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ABSTRACT

Global geopolitical tensions have increased considerably in recent years. This has affected the
economies primarily via prices on commodities. As a result, global inflation has risen in the after-
math of geopolitical shocks. Given the higher energy and food price shares in the consumer bas-
ket, Greek inflation has also risen significantly. Historically speaking, Greece has repeatedly expe-
rienced periods of inflationary pressure. Over the past 50 years, global supply-side shocks have
triggered cost-push inflation, which was often accommodated by expansionary policies. This paper
analyses the historical trajectory of inflationary shocks in Greece, aiming to document inflation
trends from the early 1970s to the present. In particular, it identifies the underlying forces that
have driven inflation, which in turn entails an examination of both domestic demand and sup-
ply shocks, as well as global supply shocks. We find that there is a direct interplay between domes-
tic demand and supply shocks, global supply shocks driven by geopolitical tensions and Greek
headline inflation.
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MAHOQPILTIKEL AIATAPAXEL ITHN EAAAAA:
MPOLAIOPILTIKOI MAPATONTEL KAl ENMINTQLEIL

Logia Aalapétou
Tpanela tng EANGdog, AietBuven Owkovopikig Avdluong kar Meketav

Fewpylog Maraodnpog
Tpdmega tng EANddog, AieGOuvon Owcovopikii¢ Avdluong kat Mehetwv

NEPIAHWH

OL mayrdopleg yemmoMtixég evtdoels €xovv avEnbel onuoavtind ta tehevtaia xoovia. Avtd
EMNQENOCE TIS OWROVOULES ®VOIMS LECH TOV TLUDV TOV EUTOQEVUATOV. Q¢ amoTéheoua, OToV
ATONYO TWV YEMTOMTIRGOV REIOEWMY, 0 TAYROOWOS TANOwELoUSS €xer owEndel onuaviixd.
Aedopévng g HeyaliteNS CUUUETOYS TMV TV THG EVEQYELOS XKAL TV TQOPIIMY OTOV £YYXDOLO
delntn TLuddv ratovalwti, o TAnBweiouds otnv EALGda avgnBnxe emiong. Me fdon ta Lotopurd
otouyeta, N EMMVLIRI] owxovoulo €xeL emavelAnuuéva Puwoel TeELddovs vPNAov ®ou eXiLovou
alBwoiopov. Ta tehevtaio 50 xodvia or Tayrdouleg ®QlOELS Amd TV TAEVEA TG CUVOMANG
TEOOPOQAS TEOIOVTOG TEORAAETAV EMLTAYVVOT TOV TANBwELopnov xéotovg otnv EAldda. EEat-
T{Og LAMOTO TWV ETEXTATLRDV OLXOVOULXADV TOALTLRMV, OL OTTOTES ALEVRGAUVAY TNV EVIOYXVOT TV
EYYDOOLMV TANOWOLOTIRAY TUEGEWV, 0 TANOWELOUGE RGOTOVS OVY VA EEEMOOGTOV OF Evav ET{UOVO
ainBweiond titnone. H magovoo uehétn avaliel v otoouxy dradoout Tov TAn0moLotindy
dratagaywv oty EAAGda amd tig apyéc g derastiog tov 1970 uéyol onuepa ue otéyo tv
aviyvevon Tmv ®UQLMV TEOOILOQLOTIRMOYV ToQayoviwy. Eldurdtepa, eEetdlel v enidoaon tmv
ALOTOQOY MV, EYXDOLWV KoL EEMYEVMV, ATtO TV TAEVQA TG00 TG OUVOMAKIC TROOPOQAS TOIGVTOS
600 xat g ovvolrns tntnong. Ta eumelpud gvpruata dLOTLOTOVOUV TV UVoEn Aueong
alnhentidpaong peta&l Tmwv dratapayv oV eyydota LHTon ®at TEOoPOQEd, TOU AVENUEVOU
YEDTOATIROU %IVOUVOU %Ot TOV EYYMOLOV TANOWELOWOV.
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MH TEXNIKH IYNOWH

OL mayrOopueg YeMITOMTIXES eVIAOELs €xovv auEndel onuavind ta tehevtaio yoovia. Avtd
EMTNQENOE TIG OLXOVOUIES RVQIMG UECM TWV TLUMV TWV EUTOQEVUATMY. QG ATOTEAEGUA, OTOV ATTAN)O
TV YEMTOMTIXDV RQIOEWV, O TAYROOULOS TANOWELOUOS €x el avEnBel onuavtind. Aedopévng g
UEYUAMITEQNG CUUUETOYNG TV TLUDV THG EVEQYELOS RAL TWV TQOPIUWY OTOV EYYDOLO EIRTN TLUWV
xotavalwti, o TAnbweiopds oty EAMGda emiong avEqdnre. Me Bdon ta totoourd otowyeia, 1
eMnvixn owovoula €xet emavelknuuéva fudoet Teptddovg vMAoU rot exinovov TAnBwLonoy.
Ta tehevtaia 50 xodvia oL ToyRGoULES RQIOELS Tt TV TTAEVQA TG OUVOMXKIG TTROCPOQUS TTEOIGVTOG
moxdLecav emttdyuvon Tov ThABmolopot xootovg oty EAMLGda. EEatiog pdiioto tov exexta-
TIXDV OLXOVOULKRMV TTOMTLRMDV, OL OTTOLES SLEVROAVVAV TNV EVIOYVON TOV EYYDOLWV TANOWOLOTIRGV
TECEMV, 0 TANOMELOUSS RGOTOVS OUY VA eEeMoadTay oe €vav emtiovo ThinBweLoud Titnone.

