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Abrupt surges in the prices of food, energy, and other 
basic necessities have become a recurring source of 
economic and social stress across countries. As the global 
economy becomes more exposed to geopolitical tensions, 
climate-related disruptions, and other supply shocks, 
policymakers are increasingly confronted with diffi-
cult trade-offs among protecting vulnerable households, 
preserving price signals, maintaining fiscal sustainabil-
ity, and safeguarding macroeconomic stability. This 
chapter examines the anatomy of cost-of-living crises, 
the policy responses adopted in past crisis episodes, and 
the lessons they offer for a more shock-prone world. The 
analysis shows that these crises can have disproportion-
ately large consequences for lower-income households. 
Targeted and temporary transfers are the most effective 
way of protecting the most vulnerable from a spike in 
the cost of basic necessities while facilitating the nec-
essary demand adjustment and preserving fiscal space. 
Providing the same protection through measures that 
suppress prices can require between 3 and 22 times 
the amount of fiscal resources, and the measures can 
become ineffective when fiscal space is limited or when 
many countries implement subsidies simultaneously.

Introduction
The rising cost of living has emerged as a major 

concern for households across much of the world in 
recent years (EP 2023; OECD 2023; Ipsos 2026). 
Central to this concern have been abrupt increases in 
the prices of basic necessities—food, transport, and 
housing-related expenses, including energy utilities—
following major disruptions to global commodity mar-
kets, including those since Russia’s invasion of Ukraine 
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in 2022 and during the conflict in the Middle East in 
2026. Events marked by severe surges in the prices of 
basic household necessities have been relatively infre-
quent but are not unprecedented, with the global food 
crisis in 2007–08 being a notable earlier episode (Fig-
ure 2.1, panel 1). Because demand for the goods and 
services that are considered basic needs for households 
is highly inelastic, even temporary spikes in the prices 
of those goods and services can impose substantial 
welfare losses when households cannot borrow or draw 
on liquid savings to smooth consumption. Moreover, 
these losses fall disproportionately on lower-income 
households, which devote a larger share of their spend-
ing to basic necessities and therefore must deal with 
significantly stronger cost-of-living pressures during 
such episodes (Figure 2.1, panel 2). These events also 
threaten macroeconomic stability and create difficult 
policy trade-offs through their effects on headline infla-
tion, inflation expectations, and economic sentiment.

As a result, these cost-of-living crises are highly 
salient social and political events that often precip-
itate costly ad hoc policy interventions, even when 
fiscal space is already limited. During the 2022–23 
cost-of-living crisis, for example, many countries 
complemented monetary tightening with a range of 
measures, including transfers to households, price caps, 
subsidies, tax cuts, and export restrictions (Arregui and 
others 2022; Amaglobeli and others 2023; Sgaravatti 
and others 2023). These interventions were frequently 
introduced rapidly, came amid mounting political 
pressure and protests (Hossain and Hallock 2022), 
and consisted largely of broad-based and untargeted 
measures—at odds with standard policy recommen-
dations (Amaglobeli and others 2022).1 Policy actions 
observed so far in 2026 point to a similar pattern 
(Amaglobeli and others 2026; Dabla-Norris and others 
2026; Figure 2.1, panel 3). Beyond political pressure 
and distributional concerns, policymakers have also 
justified intervention on macroeconomic grounds, 

1For analysis of the effectiveness of policies during the 2022–23 
episode, see, for instance, Dao and others (2023), Auclert and others 
(2024), Erceg and others (2024), and Lemoine, Petronevich, and 
Zhutova (2024).
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arguing that sharp increases in salient prices could 
de-anchor inflation expectations, trigger second-round 
effects, and weigh on consumer sentiment (Bénassy-
Quéré 2024).

As the global economy becomes more prone to 
shocks (Georgieva 2022; Gopinath 2024), it is increas-
ingly important to understand how policymakers 
should respond to cost-of-living crises. Taking as given 
that policymakers seek to respond to episodes of such 
crises, this chapter examines how different macro-
economic stabilization policies can help economies 
cope with sudden and acute increases in the cost of 
basic necessities while balancing the trade-offs among 
preserving price signals, which encourage the demand 
adjustment needed to restore market balance; protect-
ing vulnerable households; maintaining fiscal sustain-
ability; and safeguarding macroeconomic stability. To 
achieve this objective, the chapter seeks to address the 
following questions:
	• Anatomy of cost-of-living crises. How widespread, 

frequent, and heterogeneous have cost-of-living cri-
ses been across countries and over time? What have 
been their main drivers? How have key macroeco-
nomic variables evolved, and how have outcomes for 
different segments of the population varied during 
episodes of such crises?

