Estimating the impact of inflation
on Spain’s tax burden: The hidden
effects of fiscal drag

Inflation has increased Spain’s tax burden by eroding the real value of tax allowances
and pushing taxpayers into higher brackets. The lack of systematic indexation has
disproportionately impacted middle-income earners, raising questions about the fairness

and sustainability of current fiscal policy.

Abstract: Spain’s tax system has been heavily
impacted by inflation, which has increased
the tax burden by pushing taxpayers into
higher brackets and eroding the real value
of allowances and deductions. Indeed, the
increase in tax bills was an estimated 311 euros
for low-income taxpayers, 458 euros for
middle-income taxpayers, and 622 euros
for high-income taxpayers, with bracket
creep alone increasing middle-income

taxpayer bills by a further 225 to 450 euros.
While targeted relief measures have been
introduced, such as higher deductions for
low-income earners, these adjustments are
insufficient to address the broader issue.
The persistence of fiscal drag poses risks to
economic growth and equity, highlighting
the need for a transparent and consistent
policy approach to prevent unfair increases
in the tax burden.
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Half of the increase in personal income tax receipts in Spain between

2019 and 2023 is attributable to inflation, with 58% of this impact the
result of not indexing the various tax benefits to inflation (9.7 billion
euros), with the remaining 42% derived from bracket creep (7 billion

euros). ”

The issue

The impact of inflation on personal income
tax revenue is a recurring topic of debate.
Interest in this issue has increased in the
wake of the pandemic due to steep consumer
price inflation (CPI), which between 2021
and 2024 amounted to 3.1%, 8.4%, 3.5% and
2.8%. In sum, a cumulative increase in
consumer prices of 17.8% which has fuelled
growth in income tax receipts via three
interconnected routes. Firstly, via application
to taxpayers’ income in monetary terms
rather than real terms. This happens even
when all of their income falls into the
same income tax rate bracket. Secondly,
by pushing some taxpayers to pay personal
income tax at higher marginal rates on a
portion of their earnings (bracket creep).
Thirdly, by eroding the nominal value of
tax exemptions or minimum thresholds
expressed in euros. The fiscal drag problem
is not only relevant during periods of sharp
inflation such as the recent episode. During
periods of low inflation, it is also an issue on
account of its cumulative effect. For example,
annual inflation averaged just 1.1% between
2009 and 2019 but the cumulative impact
was 12%.

Failing to index personal income tax is
equivalent to a hidden tax increase that does
not have to go through parliament. In this
scenario, inflation acts as a silent tax whose
effect is uneven and not fully observable for
tax payers. That may be behind the fact that tax

increases are not among Spanish households’
chief concerns (CIS, 2025). As a result, their
political costs are, generally, lower than overt
tax reforms that lead to explicit increases in
taxation. In general, the same can be said of tax
“dabbling”, where governments tinker with
small changes in taxation. Non-indexation
has positive impacts on tax receipts. Indeed,
in the absence of any targeted tax reforms,
Spain’s convergence with the EU average
for public revenue-to-GDP in the wake of
the pandemic has been helped by rampant
inflation. That in turn has allowed Spain to
raise its ratio of public expenditure-to-GDP
to above the EU average (Romero-Jordan,
2024). [1] However, the effects of fiscal drag
go beyond revenue considerations. In fact,
it has pernicious effects on the incentive to
work or income distribution that get a lot
less attention in the public debate than they
deserve (Kis et al., 2024).

The impact of fiscal drag on tax revenue
is proving particularly intense in Spain.
Balladares and Garcia-Miralles (2024)
estimate that half of the increase in personal
income tax receipts in Spain between 2019
and 2023 is attributable to inflation, [2] in
other words, 16.7 billion euros of the growth
of 33.4 billion euros in personal income tax
revenue during that period (AEAT, 2024).
By their analysis, 58% of this impact is
the result of not indexing the various tax
benefits to inflation (9.7 billion euros), with
the remaining 42% derived from bracket
creep (7 billion euros). This translates into

o Failing to index personal income tax is equivalent to a hidden tax
increase that does not have to go through parliament.
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AlIReF (2024) has estimated that non-indexation will lift tax revenue

for the next seven,¥ears of the current tax plan for 2025-2031 by

12.6 billion euros.

an average increase in tax bills of 725 euros
on the basis of the approximately 23 million
tax returns filed in 2023. Separately, AIReF
(2024) has estimated that non-indexation
will lift tax revenue for the next seven years
of the current tax plan for 2025-2031 by
12.6 billion euros.