H mogovoa pehétn avorivel v totopuxy dtadoout] twv TAnfwoiotixdy diatagaydv oty EAAGda
antd tg apxés e dexraetiog tov 1970 péyoL onuepa ue OTéYO TV AViXVELON TmV %RUQLMWV
TEOOOLOQLOTLRMV TALEAYOVTMV. Ta ®UQLO EQMTHUATO 0T OTTOLNL ETLOLWLEL VO OLTTOVINOEL ELVOL TOL
eErjc: Tuonuaivel o 6p0g “dratapayn” yia T AELTovEYia TS Oovorias; Ao ToLa aaxTHOLOTLHA,
®raBopiCeton 1 TAnBwoLotxy droraayy; [og emneedlovv Tov TANBWELOUS TOYRAOULOL KAl EYXDOLOL
veyovota; ITowo Wtav to totopwrd mhatiolo touv mAnBweiopuot oty EAAGda xor ool ol
71R00dL0ELOTIROL TaRdyovTeg; Ewdwmdtepa, eEetdlel TV £m{d000N TWV SLOTOQOY MV, EYYDOLMV RO
eEmyevAV, amtd TV TAEVEA TOOO TNS OUVOMXNG TQOOPOQAS TEOIOVTOS 600 XOL TG CUVOMUNG
tnong. Eotdloviog 10 evOLapEQOV OTIS TOYROOULES YEMTOMTIXES EVTAOELS, OL OTTOLES ROTA
xnavova Bewpotvron eEwyeveis diatapayés, avalisl Ty enimtwon wag aiENoNg TV YEWTOAMTIXOU
XVOUVOU OTOV €YYMOLO TANBWOLOUS %ol 0T0 QUOUG OovouLriS HeYEBVVONG Ke T X1 oN EVAG
dLapBpmTrol avtomalivogouov oxfuatog. O yemmotindg vivouvog tpooeyyitetal ToooTirnd te
70 deintny GPR (Geopolitical Risk Index) twv Caldara and Iacoviello (2022). EEgtdetal emiong
1 emidEaoN TS Pt AENOT TG OLROVOULXYG RO TTOAMTIRNG O EPondTNTAS OPELAGUEVY OE TOTXOVG,
LOLOOVYRQAOLAKOVS TORAYOVTES, 1 omolo mEooeyyiletar moootwmd ue to deivtn WUI-Greece
(World Uncertainty Index-Greece) twv Ahir et al. (2022).

To gumelprd vENUOTo SLoToTdvouY Ty UtaEn dueons adlniemidoaons netakl twv dataoydv
oy eyywoLa TRTNon xal TEooPod, Tov CVENUEVOL YEMTOATIXOU ®IVOUVOU %L TOV EYYMOLOV
ainBweiouov. Ewdwdtepa, n pehéty yu v mepimmwon g EAAdag xatadewnvier 6t m
apepordTna Tov TEORVITEL TOCO AT EYYDOLA YEYOVATA 600 ROl 0TS TAYROOULES YEMTOAMTIRES
EVTAOELS LOXEL ONUAVTLXY| ETTLOQON OTOV €YY MELO TANBwELoUS. Me TV emtéhevon eVOg TOYRGOUWOU
YEMITOATLROU YEYOVOTOGC, O OVTIXTUITOS OTOV EYXMELO TANBWELOUO (VoL LEYUAUTEQOG KOl EXEL UEYOL-
MiteQn dLdrELD O TYEON UE THV EUPAVLON EVOS TOTKOU YEYOVATOS, VItd TV Teolndfeon, Suwg,
OTL 1| VOWOUOTLXY] TOAMTIXY OVTLOQA e OTGYO TOV TEQLOQLOUS TwV TANBmELoTRdV mEcewv. Ta
gvoniuaTo. VITOdNAMVOUY emiong OTL oL dLaTaQay€c ov ogeilovion otV eyydowo Litmon
OUVETAYOVTOL TTLO ETTIUOVES TANOWOLOTIRES TLECELS OF OUYXQOLON UE EXEIVES TTOV TEOXAAOVVTAL OTTO
dLaTaQa€C OTNV £YYXDOLA TEOOPOQH TEOTOVTOG.
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I INTRODUCTION

From mid-2021 to mid-2022, global inflation
surged due to a demand shock driven by pent-
up consumer activity following the post-pan-
demic economic reopening. The fiscal measures
implemented during the pandemic further
increased demand for goods and services,
exceeding the economy’s productive capacity
and destabilising private inflation expectations
(Dynan and Elmendorf 2024). At the same time,
global supply shocks, triggered by major geopo-
litical events, further compounded the impact of
the initial demand shock on inflation (Seiler
2022).

Past record has shown that higher energy prices
and disruptions to global supply chains consis-
tently contributed to inflation pressures. The
question of whether post-pandemic inflation was
primarily driven by demand or supply shocks has
been the subject of debate among both academic
researchers and policy makers over recent years
(Ha et al. 2022; Vorisek et al. 2022; Bernanke
and Blanchard 2024). This debate has also
prompted a resurgence of interest in the expe-
rience of the global economy during the period
of Great Inflation in the 1970s, with a particu-
lar focus on elucidating the contribution of
demand and supply shocks to the underlying
causes of the inflationary process (see, inter alia,
Nelson 2022 and Caldara et al. 2024). This
debate is critically important for setting mone-
tary policy. It has been argued that monetary
policy should respond forcefully enough to
demand-driven shocks arising from large fiscal
programmes that put sustained upward pressure
on inflation (Blanchard 2021; Summers 2021)
and have a less forceful response to supply
shocks, as inflation driven by supply shocks is
likely to reverse relatively quickly (Forbes et al.
2024; Reifschneider and Wilcox 2022).

Central to this debate are questions about the
transitory versus permanent nature of infla-
tion, the origin of shocks (demand-driven ver-
sus supply-driven shocks) and the appropriate
roles of fiscal and monetary policy in mitigat-
ing inflationary pressures. Bernanke and Blan-
chard (2024) posit that the post-pandemic
inflation surge in eleven advanced economies
was predominantly precipitated by energy and
food price fluctuations. The absence of a sub-
stantial degree of wage indexation, coupled
with the prevalence of anchoring, effectively
precluded the emergence of a price-wage spi-
ral, thereby averting the escalation of inflation
to a persistent state. On the other hand, Gian-
none and Primiceri (2024) argue that domes-
tic demand shocks were the most important
drivers of the post-pandemic inflation.

