23 billion annually
(from the ETS-based own resource and the temporary statistical own resource based on company
profits) as of 2024. This would amount to a total sum of EUR 92 billion over the years 2024 to 2027. As
of 2028, the three new own resources proposed in the adjusted first basket shall generate yearly
revenues up to EUR 36.5 billion.
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Table 10: Proposed new own resources contained in the adjusted first basket

Own resource Brief description Timeframe Expected
revenues in EUR
billion p.a.
(in 2018 prices)
ETS-based own 30% of all revenues from emission trading in the As of 2024 74
resource  EU including power plants, industry and aviation = As of 2028") 194
(ETS1), maritime transport, buildings, road
transport (ETS2)

CBAM-based own 75% of revenues from CBAM applying a carbon As of 20283) 1.5%
resource price from imports from third countries not
applying carbon pricing?) to cement, steel and
iron, aluminium, fertiliser, electricity

Temporary statistical 0.5% of notional EU company profit base (gross As of 2024 16
own resource based operating surplus of financial and non-financial
on company profits  corporations)

Source: European Commission (2023¢, 2023d), own representation. — ') Introduction of the new ETS2 planned for 2027. -
Number of imported products subject to CBAM to be extended over time. - 3) Start of the transitional phase in October 2023,
entering into force of the definitive system in January 2026. - #) Based on a carbon price of EUR 80 per tonne.

Whether and to what extent high inflation in general and high energy prices in particular influence
revenues from the envisaged new own resources can only be assessed qualitatively within this study.

Revenues from emission trading as well as from CBAM depend on the European carbon price. If
inflation has an effect on the carbon price, and if yes, in which direction and to what extent, cannot be
determined ex ante. Ampudia et al. (2022) point out that the considerable increase of the European
carbon price since 2021 has been driven by a multitude of factors, some of them of a more short-term
and transitory, others of a more long-term and structural nature. Overall, a direct impact of inflation
on the European carbon price does not seem to exist. Therefore, it can be assumed that neither
the envisaged ETS-based nor CBAM-based new own resource directly depend on inflation.

Regarding the impact of inflation on the gross operating surplus of the corporate sector, a short-term
and a longer-term perspective need to be distinguished. In the (very) short run, inflation will depress
the gross operating surplus provided that firms’ price adjustment lags behind the inflation-induced
increases of their costs. In the longer run, however, firms will adjust sales prices, so that the
development of the gross operating surplus follows inflationary developments. As the own resource
payments based on the gross operating surplus of the corporate sector are determined by
applying an ad valorem call rate, revenues will not be eroded by inflation. For an inflation rate
above the 2% deflator currently applied for MFF expenditures the share of revenues from a new
own resource based on the corporate sector in overall EU revenues can be expected to increase.

Altogether, it is plausible to assume that neither the ETS- nor the CBAM-based new own resource are
directly influenced by inflation, whereas the revenue from the own resource based on the corporate
sector will follow inflation in the longer run. Therefore, the proposed three new own resources of the
adjusted first basket should be rather resilient to inflationary developments.
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3.2.3 Impact of inflation on other potential new own resources

The second basket of new own resources originally foreseen in the IIA shall comprise taxes on financial
transactions as well as on the corporate sector. Moreover, further options have been put forward in the
academic and policy debate recently (see, e.g., Schratzenstaller et al., 2022; European Parliament,
2023b).

Some of these new own resource options relate to bases that directly react to inflation. This
concerns financial transactions whose nominal value can be expected to grow with inflation.
Thus, the share of revenues from an own resource based on financial transactions in overall revenues
(which under the current system grow at 2% annually) will increase for an inflation rate above 2%.