	• Policy responses and their effectiveness. What measures 
have policymakers used to respond to cost-of-living 
crises? How have their responses differed across 
episodes and country groups, and how effective have 
they been in reaching affected households?

	• Toolkit for a shock-prone world. Looking ahead, 
how should policymakers prioritize their available 
fiscal policy tools when responding to cost-of-living 
crises? Under what circumstances are different fiscal 
interventions warranted, and what trade-offs do they 
entail?

To answer these questions, the chapter employs an 
array of empirical evidence and model-based analysis. 
It begins by examining the prevalence, drivers, and 
macroeconomic and distributional consequences of 
cost-of-living crises over the past two decades. It then 
documents the policy measures deployed during these 
episodes and assesses the effectiveness of those mea-
sures in influencing macroeconomic outcomes and the 
role of the measures in cushioning the impact of the 
crises on affected households. Finally, the chapter uses 
a novel model framework to evaluate the effectiveness 
and costs of fiscal measures employed in past crisis 
episodes and draw lessons for how these interventions 

In�ation, basic necessities Cereals (right scale)
Energy (right scale) Fertilizers (right scale)
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Price-suppressing Income-supporting

Figure 2.1.  Surges in Cost of Basic Necessities over Time and 
across Income Quintiles, and Policy Responses

1. Inflation of Basic Necessities and Commodity Prices
(Z-score; index, 2016 = 100, right scale)

Sources: Amaglobeli and others 2023; Eurostat, Household Budget Surveys; IMF, 
Primary Commodity Prices database; IMF, Consumer Price Index dataset; IMF Global 
Policy Tracker; Kpodar and Liu 2022; Luxembourg Income Study Database; national 
sources; and IMF staff calculations.
Note: In panel 1, the blue line represents the median z-score of inflation in the prices 
of basic necessities across countries and the shaded area the interquartile range. Basic 
necessities include Classification of Individual Consumption According to Purpose 
(COICOP) categories “Food and non-alcoholic beverages,” “Housing, water, electricity, 
gas, and other fuels,” and “Transport.” Panel 2 shows the cross-country distribution 
of the difference between year-over-year consumer price index inflation experienced 
by households in the lowest and highest income quintiles. Panel 3 shows the relative 
share of “price-suppressing” and “income-supporting” policies implemented by country 
income group. Information on policies in 2026 is updated until June 2026. See Online 
Annex 2.1 for details on the sample composition. AEs = advanced economies; EMs = 
emerging markets; LIDCs = low-income developing countries.
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should be prioritized when a response is deemed neces-
sary to protect vulnerable households.2

The chapter’s main findings are as follows:
	• Cost-of-living crises are infrequent but can severely 

affect households and threaten macroeconomic stability. 
Typically triggered by shocks that disrupt global 
commodity markets, episodes of such crises are 
characterized by sustained increases in the rela-
tive prices of basic necessities and declines in real 
wages. Inflation expectations, even at medium-term 
horizons, also increase persistently, creating difficult 
policy trade-offs.

	• The burden of cost-of-living crises falls disproportion-
ately on lower-income households. Because low-income 
households devote a larger share of spending to 
basic necessities, they experience significantly higher 
inflation during cost-of-living crises relative to 
higher-income households. Accounting for the infla-
tion experienced by poorer households also suggests 
that substantially more people fell below the poverty 
line in emerging market and developing economies 
during 2021–24 than implied by measures based on 
aggregate inflation.