This paper analyses the historical trajectory of
inflationary shocks in Greece, aiming to doc-
ument inflation trends from the early 1970s to
the present. In particular, it identifies the
underlying forces that have driven inflation,
which in turn entails an examination of both
domestic demand and supply shocks, as well as
global supply shocks, and an analysis of their
respective effects. As is evident from the his-
torical data, Greece has repeatedly experi-
enced periods of inflationary pressure. Over
the past 50 years, global supply-driven shocks
have triggered cost-push inflation, which was
often accommodated by expansionary fiscal
and monetary policies. This policy response
transformed temporary supply shocks into per-

* An earlier version of this paper was presented at the 43rd
conference of the Portuguese Association of Economic and Social
History (APHES) on “Shocks!”, held at ISEG, Lisbon, on 15-16
November 2024. The authors would like to thank Nektarios
Aslanidis, Rui Esteves, Patrice Baubeau, Matthias Morys and an
anonymous referee for the fruitful exchange of views and for their
useful comments. The views expressed in this article are of the
authors and do not necessarily reflect those of the Bank of Greece.
The authors are responsible for any errors or omissions.
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sistent demand-pull inflation, resulting in sig-
nificant output losses.!

The principal questions that this study seeks to
address are as follows: what is meant by the
term “shock” in the context of economics; what
characteristics define an inflation shock; how
do global and domestic shocks affect inflation;
what was the historical context of inflation in
Greece; and what factors have driven inflation
in Greece. We find that there is a direct inter-
play between domestic demand and supply
shocks, global supply shocks and Greek head-
line inflation. The evidence suggests that
global geopolitical shocks and inflation have
had a substantial impact. It is equally evident
that domestic demand shocks have played a
significant role in determining domestic infla-
tion. These domestic demand shocks, origi-
nating from the fiscal and monetary accom-
modation of global supply shocks, have turned
cost-push inflation into demand-pull inflation
with high persistence. However, it is also evi-
dent that domestic supply shocks have also
played a significant role.

The rest of the paper is organised as follows.
Section 2 presents a simple definition of a shock
in economics and especially of an inflation
shock. It distinguishes between global and
domestic shocks and discusses whether there is
a link between global geopolitical shocks and
inflation. Section 3 offers an overview of
Greece’s inflationary trends, emphasising the
interplay between demand- and supply-driven
shocks. Section 4 presents the empirical method-
ology employed to quantify the impact of shocks
on inflation and reports the empirical findings.
Section 5 concludes. An appendix at the end of
the paper presents the definitions of the vari-
ables and the data sources used in the analysis.

2 INFLATION SHOCKS

In the field of economics, a “shock” is defined
as a significant event, whether positive or neg-
ative, that is both unexpected and unpre-
dictable and often originates from outside the
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economy. It is an unpredictable change in
exogenous factors, which are unexplained by
an economic model and may influence endoge-
nous economic variables. Such an event has the
potential to disrupt the normal functioning of
the economy, leading to major changes within
it. Shocks are divided into global and domes-
tic ones. Global shocks are largely exoge-
nously-driven events. They encompass shocks
to aggregate supply, aggregate demand,? com-
modity prices (e.g. energy and food) and finan-
cial shocks, including a stock market crash, a
liquidity crisis in the banking system, unpre-
dictable changes in monetary policy or an
international currency devaluation. Domestic
shocks are endogenously-driven local events.
They include shocks to domestic supply and
demand as well as monetary policy surprises in
response to domestic demand developments.
Thereby, global negative supply shocks or
domestic positive demand shocks are impor-
tant sources of an inflation shock.

2.1 DEMAND- VERSUS SUPPLY-DRIVEN SHOCKS

An inflation shock is an unexpected or unpre-
dictable sharp rise in inflation that has an
unforeseeable large-scale impact on the econ-
omy. This is the well-known case of what is
called “the Great Inflation Era” in the 1970s,
a period of very high global inflation between
1973 and 1982.

Inflation shocks can be categorised as either
demand- or supply-side shocks.®> On the
demand side, many factors, including monetary
and fiscal policy, affect aggregate demand and,
thus, inflation. On the supply side, in the long
run, productivity growth determines aggregate
supply and inflation. However, in the short run,
abrupt and largely exogenously-driven events,

1 For the impact of the monetary accommodation regime on inflation
in the years leading up to the introduction of the euro, see
Lazaretou (2024).

2 Global supply shocks are intrinsically linked to global supply chains
and commodity prices, including oil prices. They affect producer
prices. Global demand shocks refer to an unpredicted and
exogenous change in global demand for a product or service,
ordinarily temporary in nature, and typically generated by a global
pandemic or natural disaster.

3 For a discussion on demand and supply shocks, see Blinder and
Rudd (2013).



such as market or trade restrictions, supply
chain disruptions due to natural disasters, pan-
demics, etc., major geopolitical tensions or
even nominal rigidities, such as wage-price
controls, can occasionally affect aggregate sup-
ply and push headline inflation above core
inflation. For example, we refer to rapid
increases in food and/or energy prices, which
require rapid adjustments in relative prices.

At any given moment, there is a core (underly-
ing) inflation rate toward which the headline
(actual) rate tends to converge. This “equilib-
rium” rate is determined by the fundamentals
of aggregate demand and supply. Thereby,
headline inflation can markedly deviate from

core inflation over short periods of time, sig-
nalling an inflation shock. Furthermore, if core
inflation becomes more sensitive to increases in
headline inflation, then inflation persists (Ha et
al. 2019; Vorisek et al. 2022). In this case, mon-
etary policy shocks play a crucial role, in the
sense that monetary policy either accommo-
dates the initial inflation shock and aggravates
the impacts or forcefully responds to and miti-
gates the initial impact of an inflation shock.