The most effective and transparent way
to address fiscal drag is to regularly and
automatically index tax. Indexing both tax
bands and personal income tax allowances.
However, this is not common practice in
the EU. Just a few countries — Austria,
Belgium, France, Lithuania, Netherlands and
Sweden— index their tax bands systematically
(Bukowski et al., 2023). Around half of
the OECD member states (2023) make
discretionary adjustments to the various
personal income tax parameters. Spain has
no standardised adjustment procedure, only
a partial and discretionary one. For example,
the individual and household minimum
thresholds have not been adjusted since
2015. Since 2025, however, cumulative
inflation stands at 21.2%. To illustrate, the
value of the general allowance per taxpayer
set at 5,550 euros since 2015 would be
6,715.50 euros in 2024 if it had been adjusted
for inflation.

In recent years, the government has ruled
out indexing personal income tax arguing
that it would also benefit higher earners.
It has focused its strategy on increasing

income tax relief for earners with pre-tax
annual salaries of between 15,000 and
21,000 euros. It also increased the threshold
for becoming liable to pay personal income
tax from 14,000 to 15,000 euros (Romero-
Jordan, 2022). In contrast, most of the
regional governments, including the Basque
and Navarre governments which have
their own taxation systems, made different
discretionary adjustments between 2022 and
2024 (General Council of Economists, 2022,
2023 and 2024).

By how much should personal
income tax have been indexed?

Inflation does not affect all taxpayers equally.
The consumer price index estimated by Spain’s
statistics office, the INE, is an aggregate index
that provides information about the average
level of inflation in the economy. However,
households face different levels of inflation
depending on the composition of their
spending and the trend in the market prices
of the products they buy. In other words, each
household hasits own CPI, which for simplicity
we term the HCPI. Using the methodology
devised by Romero-Jordan (2023a), Table 1
provides the inflation borne by households
between 2021 and 2024 for different levels
of expenditure. The calculations use the
microdata provided in the Household Budget
Survey (HBS) published by the INE.

As shown in Table 1, the average cumulative
growth in inflation for all households was

“ The average cumulative growth in inflation for all households was
17.8%, but lower-income households bore cumulative inflation of
18.6% compared to 15.8% for higher-income households, as they
spend relatively more on food and energy, the most inflationary

categories in 2021 and 2022. 7’

57



Table 1

12 to 21 3.5

3.1
27
23
2.0
17

Average cumulative
3.5
growth

<12
21

Change in HCPI by level of adjusted expenditure

Intervals (€ 000) 2021 2022 2023 2024 Cumulative
2021-2024
4.4 9.1 2.0 3.0

18.6
8.4 3.4 2.7 18.0
8.1 3.9 2.7 17.8
7.7 4.3 2.7 17.4
7.4 4.5 2.6 16.8
7.3 4.7 2.6 16.5
7.2 4.2 2.7 15.8
8.3 3.5 2.7 17.8

Source: Author’s own elaboration based on HBS microdata Population values.

17.8%. However, that growth is not even but
rather decreases as spending levels increase.
Lower income households, which spend
less than 12,000 euros per annum, bore
cumulative inflation of 18.6%. At the other
end of the spectrum, inflation was 15.8% for
households spending more than 120,000
euros per annum. The reason for these
differences lies with the fact that the lower
income households spend relatively more on
food and energy products, the most inflationary
categories in 2021 and 2022. Energy prices
also rebounded in 2024 when the various
tax breaks were removed. As a result, the
timing and rate of indexation affect who
stands to benefit more or less from the
adjustments. For example, in relative terms,
the first two income brackets would lose
out if the adjustment were made in 2024 on
the basis of the CPI accumulated until that
year (17.8%). In both of those income bands,
HCPI is higher than CPI. [3]