	• Fiscal policy can help cushion the impact of cost-
of-living crises on the most vulnerable households, 
but the design of support measures requires careful 
consideration. During past episodes, countries—
particularly emerging market economies and 
low-income developing countries—relied heavily 
on broad-based price-suppressing interventions, 
including reductions in consumption taxes, price 
subsidies, and price controls. When income-sup-
porting measures were deployed, they often relied 
on broad rather than targeted instruments. The 
chapter shows that targeted transfers are the 
most cost-effective way of supporting vulnerable 
households. They preserve price signals, facilitate 
necessary adjustment in demand, and safeguard 
critical fiscal space. Achieving a comparable degree 
of protection through price-suppressing measures 
can require between 3 and 22 times the fiscal 
resources, depending on the country characteristics 
and the source of the shock. Although subsidies 
can provide support in the near term, their benefits 
for low-income households are generally out-
weighed by subsequent fiscal consolidation costs. 
Moreover, the effectiveness of subsidies declines 

2See Chapter 2 of the October 2024 World Economic Outlook for 
a discussion of how the interaction of demand pressures with supply 
bottlenecks affected the trade-offs faced by monetary policy during 
the 2022–23 inflationary episode.

when fiscal space is limited, and they can become 
counterproductive when many countries deploy 
them simultaneously.

	• Emerging market and developing economies face starker 
policy trade-offs than advanced economies. Because 
food and other basic necessities account for a larger 
share of household spending, providing support to 
vulnerable households can be particularly costly in 
these economies, underscoring the importance of 
targeted interventions. When countries have limited 
fiscal space to respond, the relative cost-effectiveness 
of targeted transfers is magnified, and the fiscal 
burden associated with broad-based subsidies can 
ultimately outweigh their near-term benefits for 
vulnerable households. In past episodes, however, 
these economies—particularly low-income devel-
oping countries—relied extensively on broad-based 
interventions, likely reflecting limitations in their 
social protection infrastructure.

Cost-of-Living Crises: A Primer
This chapter defines cost-of-living crises as episodes 

in which the prices of basic necessities rise sharply and 
abruptly, outpacing both the prices of other goods and 
services and nominal wage growth. Such episodes are 
typically triggered by adverse supply shocks that raise 
the relative price of necessities, whether those shocks 
are global in nature—such as extreme weather events 
affecting major agricultural producers, geopolitical ten-
sions, wars, or supply-chain disruptions—or country 
specific, such as local weather shocks.

Two characteristics can make cost-of-living crises 
more consequential and distinguish them from other 
inflationary episodes. First, demand for basic necessities 
is highly inelastic, as consumers cannot easily substitute 
for these goods and services or wait for their prices to 
fall. Second, basic necessities account for a large share 
of household spending, especially among lower-income 
households. In the median advanced economy, these 
necessities represent about 50 percent of total con-
sumption for high-income households and 70 percent 
for low-income households. In the median low-income 
developing country, the corresponding shares are 
about 70 and 80 percent, respectively (Online Annex 
Figure 2.2.2).3 Together, these characteristics suggest 
that cost-of-living crises can have greater welfare and 
distributional consequences than shocks that raise the 

3All online annexes are available at www.imf.org/en/Publications/
WEO.

http://www.imf.org/en/Publications/WEO
http://www.imf.org/en/Publications/WEO
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relative price of nonessential goods and services or 
inflationary episodes driven by demand pressures.

A supply shock that drives a surge in the relative 
prices of basic necessities ultimately requires some 
adjustment in demand to restore market balance. 
Policy interventions cannot eliminate the need for 
this adjustment and should instead seek to facilitate it 
while cushioning the impact on vulnerable households 
and preventing broader macroeconomic instability. 
Regarding monetary policy, the textbook prescription 
is to look through temporary spikes in headline infla-
tion caused by supply shocks while remaining ready to 
tighten the policy stance if inflation expectations begin 
to drift upward or risks of second-round effects emerge 
(Humpage 2008; Borio and others 2021; Gopinath 
2024). Addressing the distributional consequences 
of these shocks is primarily the role of fiscal policy. 
Automatic stabilizers and social safety nets would 
be the first line of defense for protecting households 
amid supply shocks within the range of historical 
experience. However, social protection systems may 
be underdeveloped in some countries and, even where 
well developed, may not be well equipped to absorb 
exceptionally severe and disruptive shocks. In practice, 
policymakers have often resorted to ad hoc discretion-
ary interventions when sharp increases in the prices of 
basic necessities have threatened food security, social 
cohesion, or macroeconomic stability. Even when the 
risks associated with such developments may warrant 
some discretionary measures, fiscal support at odds 
with initial monetary conditions (notably when infla-
tion is above target and inflation expectations are drift-
ing) could jeopardize disinflation efforts, accentuating 
cost-of-living pressures (see, for instance, Chapter 2 of 
the April 2023 Fiscal Monitor).