2.2 GLOBAL SHOCKS AND GLOBAL INFLATION: IS
THERE A LINK?

As seen in Chart 1, which plots global headline
and core inflation over the past 50 years, global
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Chart 2 Growing global core inflation sensitivity to

an initial inflation shock
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Source: Ha et al. (2023), April 2024 update.
Note: Authors’ estimations: cumulative global inflation rate.

shocks reflect a continuation of a long-term
trend of inflation shocks. They, thus, played a
prominent role in explaining variations in global
inflation on average. Explicitly, negative eco-
nomic shocks may be attributed to government
interventions, alongside rises in production
costs. Such costs may be attributed to a number
of factors, including geopolitical confrontations,
pandemics, commodity price fluctuations and
supply chain disruptions. These factors have
been shown to increase inflation. Inflation is per-
ceived by economic agents as a negative phe-
nomenon, which is rarely interpreted and alters
their behaviour and their decision-making
process (see Binetti et al. 2024).

It is important to note that global shocks do
not necessarily imply global supply shocks.
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Indeed, they frequently encompass supply
shocks, as evidenced by the two oil price shocks
that occurred in the 1970s and, more
recently, the global pandemic of 2020-21 and
the outbreak of the Russia-Ukraine war in
2022. Conversely, global demand shocks have
been observed to be accommodated by loose
monetary policy and inflation surprises.
Examples of such demand shocks include the
rise in inflation before the global financial cri-
sis of 2007-08 and the inflation surge that
occurred with the reopening of the economy
after the lockdowns in the second half of 2021.

The key question is whether there is a pass-
through of headline inflation to core inflation,
which, if confirmed, would indicate a state of
persistent inflation. As seen in Chart 2, during
the 1973-74 inflation shock, the discrepancy
between headline and core inflation was 5 per-
centage points (pps). This discrepancy was sig-
nificantly smaller in subsequent inflation
shocks, indicating that core inflation was
becoming more sensitive to a shock in headline
inflation. Concerning the euro area (see Chart
3), headline inflation increased faster than core
during the more recent shock in 2021-23, sig-
nalling that inflation expectations were well
anchored at least during the first phase of the
global inflation shock, mostly attributed to the
pandemic. Then, however, core inflation
caught up with headline inflation (see Chart 3,
panel a), as services inflation trended higher,
while goods inflation substantially eased (see
Chart 3, panel b), demonstrating that the
demand shock drove core inflation over the
past two years. More importantly, this devel-
opment signals that structural factors in dif-
ferent sectors seem to drive price setting and,
therefore, further monetary policy rate
increases might lead to an economic slack.

2.3 GEOPOLITICAL SHOCKS AND INFLATION

Geopolitical shocks are considered a prime
example of global supply shocks. They are
defined as a dramatic and unanticipated event of
violence, such as war conflicts, terrorist attacks
and trade disputes, that results in supply chain



Chart 3 The 2022-24 inflation shock in the euro area (2002-2024)
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disruptions and regulatory changes. These events
are purely exogenously driven and largely unan-
ticipated negative shocks that cause geopolitical
uncertainty, which is distinct from other types of
uncertainty, economic or political, often driven
by economic or political considerations.

The empirical literature on the link between
geopolitical uncertainty and the economy has
been growing recently.* See, for example, Feng
et al. (2023) on the negative impact of geopolit-
ical uncertainty on capital flows, Wang et al.
(2024) on corporate investment, Salisu et al.
(2022) on stock market returns, Caldara and
Tacoviello (2022) on real GDP growth rate and
Kapopoulos et al. (2024) on foreign direct invest-
ment. Two factors have contributed to the
recently increased research interest. First, the lat-

(b) ...however, services inflation seems to be more persistent and
drives core inflation
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est geopolitical tensions have led to renewed con-
cern about the risks for economic activity. Sec-
ond, the new metric of geopolitical risk, namely
the global Geopolitical Risk (GPR) Index,
recently constructed by Caldara and Iacoviello
(2022), allows the possibility to quantify the
impact of geopolitical tensions on the economy.

According to Caldara and Iacoviello (2022, p.
1197), geopolitical risk is defined as “...the
threat, realization, and escalation of adverse
events associated with wars, terrorism, and any
tensions among states and political actors that
affect the peaceful course of international rela-
4 The literature, both theoretical and empirical, on how shocks

originated by economic policy shifts or political changes impact

economic agents’ behaviour, thus affecting financial and
economic variables, is well featured. See Bernanke (1983), Rodrick

(1991), Bloom (2009) and Bloom et al. (2018).
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Chart 4.1 Do GPR and inflation move together? (1970-2023)

(Ihs: index 1900-2019=100; rhs: annual percentage changes)
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Sources: Ha et al. (2023), April 2024 update; Caldara and Iacoviello (2022), https://www.matteoiacoviello.com/gpr.htm.
Notes: GPR= global geopolitical risk index; headline CPI inflation. The blue dotted line depicts the time trend of headline CPI.

tions”. In other words, geopolitical motives are
viewed as situations in which the power strug-
gles of agents over territories cannot be resolved
peacefully and democratically. They constructed
the GPR Index by counting the number of
“risk” words in 10 leading English language
newspapers’ articles discussing global geopo-
litical events through an automated text search
in the electronic archives of these newspapers.
The index is the ratio of the total number of arti-
cles related to adverse geopolitical events in
each newspaper for each month, divided by the
total number of published articles. By con-
struction, the GPR Index captures the risks that
both threats and acts of violence materialise.’

