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Inflation Rates in Europe: Legacy of the Iron 

Curtain 

Jirf Schwarz Jr. & Tomas Adam1

When comparing inflation across European countries, we often overlook a simple fact - inflation is the 

percentage change in the price level. The rate of inflation therefore depends on base prices. This phenomenon 

has been particularly important during the 2022-23 inflation episode, when countries have been facing the 

same energy shock. The key takeaway is that the price level plays a crucial role in explaining different inflation 

rates in services, where the price level differences are biggest. In this article, we explain how a higher price 

level - due mainly to higher wages - insulates the economy from cost shocks to inflation. This means that 

countries with higher headline or core inflation following a major cost shock are not necessarily overheating 

more than those with lower inflation. 

INTRODUCTION 

A series of unprecedented shocks have hit the global economy over the last couple of years. At the start of 

2020, the Covid pandemic broke out. Governments responded with generous fiscal expansion and central 

banks with accommodative monetary policy. After the anti-pandemic measures were lifted, supply chains 

were overwhelmed by increased demand for goods, demand which they were unable to meet. This was 

followed in February 2022 by Russia's invasion of Ukraine, which led to extreme growth in prices of natural 

gas, electricity, crude oil and food commodities. The result has been a global surge in inflation. 

In this article, we will focus on the impact of this energy shock on inflation in European countries. Over the 

past two years, we have observed large cross-country differences in inflation, including in core components 

of the consumer basket {goods and services) indirectly related to energy prices. It is as if the history is repeating 

itself: From Szczecin on the Baltic Sea, a curtain descended southwards across the European continent. Unlike 

its iron predecessor, it has divided Europe in terms of inflation, with Eastern Europe experiencing higher 

inflation rates {see Figure 1). 

The original curtain divided Europe both politically and economically. The countries in the East were cut off 

from their economic links to the West and focused mainly on energy-intensive industry. Due to the slow 

growth that characterized their centrally planned economies, central and eastern European countries were 

much poorer when the curtain fell in the early 1990s. Although their standard of living has risen remarkably 

over the last 30 years, they still lag behind western Europe. 

As a result, the general price levels in CEE countries in 2021, before the worst energy shock in decades hit, was 

30% below the European Union average. The price differences were largest in the services sector, reflecting 

lower wages, which were about 40% below the EU average. Lower wages mean that the share of tradable 

goods, which were most affected by the global supply shock, is higher in the consumer basket; the same 

increase in energy or food prices subsequently leads to higher headline inflation. 
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