Other options apply specific rates, i.e. call rates that are expressed as absolute amounts per unit
of the underlying base, on specific bases. If these call rates are not inflation-adjusted, nominal
revenues from the respective own resources will remain constant, whereas their sharesin overall
revenues will decrease. This concerns statistical own resources based, e.g., on biowaste and food
waste®' as well as specific taxes on aviation or specific agri-ecological taxes.>? Regular inflation
adjustment of the call rates can avoid the erosion of the real value of revenues from these new own
resource options and enable rising shares in overall revenues in high inflation situations. Otherwise,
potential steering effects intended by the implementation of such statistical new own resources will
be eroded over time.

Further options for new own resources are not directly influenced by inflation, for example an
EU “fair border mechanism” or statistical new own resource on the gender pay gap,* as well as
taxes on transactions of or capital gains from cryptocurrencies.>*

Overall, those new own resource options whose base grows with inflation (in particular financial
transactions) or whose call rates are expressed in absolute values that are automatically inflation
adjusted will in a high inflation environment lead to the replacement of a part of revenues from the
GNI-based own resource, given that overall EU revenues are allowed to grow at 2% annually only. In
the case of own resource options that are associated with steering effects (e.g., curbing emissions from
aviation or containing biowaste or food waste) this effect would contribute to the overall aim of
strengthening the contribution of the own resource system to strategic policy goals of the EU.

3.2.4 Conclusions

Overall, inflationary developments result in a structural shift within EU revenues. Their overall volume
is determined by MFF expenditures, whose nominal growth is limited to 2% annually independent of
actual inflation. Therefore, revenues growing at a higher rate due to inflation will contribute in
increasing shares to overall revenues. More precisely, this implies that the shares of the VAT-based own
resource, custom duties based on ad valorem rates, and taxes on EU staff salaries can be expected to
grow after 2021, while the share of the GNI-based own resource will shrink in a high inflation
environment. The share of the plastic own resource will decrease in any case if the call rate is not
adjusted based on the 2% deflator or the actual inflation rate. The revenues from the remaining
elements of other revenue, which are independent of inflation, will not be influenced by higher
inflation; but their shares will decrease.

31 See European Parliament
32 See Schratzenstaller et al.
33 See European Parliament
34 See Schratzenstaller et al.

2023b) for a brief description of these options.

2022) for a more detailed presentation of these options.
2023b) for a brief description.
2022) for a more detailed presentation.
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Itis predominantly the revenue from import duties and the VAT-based own resource and some (minor)
elements of other revenue which are driven upward by higher inflation, while revenue stemming from
the plastic own resource and from the remaining items falling under other revenue will not react to
inflation. As neither import duties nor the position “other revenue” can be directly attributed to
individual Member States, the potential shift in the distribution of the financial burden among Member
States due to inflation primarily pertains to the VAT- and GNI-based own resources.

Although inflation will drive up Member States’ own resource bases, this will not provide room for
covering higher expenses, as the total budget of the EU is expenditure driven. That means that higher
revenues resulting from inflation will end up in a lower remaining amount to be covered by the GNI-
based own resource. Consequently, Member States’ GNI-based own resource payments will decrease
according to their national incomes.

The HICP inflation and GDP deflator changes on the distribution of own resource payments across
Member States can be summarised as follows:

An increase of the HICP in the EU which is driven by price increases from imports of third countries will
increase revenues from the traditional own resources (i.e., from import duties) and hence lower the
amount of EU revenues to be covered by Member States’ contributions. This will mitigate somewhat
the currently relatively larger contributions of richer Member States to financing the EU budget.

An increase of the HICP in the EU increases revenues from the VAT-based own resource and decreases
the residual amount to be covered by the GNI-based own resource. Very generally, to the extent that
due to inflation the financing of the EU becomes more dependent on VAT-based own resources,
inflation has a regressive effect as it over-proportionately burdens lower income households as well as
poorer Member States with higher consumption rates.**

An increase of the HICP inflation rate in one Member State above the EU average increases the share of
this Member States in overall VAT-based own resource payments and decreases it for all other Member
States where HICP is below the EU average.

An above EU average increase of the GDP deflator in one Member State increases the share of this
Member State in overall GNI-based own resource payments and decreases it for other Member States
where GDP deflators are below the EU average.