In this context, we seek to examine the asso-
ciation between geopolitical risks and inflation.
The central question guiding this inquiry is
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whether geopolitical shocks, defined as global
supply shocks, and inflation move together. It
is evident that geopolitical factors have played
a significant role in the occurrence of major
global inflationary pressures. As seen in Chart
4.1, which plots the GPR Index and global
headline inflation, geopolitics is a common
thread that runs through the three major global
inflation shocks, namely the 1973-74 OPEC 1
shock, the 1979-80 OPEC II shock and the
2021-2023 inflation episode. Cases of a positive
correlation are evidenced at the global level
(see Chart 4.2, panel a) and even more so at
the country level (see Chart 4.2, panel b), with
Greece serving as an example.

5 These risks are the result of eight categories of external events: war
threats, peace threats, military build-ups, nuclear threats, terror
threats, beginning of war, escalation of war, terror acts. See
https://www.matteoiacoviello.com/gpr.htm.
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Chart 4.2 Is there a positive correlation between the geopolitical risk index and inflation?
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Notes: GPR = global geopolitical risk index; headline CPI inflation.

This simple stylised fact gives rise to a number
of valuable insights. Global geopolitical shocks
tend to be negative supply shocks and, thus,
important drivers of cost-push inflation. In the
case of monetary policy accommodation of the
initial shock, cost-push inflation might end up
as demand-pull inflation (aggravating effect).
This was precisely the case with the surprise in
global inflation well before the outbreak of the
OPEC II shock, when major central banks
transitioned to a loose monetary policy,
thereby exacerbating the initial impact of the
global supply shock on inflation (see DeLong
1997 and Orphanides 2003). On the contrary,
a more responsive reaction of central banks
mitigates the initial impact (moderating
effect). This was exemplified by the recent
episode of inflation, during which central
banks adopted a policy of forceful money
tightening.

Specifically, in the case of an inflation targeting
regime, the response of monetary policy author-
ities usually depends on whether the shock is
temporary or long-lasting, so as to avoid the de-

anchoring of long-run inflation expectations.
This can be achieved by utilising the favourable
trade-off that widespread supply bottlenecks
present to central banks when confronted with
a demand shock. In such a scenario, the short-
run Phillips curve is observed to be steeper and
shift upwards, signifying that monetary tight-
ening can be effective in curbing inflation while
minimising output loss. It can be concluded that
policy tightening exerts a significant effect on
inflation, whilst exerting a comparatively
smaller effect on economic output. This is pre-
cisely the case with the ECB’s attempt to curb
inflation during the recent inflation shock. How-
ever, when headline inflation is embedded in
core inflation and spikes in certain sectors (e.g.
services), policy tightening is not appropriate for
controlling inflation anymore, since these spikes
produce shifts in relative prices and resource
misallocation, while interest rate rises produce
output contraction (Bandera et al. 2023; Ten-
reyro 2023). In order to effectively address core
inflation, it is essential to gain a comprehensive
understanding of the structural factors that
influence price setting across various sectors.
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Therefore, the implementation of structural
reforms is a more suitable approach to miti-
gating inflation persistence.

3 AN OVERVIEW OF INFLATION IN GREECE
3.1 A SNAPSHOT

Over the past 50 years, Greece has experienced
three distinct phases of inflation, which have
been linked not only to global supply shocks,
but also to repeated domestic demand
shocks. As demonstrated in Chart 5, the initial
phase from the early 1970s until the early 1990s
witnessed remarkably high and excessively

volatile inflation. The two major global supply
shocks in the 1970s as well as repeated domes-
tic demand shocks were the primary drivers of
inflation during that period. Global supply
shocks were precipitated by two oil price
shocks, which, in turn, were caused by two
major geopolitical shocks of that time. Con-
currently, domestic demand shocks emanated
from the fiscal and monetary accommodation
regime of the 1980s. The second phase began
in 1995 and was marked by disinflation. That
year, an inflation-targeting regime was intro-
duced under which the exchange rate was used
as a nominal anchor. The third phase began
with the country’s adoption of the euro and the
submission of the domestic economy to a sin-

Chart 5 Three distinct phases of the inflation process in Greece
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gle monetary policy, and was defined by low
and stable inflation.

In the light of the above, we highlight two key
facts. During the first phase of inflation, in
addition to the global supply shocks of the
1970s, domestic monetary surprises in the 1980s
also played an important role in determining
domestic inflation. On the contrary, the process
of inflation during the second and the third
phases can be seen as an application in the
Greek monetary policy of the Barro-Gordon
model and the implied credibility hypothesis,
according to which, when monetary policy is
credible, private agents adjust their inflation
expectations accordingly and, therefore, infla-
tion actually falls with a limited loss of output.

3.2 COUNTRY-SPECIFIC SHOCKS, UNCERTAINTY
AND INFLATION

The above inflation snapshot gives rise to the
question how shocks drove inflation in Greece.
Chart 6, panel (a) plots both headline inflation
and an index of uncertainty for Greece, namely
the World Uncertainty Index (WUI-Greece),
which has been constructed by Ahir et al.
(2022) by counting the frequency of the word
“uncertainty” and its variants in the country
reports for Greece of the Economist Intelli-
gence Unit. The index is designed to identify
potential risks to the Greek economy. In the
absence of a country-specific geopolitical risk
index, the WUI-Greece is used as a proxy for
a country-specific metric with the objective of
capturing the uncertainty generated by both
global and idiosyncratic events. It assesses the
impact of shocks arising from geopolitical, eco-
nomic and political events. Despite its global
focus, it is more domestic in nature and gives
greater weight to domestic economic devel-
opments, political shifts or instability as well as
to challenges that may be related to both global
and regional developments.®

It can be shown that both variables exhibit a
reciprocal relationship. Prior to 2002, a posi-
tive correlation was observed between headline

inflation and uncertainty (see Chart 6, panel
b). Conversely, after 2002, despite repeated
increases in uncertainty, a negative correlation
was observed, thereby suggesting that the
adherence to an inflation-targeting single mon-
etary policy, which helped to anchor long-term
inflation expectations, mitigated the adverse
effect of a shock, either global or domestic in
nature, on inflation (see Chart 6, panel c).