What the results tell us

This section provides a comparative static
simulation of the impact on tax revenue

1!

of not indexing the main personal income
tax allowances: minimum individual and
household thresholds and the joint return
deduction. To do that, we use the personal
income tax taxpayer statistics for 2022
published by the tax authority, which are the
most recent figures available (AEAT, 2023).
The results by year and income bracket are
presented in Table 2. In cumulative terms, the
impact on tax revenue sums to 9.75 billion for
the four years analysed (around 10.3 billion
euros compounded to 2024). This figure
is in line with that estimated by Balladares
and Garcia-Miralles (2024) for 2019-2023.
AIReF (2024) has estimated the increase in
total revenue attributable to inflation in 2024
at 3.4 billion euros. As shown in Table 2,
that figure is compatible with the 1.61 billion
euros estimated for 2024 in our simulation.

Of the four years analysed, the biggest
impact on tax receipts occurred in 2022
(4.6 billion euros), which is when post-
pandemic inflation peaked. That figure is
47% of the cumulative inflation-induced
increase in tax revenue in the period

Middle-income taxpayers account for 59.7% of the returns presented

and 57.8% of the income tax collected, bearing 61.3% of the increase
in tax revenue attributable to inflation.
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Table 2
return relief

Impact of non-indexation of minimum thresholds and joint

Euros per annum per personal income taxpayer

- -

Impact bracket

16.1

79.8
108.4
1522
197.9
2255

Aggre_gate impact 1,619.1

in millions of euros

Source: Author’s own elaboration.

analysed. By income bracket, the cumulative
impact increases in tandem with the income
bands. It ranges from 92 euros for taxpayers
with annual taxable income of under
12,000 euros to 1,294 euros for those
earning more than 600,000 euros. Average
taxable income in 2022 was 23,600 euros, so
falling into the 21,000 — 30,000 euro bracket.
Taxpayers in this income bracket bore an
extra 458 euros in their tax bills.

The range of annual taxable income for
middle-income households (defined by the
OECD as households earning between 75%
and 200% of the median national income)
goes from 17,700 to 47,200 euros. In this
broader interval, the 12,000 — 21,000 euros
income bracket corresponds to low-middle
income earners and the 30,000 to 60,000 euros
bracket to middle-high earners. As shown

1!

2022 2023 2024 Total
cumulative
impact
2021-2024
43.5 18.1 14.5 92.2
146.9 61.2 49.0 311.3
216.2 90.1 721 458.1
293.8 122.4 97.9 622.5
412.3 171.8 137.4 873.7
536.3 2235 178.8 1,136.4
611.1 254.6 203.7 1,294.8
4,597.2 1,924.5 1,607.0 9,747.8

in Table 2, the average impact per taxpayer
during the period analysed was 311 euros
in the low-income bracket, 458 euros in the
middle-income bracket and 622 euros in
the middle-high income bracket. Following
Balladares and Garcia Miralles (2024), it
is possible to infer that the failure to adjust
tax rates for inflation adds a further 225 to
450 euros to the tax bills of middle-income
earners.

Middle-income taxpayers account for 59.7%
of the returns presented and 57.8% of the
income tax collected. And they bore 61.3%
of the increase in tax revenue attributable
to inflation. It is fair to say, therefore, that
the middle class were the big losers in this
scenario of non-indexation. The scale of
the problem increases when we layer in the
impact of VAT. Based on the calculations

In the absence of tax changes, assuming inflation stays at close to

2.5%, the tax bill of a middle-income household will increase every
year by around 200 euros per annum.
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of Romero-Jordan (2025), the cumulative
increase in the VAT tax bill plus the impact
of non-indexation of personal income
tax for middle-income households was
approximately 1,100 euros during the period
analysed.

Notes

[1] Due to sharp growth in public consumption,
which by Funcas’ estimates explains around
two-thirds of the cumulative growth in GDP
since 2019.

[2] Depending on the indexation methodology
applied.

[3] Assuming annual indexation, the same groups
would have lost out or benefitted in 2021, 2022
and 2024. In 2023, indexation at 2.7% would
have benefitted the lowest income households
in particular.
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