This mechanism works also when considering the lump sum corrections of GNI-based own resource
payments for several Member States. Whenever the GNI deflator of a Member State eligible for a rebate
is above the EU average, the share of this Member State in GNI-based own resource payments
increases, while the share of all other Member States where GDP deflators are below the EU average is
reduced.

Regarding the impact of inflation on the adjusted first basket of new own resources it is plausible to
assume that neither the ETS- nor the CBAM-based new own resource are directly influenced by
inflation, whereas the revenue from the own resource based on the corporate sector will follow
inflation in the longer run. Therefore, the proposed three new own resources of the adjusted first basket
should be rather resilient to inflationary developments.

The second basket of new own resources originally foreseen in the IIA shall comprise taxes on financial
transactions as well as on the corporate sector. Moreover, further options have been put forward in the
academic and policy debate recently.

35 Whereby this effect is cushioned off by the 50% cap for the VAT base referred to on page 35 on which VAT-based own resource payments
are based.
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Some of these new own resource options relate to bases that directly react to inflation. This concerns
financial transactions whose nominal value can be expected to grow with inflation. Thus, the share of
revenues from an own resource based on financial transactions in overall revenues (which under the
current system grow at 2% annually) will increase for an inflation rate above 2%.

Other options apply specific rates, i.e., call rates that are expressed as absolute amounts per unit of the
underlying base, on specific bases. If these call rates are not inflation-adjusted, nominal revenues from
the respective own resources will remain constant, whereas their shares in overall revenues will
decrease. This concerns statistical own resources based, e.g., on biowaste and food waste as well as
specific taxes on aviation or specific agri-ecological taxes. Regular inflation adjustment of the call rates
can avoid the erosion of the real value of revenues from these new own resource options and enable
rising shares in overall revenues in high inflation situations. Otherwise, potential steering effects
intended by the implementation of such statistical new own resources will be eroded over time.

Further options for new own resources are not directly influenced by inflation, for example an EU “fair
border mechanism” or statistical new own resource on the gender pay gap, as well as taxes on
transactions of or capital gains from cryptocurrencies.

Overall, those new own resource options whose base grows with inflation (in particular financial
transactions) or whose call rates are expressed in absolute values that are automatically inflation
adjusted will in a high inflation environment lead to the replacement of a part of revenues from the
GNI-based own resource, given that overall EU revenues are allowed to grow at 2% annually only. In
the case of own resource options that are associated with steering effects (e.g., curbing emissions from
aviation or containing biowaste or food waste) this effect would contribute to the overall aim of
strengthening the contribution of the own resource system to strategic policy goals of the EU.
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4 CASE STUDIES ON THE IMPACTS OF INFLATION ON SPECIFIC EU
BUDGET PROGRAMMES

4.1 Case study on the impact of inflation on the Bulgarian RRP

The programming and submission of most of the national Recovery and Resilience Plans (RRPs) were
done in 2021, before the intensive bout of inflation began and continued throughout 2022. The
investment projects in each national RRP have undergone a detailed costing exercise at the time of
their submission, which includes a market assessment to evaluate the necessary costs for each project,
as well as informal consultations with the European Commission Services.

The inflationary pressure on the budgets for funding the national RRPs is a general problem that
Member States are facing. Different timeframes for submission of the RRPs mean that the initial price
level for goods, construction work, wage payments and other costs included in national plans is
different. In this study, we focus on the Bulgarian case, where the costing under the National RRP was
made in late 2021 upon the initial submission of the Plan to the Commission services. Most of the
investments underwent changes (also in terms of costing) at the beginning of 2022 prior to the official
adoption of the RRP in April 2022. This is specific to different Member States, since their submission
was done at various points in time and therefore includes a different inflation accumulated since then.
14 Member States submitted their NRRPs by the beginning of May 2021, another 7 Member States
submitted them by the beginning of June 2021. The rest of the Member States submitted in the
summer of 2021, with Bulgaria submitting on October 15, 2021, and the Netherlands submitting on
July 8, 2022. As inflation only accelerated significantly at the end of 2021, the RRPs of most Member
States should be affected ceteris paribus relatively equally by the accumulated inflation since then.