4 EMPIRICAL ANALYSIS

To assess the impact of uncertainty on inflation
and real output, we employ a structural mod-
ification of a Bayesian vector autoregressive
(VAR) model based on quarterly Greek data
from 2000Q1-2024Q2.” The chosen period cov-
ers three milestones impacting the domestic
economy: Greece’s entry into the EMU in
2001, the 2010 sovereign debt crisis and the
subsequent economic crisis, the pandemic and
the impact of the war in Ukraine.

The general specification is as follows:
Yi=Ao+ X0 AY, i + BiX, + e (1)

where Y, denotes a standard structural vector of
endogenous variables of our BVAR® model and
p denotes the lag structure, with a total of four
lags being utilised in the analysis, given the quar-
terly frequency of the data series. We assume
Y,=(cop, m, y, ;) where cop, denotes the annu-
alised growth rate of the Brent oil price, =z,
denotes the quarterly average of HICP inflation
(y-0-y),y, is the annualised quarterly real growth

6 For example, at the current juncture, the heightened uncertainty
stems from the ongoing trade and tariff disputes, a purely
exogenous event for the Greek economy.

7 The sample period commences in 2000, rather than on an earlier
date, due to the data availability for the macroeconomic time series
employed in the analysis.

8 Regarding the prior distributions for our BVAR model, we follow
its simplest form and employ the Minnesota prior (Litterman 1986).
In this framework, it is assumed that the VAR residual variance-
covariance matrix is known in terms of its signs of effects (see also
the note in the table). Moreover, we use optimal hyperparameter
values from a grid search that employs the criterion of Giannone
et al. (2015), who propose a procedure to select the optimal
hyperparameters based on the maximisation of the value of the
marginal likelihood of the model. For details, see the BEAR
toolbox technical guide. To construct error bands, we perform

10,000 repetitions burning out 50% of them.
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rate of the Greek economy and r, is the quarterly
average of the 3-month Euribor. The vector of
endogenous variables has been selected on the
basis of their extensive utilisation in the empir-
ical literature (see, for example, Caldara et al.
2020 and 2024; Ahir et al. 2022). The matrices
A; and B; denote the estimated coefficients.

In order to determine the extent to which sup-
ply- and/or demand-driven inflation shocks
have important implications for inflation in
the Greek economy, a sign restrictions iden-
tification scheme is employed. This is pursued
by means of a sign restrictions version of the
Bayesian VAR, following similar identifica-
tion strategies proposed by Faust (1998),
Canova and De Nicold (2002), Uhlig (2005)
and Baumeister and Hamilton (2015).°

The adopted configuration of demand- and
supply-driven shocks is predicated upon an
identification strategy that aligns with a con-
ventional textbook perspective. A demand-dri-
ven shock is defined as a shift in both prices
and real output (i.e. quantities) in the same
direction along an upward-sloping aggregate
supply curve, while a supply-driven shock is
defined as a shift in prices and real output in
opposite directions along a downward-sloping
aggregate demand curve.'?

This identification scheme is utilised to differ-
entiate between demand- and supply-driven
shocks to inflation and real output growth. Sup-
ply-driven shocks may be attributed to several
factors, including natural disasters such as floods
or earthquakes; global supply chain disruptions
primarily due to geopolitical confrontations; and
changes in spending preferences, which have
been impacted by the pandemic.

Concurrently, in the aftermath of the pan-
demic-induced lockdowns, instances of
endogenously- or locally-induced demand-side
shocks have been observed, including pent-up
demand and increased savings that ensued
from either an expansionary fiscal policy or the
pandemic, ultimately resulting in elevated
price inflation. Utilising the sign restrictions

identification strategy in a Structural Vector
Autoregression (SVAR) framework, we effec-
tively capture the effects of supply- and
demand-driven shocks to inflation. In this
regard, we formulate the former as a cost-push
shock, hypothesising its impact on both infla-
tion and real output.

To better capture the effects of an external sup-
ply-side shock, we impose block exogeneity!! to
switch-off feedback loops between domestic
endogenous variables 7, y, and cop, assuming
price determination of crude oil prices at the
global level. This assumption aims to capture the
relatively small size of the Greek economy com-
pared to other economies that directly affect
global supply shocks (e.g. China, US, etc.).

In order to better understand the dynamics of
Greece’s recent inflation experience, the model
has been expanded with a set of exogenous vari-
ables represented by vector X,, which includes
the World Uncertainty Index for Greece (WUI-
Greece) and the global Geopolitical Risk (GPR)
Index. The incorporation of these variables into
the model and their treatment as exogenous
influences is aimed at better addressing inflation
dynamics in the context of uncertainty stemming
from both global and unanticipated country-spe-
cific events. The GPR Index is the key interest
variable in this study, as it captures the impact
of uncertainty resulting from geopolitical
events, which are purely exogenously driven. The
WUI-Greece is also treated as an exogenous
variable, albeit weak, in an attempt to capture

9 Other influential contributions on sign restrictions applications
refer to: (i) Mountford (2005), who imposes sign restrictions in a
Structural VAR model to assess the response of macroeconomic
variables to monetary shocks; (ii) Mountford and Uhlig (2009), who
similarly apply sign restrictions in a Structural VAR framework to
analyse the effects of fiscal policy shocks on macroeconomic
variables; and (iii) Arias et al. (2018), who provide a rigorous
econometric framework for inference in SVARs using both sign
and zero restrictions, which improves identification strategies
commonly used to separate demand and supply shocks.

