Energy prices drove euro area inflation decline despite ECB rate hikes
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In recent years, major industrialised economies such as the euro area and the United States have witnessed a significant reduction in inflation, following a sharp rise during 2021-22. Inflation rates in these regions have since stabilised between 2% and 3%, marking a notably brief inflationary episode compared to the prolonged inflation seen in the 1970s and 1980s. A detailed analysis primarily focusing on the euro area questions the role and cost of central banks, particularly the European Central Bank (ECB), in this inflation containment.
The ECB’s policy response included a series of interest rate hikes starting when inflation peaked at 10.6% in October 2022. By October 2023, inflation had fallen to 2.9%, concurrent with the deposit rate — the remuneration on bank reserves — reaching a peak of 4%. However, empirical research on monetary policy effects highlights that changes in interest rates generally influence inflation only after a delay of one to three years. Given this lag, the steep fall in euro area inflation observed within a year of ECB rate hikes is unlikely to be primarily due to these monetary policy moves.
Fuel prices appear to have played a significant role in shaping inflation trends. A sharp rise in energy costs from early 2021 preceded the inflation surge by six to twelve months; conversely, a steep decline in energy prices from March 2023 was followed by a rapid reduction in inflation through late 2023. The stalling of inflation reductions in late 2023 corresponded with a slight rebound in energy prices, indicating that energy cost fluctuations were closely linked to inflation patterns, independently of ECB interest rate adjustments.
This analysis proposes that the inflation cycle in the euro area during 2022-24 was driven mainly by energy price changes, with the ECB’s interest rate policy having minimal influence on inflation itself. It is suggested that the primary function of the central bank’s rate hikes during this period was to uphold long-term low inflation expectations, preventing inflationary fears from spreading among economic agents who might have otherwise doubted the ECB’s commitment to price stability.
The cost of these interest rate hikes was substantial. Following the era of quantitative easing, which boosted the stock of bank reserves, the ECB’s policy of raising deposit rates to combat inflation resulted in large interest transfers from the central bank to commercial banks. From September 2022 to early 2025, the ECB’s transfers to banks amounted to approximately €270 billion — about 0.8% to 0.9% of euro area GDP annually. These measures significantly boosted banks’ net profits, more than doubling them in 2023 and 2024 through windfall gains that required no additional lending or credit risk. Meanwhile, the major euro area central banks incurred nearly €70 billion in losses during 2024, ceasing profitable transfers (seigniorage) to national treasuries and signalling ongoing financial strain.
Beyond these financial costs to central banks and taxpayers, the conventional economic concern about anti-inflation measures is the potential sacrifice in economic output and employment. However, euro area GDP growth did not visibly slow in response to ECB rate hikes. Instead, real GDP growth slightly increased over 2022-24, possibly due to positive supply side effects from falling energy prices and an ‘equity effect’ where increased bank profits improved their equity and encouraged lending, which counterbalanced monetary tightening efforts.
An alternative approach to mitigating these financial consequences could have involved the ECB adopting a tiered system of reserve requirements, whereby a portion of bank reserves would remain unremunerated. This system, previously employed in 2019-22, could have halved the size of interest transfers without altering the fundamental monetary policy mechanism. The decision not to implement such a system contributed to the higher-than-necessary costs associated with the ECB’s interest rate strategy.
In summary, while the ECB’s interest rate hikes during 2022-24 coincided with a decline in inflation, evidence indicates that this decline was largely driven by energy price fluctuations rather than monetary policy. The significant financial transfers to banks and related central bank losses suggest a high cost of this strategy, raising questions about the cost-effectiveness of the ECB’s response to inflation during this period.
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