In our case study we calculate the expected inflation to be accumulated for the Bulgarian RRP in its
implementation period 2022 - 2026. The overall results in terms of inflation impact in other national
RRPs depend on the time of submission and costing of the RRP investment projects, as well as on the
relative weight of investment projects in relation to their main activities. After calculating the
accumulated inflation for each year for each project and the overall RRP inflation effect, we discuss
policy options to address the issue. We briefly explore the questions of what methodology can be used
for inflation indexation, as well as possible funding sources for the increased funding needs, based on
in-depth interviews with national authorities. Finally, we discuss the response of the Bulgarian
government so far in terms of amendments to the RRP.

4.1.1 Key facts and figures

This part of the study includes a case study on the Bulgarian RRP and an estimation of how the Bulgarian
RRP and specific projects are affected by the inflation surge. The Bulgarian RRP was finalised in February
2022. Therefore, the market pricing and costing exercise, which is part of the process of preparation of
national RRPs, was done in the beginning of 2022 at the latest. The costs of each project have been
evaluated at that point of time and these are the costs that has been embedded in the final version of
the RRP which was initially approved by the European Commission in April 2022 and then finally signed
in May 2022.

In this case study, we assess the inflation already accumulated and evaluate the expected evolution
throughout the whole implementation phase of the RRP projects up until 2026. We pursue this on a
project-by-project basis. The Bulgarian RRP includes 57 individual projects, which are split in 12
thematic chapters.
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For the purpose of evaluation, project costs are split throughout the timeline of the RRP up until 2026
by taking into consideration their realisation so far, delays already encountered and expected delays
for the start and implementation of the projects. Given this implementation timeline, a certain amount
of the costs of the projects falls into each year up until 2026. For this share of the project costs, the
accumulated inflation up until this period is calculated and used to estimate the cost increases.

Different inflation indices are used for different projects — these inflation indices are related to the main
activities as well as goods and services that are expected to be required throughout the projects. For
2022 and 2023 either the broad HICP (all items), industrial goods prices data, construction producer
price and cost indices or other inflation indicator listed below are used, as reported by the European
Commission (2023f), the Bulgarian National Statistical Institute (BNSI), and the Bulgarian National Bank
(2023) or Eurostat. For each project the most relevant inflation index in terms of the type of project is
used (focused on construction, acquiring specific goods, energy, imports etc.). For some projects we
use an average of two indices — e.g. a construction cost index and a producer price index, where the
types of investments contain significant construction activities as well as the acquisition of equipment
and other industrial goods. We select from the following inflation indicators:

e HICP All ltems, End-of-period value —Annual Rate of Change, Bulgarian National Bank (2023),
June 2023 Macroeconomic Forecast

e HICP All Items, Annual percentage change (average) — HICP, Annual Rate of Change; European
Commission (2023) ECFIN AMECO

e Construction Cost Index — EU, Construction producer prices and costs 2005 - 2023, unadjusted
data (2015 = 100), Eurostat; the Construction Producer Price Index (CPPI) is a European Union
(EVU) business cycle indicator that measures the prices of construction activities (new residential
buildings) from the point of view of the building constructor. The Construction Cost Indicator
(CCl) shows the development of costs for new residential buildings.

e HICP Non-Energy Industrial Goods — Annual Rate of Change, Eurostat;

e HICP Imports of Goods and Services — 2015=100 Price Index Based, Index, Eurostat
e Construction Price Deflator — Estimate, European Commission DG ECFIN AMECO;

e GDP Deflator at market prices — Estimate, European Commission DG ECFIN AMECO;

e For 2024 and 2025 the latest inflation projections for HICP (All items) from the Bulgarian
National Bank (BNB) macroeconomic forec