10 Alternative approaches to capture demand and supply shocks to
inflation are employed by: (i) Ball et al. (2022), who focus on the
rise in core inflation as measured by the weighted median inflation
rate and deviations of headline inflation from core; and (ii) Shapiro
(2024), who proposes a framework to decompose inflation into
supply- and demand-driven components that generate two new data
series, the supply- and demand-driven contributions to personal
consumption expenditures (PCE) inflation.

11 On the formation of block exogeneity and the construction of

external supply shocks, see Dieppe et al. (2016).
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the impact of economic and political uncertainty
stemming from country-specific or idiosyncratic
events. By construction, the WUI captures
uncertainty resulting not only from political
events but also from economic or financial devel-
opments. Consequently, the model may be sub-
ject to an endogenous bias. Nevertheless, from
a technical standpoint, the assumed sign restric-
tions weaken any potential endogeneity bias
stemming from the WUI, as these restrictions
are predicated on economic theory. Further-
more, the results of an endogeneity test indicate
that the WUTI can be regarded as an exogenous
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variable.!? Incorporating the WUT as a weakly
exogenous variable in our analysis facilitates the
identification of structural shocks emanating

12 The first core explanatory variable, namely GPR, has been shown to
be purely exogenous (see Wang et al. 2024; Caldara and Iacoviello
2022). This means that the GPR Index does not systematically
increase during an economic and financial crisis of global scale.
Nevertheless, we employ an instrumental variable approach to deal
with any endogeneity bias derived from the second explanatory
variable, namely the WUI-Greece. Instrumenting the WUI-Greece
with exogenous election dates helps to disentangle endogeneity
between inflation and uncertainty due to economic policy
developments. It is found that exogenous election dates are a robust
predictor and the results from an SVAR-IV using the fitted values
of the WUI-Greece suggest that the impact of innovations on inflation
is similar. This means that the WUI-Greece can be considered as an
exogenous variable (the results are available upon request).



from the respective variable. As illustrated in
Chart 6, uncertainty in Greece has been driven
by both significant global geopolitical events and
domestic political events.

As outlined by Baumeister and Hamilton
(2015), the sign restrictions imposed in order
to decouple the two types of assumed shocks
are delineated in the table. The first column
incorporates a supply-side inflation shock in
the form of a cost-push shock that negatively
affects real output, while the demand-driven
inflation shock operates in the opposite direc-
tion, affecting real output positively. Consid-
ering the prevailing context of monetary pol-
icy tightening in the euro area, it is further
assumed that a reactive monetary policy is in
place, whereby interest rates are increased in
response to both types of shock.!

Following the above decomposition between a
domestic demand and a supply shock, the
series of demand and supply inflation shocks
appear to align with the historical narrative for
the Greek economy during the first two
decades of the century (see Chart 7). It is
observed that negative domestic demand
shocks, such as the sovereign crisis, the sub-
sequent deep recession and the pandemic lock-
downs, exerted downward pressures on infla-
tion. Conversely, the reopening of the economy
has been shown to exert upward pressures.
Similarly, the Ukraine war led to a global sup-
ply shock and subsequent upward pressure on
domestic inflation. However, it appears that
this impact was not enduring, as the initial
impact was mitigated by monetary tightening.

Assumed sign restrictions for demand and

supply shocks

Supply-side shock Demand-side shock

Variable/shock (cop:) (1)
P + +
" + +
9 - +

Note: By definition, the variance-covariance matrix in a structural
VAR context is known a priori with respect to the assumed signs,
either positive or negative. No assumptions are made about the size
of the shocks.

4.1 EMPIRICAL FINDINGS

We first turn to the demonstration of the
impulse response functions of the exogenous
variables, namely, the Geopolitical Risk (GPR)
Index and the World Uncertainty Index for
Greece (WUI-Greece), which are hypothesised
to function as global and country-specific
exogenous shocks, respectively. These effects
are not captured by the dynamics of our tra-
ditional sign restrictions endogenously
imposed as portrayed in the table.!

As can be seen in the context of the Greek
economy, an unexpected increase (i.e. a posi-
tive shock) in the WUI-Greece stemming from
a country-specific event, is estimated to have a
negative effect on headline inflation in the
short term (see Chart 8, top left-hand panel).
Turning to the case of global geopolitical risk
(GPR), the dynamic responses are opposite
(see Chart 8, top right-hand panel). The esti-
mated increase in headline inflation following
a global geopolitical shock is relevant to the
current rising tension. This finding is in line
with previous findings in the empirical litera-
ture (see, inter alia, Caldara and lacoviello
2022 and Caldara et al. 2024 for the global
inflation; Antonnen and Lehmus 2024 for the
eurozone inflation). More importantly, the esti-
mated increase in headline inflation (at 68%
confidence level) is more pronounced in com-
parison to the respective responses in the case
of a shock in WUI. Furthermore, it is antici-
pated that this increase will persist for a dura-
tion of up to two years following the occurrence
of the shock. This finding is consistent with the
supply-side nature of the shock (see Pinchetti
2024). Furthermore, a substantial response was
identified in relation to the impact of real out-
put growth (see Chart 8, bottom right-hand
panel). Multiple studies have shown a statisti-
cally significant negative correlation between

13 We make this assumption as we try to formulate a global supply
shock where the ECB’s monetary policy stance reacts to avoid a de-
anchoring of inflation expectations.

14 In an earlier paper (Lazaretou and Palaiodimos 2023), the
construction of external or global demand and supply-side shocks
involved the formation of block exogeneity constraints. In this
paper, we are effectively capturing these dynamics by adding the
respective exogenous variables to the BVAR model.
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Chart 8 Impulse response functions (IRF) in the context of uncertainty arising from country-specific and global

geopolitical events to headline inflation () and real output growth rate (y,)

(WUI-Greece: left-hand panels; GPR index: right-hand panels)
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Chart 9 Impulse response functions from a domestic demand or supply shock to headline inflation (i) and real

output growth rate (y,)

(Demand shock: left-hand panels; supply shock: right-hand panels)
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uncertainty shocks and real output (see, for
example, Ahir et al. 2022 and Liu and Gao 2022
for the US; European Commission 2024 and
Gieseck and Rujin 2020 for the eurozone).

In the event of a domestic demand-driven
shock (e.g. a fiscal or monetary policy shock)
and a domestic supply-driven shock (e.g. a nat-
ural disaster) resulting from the imposed sign
restrictions outlined in the table, the findings
of the impulse response function analysis are
consistent with the conclusions reported in
Lazaretou and Palaiodimos (2023). Specifi-
cally, domestic demand-driven shocks imply
somewhat more persistent inflationary pres-
sures compared to those produced in the case
of supply-driven shocks, as seen in Chart 9 (left
versus right-hand panels). These results coin-
cide with the positive and negative implications
for real output growth as imposed by the def-
initions of the shocks in the table.

5 CONCLUDING REMARKS

Global geopolitical tensions have increased
considerably in recent years. This has affected
the economies primarily via prices on com-
modities. As a result, global inflation has risen
in the aftermath of geopolitical shocks. Given
the elevated energy and food price shares in
the consumer basket, Greek inflation has also
risen significantly. Historically speaking,
Greece has repeatedly experienced periods of
inflationary pressure. Over the past 50 years,
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global supply-driven shocks have triggered
domestic cost-push inflation, which was often
accommodated by expansionary policies. This
paper analyses the historical trajectory of infla-
tionary shocks in Greece, aiming to document
inflation trends from the early 1970s to the
present. In particular, it identifies the under-
lying forces that have driven inflation, which in
turn entails an examination of both domestic
demand and supply shocks, as well as global
supply shocks. We find that there is a direct
interplay between demand and supply shocks,
global supply shocks that relate to geopolitical
risk and Greek headline inflation.

In particular, the case study of Greece demon-
strates that uncertainty arising from both coun-
try-specific shocks and global geopolitical
shocks exerts a substantial influence on domes-
tic headline inflation. In the presence of a
global geopolitical shock, the impact is more
enduring and substantial. The empirical evi-
dence also suggests that domestic demand-dri-
ven shocks imply somewhat more persistent
inflationary pressures compared to those pro-
duced by domestic supply-driven shocks.
Moreover, the implementation of an inflation-
targeting regime (or, in other words, an
implicit monetary policy reaction function or
a single monetary policy) effectively mitigates
the potential adverse consequences of an infla-
tion shock, regardless of its origin. It is evident
that the manner in which monetary policy
responds is subject to variation depending on
the nature of the inflation shock in question.
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APPENDIX

Definitions of variables and data sources

Variable

Headline global CPI
inflation

Core global CPI inflation

Headline CPI inflation-
Greece

Euribor

Real output growth rate

Crude oil price

Harmonised ICP (HICP)
inflation

Core CPI inflation
Goods
Services

GPR

WUI-Greece
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Definition

Ofticial CPI inflation; GDP-weighted average;
annual averages; all goods and services

Official CPI inflation; GDP-weighted average;
annual averages; food and energy are excluded

Official CPI inflation; GDP-weighted average;
annual averages; all goods and services

Euribor 3-month - Historical close, average of
observations through period
(FM.M.U2.EUR.RT.MM.EURIBOR3MD_.HSTA)
- Modified value (quarterly)

Quarterly real gross domestic product growth rate -
annualised (t/t-4) (seasonally adjusted)

Crude oil prices: Brent - Europe, USD per barrel,
quarterly, not seasonally adjusted

All goods and services, annual average rate of
change

Food, energy, tobacco and alcohol are excluded;
annual average rate of change

HICP; only goods; annual average rate of change

HICP; only services; annual average rate of change

Global Geopolitical Risk Index; 1900-2019=100

World Uncertainty Index for Greece. The index is
normalised by total number of words and rescaled
by multiplying by 1000.

Source

Ha, J., M.A. Kose and F. Ohnsorge (2023), Version:
April 2024 update. https://www.worldbank.org/en/
research/brief/inflation-database

Ha, J., M.A. Kose and F. Ohnsorge (2023), Version:
April 2024 update. https://www.worldbank.org/en/

research/brief/inflation-database

Ha, J., M.A. Kose and F. Ohnsorge (2023), Version:

April 2024 update. https://www.worldbank.org/en/
research/brief/inflation-database

ECB portal to access SDW data

ELSTAT

Federal Reserve Economic Data, Federal Reserve

Bank of St. Louis. https:/fred.stlouisfed.org

Eurostat

Eurostat

Eurostat

Eurostat

Caldara and Iacoviello (2022), https://www.matteoia-
coviello.com/gpr.htm

Ahir, H., N. Bloom and D. Furceri (2022),
https://worlduncertaintyindex.com/data/


https://www.worldbank.org/en/research/brief/inflation-database
https://www.worldbank.org/en/research/brief/inflation-database
https://www.worldbank.org/en/research/brief/inflation-database
https://www.worldbank.org/en/research/brief/inflation-database
https://www.worldbank.org/en/research/brief/inflation-database
https://www.worldbank.org/en/research/brief/inflation-database
https://data.ecb.europa.eu/data/datasets/FM/FM.M.U2.EUR.RT.MM.EURIBOR3MD_.HSTA?chart_props=W3sibm9kZUlkIjoiMzQ2NjQ3IiwicHJvcGVydGllcyI6W3siY29sb3JIZXgiOiIiLCJjb2xvclR5cGUiOiIiLCJjaGFydFR5cGUiOiJsaW5lY2hhcnQiLCJsaW5lU3R5bGUiOiJTb2xpZCIsImxpbmVXaWR0aCI
https://fred.stlouisfed.org
https://www.matteoiacoviello.com/gpr.htm
https://www.matteoiacoviello.com/gpr.htm
https://worlduncertaintyindex.com/data/