For the purposes of this chapter, basic necessi-
ties comprise food, transport, and housing-related 
expenses, including utilities such as electricity, gas, 
and other fuels.4 Some consumption categories are 
also important for household well-being but are not 
the focus of this chapter. Although a deep dive into 
housing markets is beyond the scope of the chapter, 
Box 2.1 analyzes the evolution of rents during cost-

4In terms of national price statistics, the categories considered basic 
necessities in the chapter encompass three Classification of Individual 
Consumption According to Purpose (COICOP) divisions used in 
calculating the consumer price index: Food and non-alcoholic bev-
erages (COICOP 1), Housing, water, electricity, gas, and other fuels 
(COICOP 4), and Transport (COICOP 7). They largely overlap 
with categories excluded from core inflation, with the exception of 
some housing costs (for example, rents and water) and nonenergy 
transport goods and services (for example, public transit).

of-living crises, the distributional implications of this 
evolution, and its relationship with monetary policy. 
Health care, childcare, and education are likewise 
important for household welfare, and their relative 
prices may exhibit persistent upward trends, the 
strength of which may vary across countries. However, 
these sectors are generally less susceptible to sudden 
and sharp price surges, partly because the prices of 
their underlying goods and services are often shaped by 
public provision or regulation, and so are not included 
among the basic necessities considered in this chap-
ter. More broadly, this chapter focuses on abrupt and 
transitory shocks to the cost of basic necessities rather 
than on slow-moving increases arising from structural 
factors, such as restrictive regulations, limited competi-
tion, demographic trends, or chronically high inflation. 
Although these forces can also have important welfare 
and distributional consequences, they typically require 
structural reforms and durable policy adjustments 
rather than emergency support measures.

Anatomy of Cost-of-Living Crises
An operational definition of cost-of-living crises uses 

disaggregated consumer price indexes for 85 advanced 
and emerging market and developing economies over 
2005–25 to identify the onset of crisis episodes at 
the country level. More precisely, a country is con-
sidered to have entered a cost-of-living crisis when 
the quarter-over-quarter increase in the prices of 
basic necessities is two standard deviations above its 
country-specific mean and the increase in the prices 
of other goods and services, as well as the quar-
ter-over-quarter growth rate of nominal wages, is below 
that threshold and remains below it for two subsequent 
quarters (see Online Annex 2.2.1).5

Most economies (75 out of the 85 studied) experi-
enced at least one cost-of-living crisis between 2005 and 
2025, with 46 percent experiencing at least two episodes 
and 13 percent more than two. Significant clustering 
of episodes occurred around 2007–08, during the food 
price shock that preceded the global financial crisis; in 
2022–23; and to a lesser extent in 2010–11 (Figure 2.2, 

5Since domestic prices can reflect policies introduced precisely 
to shield households and preexisting practices (for example, how 
administered prices are adjusted), an alternative approach combines 
global commodity prices with country-specific consumer price 
index weights and constructs a counterfactual price index of basic 
necessities—akin to a Bartik-style instrument—to identify cost-of-
living crisis episodes. The dynamics of macroeconomic variables 
around cost-of-living crises are robust to this alternative approach 
(Online Annex 2.2).
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panel 1). Outside of these windows, a handful of coun-
tries, mostly emerging market and developing econo-
mies, experienced cost-of-living crises.

What have been the main drivers of cost-of-living 
crises in different countries? Analysis based on a 
dynamic factor model suggests that a large fraction of 

the inflation in the prices of basic necessities experi-
enced during cost-of-living crises can be accounted for 
by a global factor that generates common dynamics 
across countries.6

For the median advanced economy, this global 
factor accounts for about 70 percent of the inflation in 
the prices of basic necessities recorded during cost-
of-living crises (Figure 2.2, panel 2). For the median 
emerging market and developing economy, the global 
factor accounts for slightly less than 40 percent of 
the inflation in the prices of basic necessities during 
these episodes. The larger role of country-specific 
forces could reflect a larger incidence of local shocks 
(for example, weather shocks driving food prices) or 
domestic factors such as persistent price subsidies—or 
their abrupt removal—which may have weakened the 
link between global shocks and domestic prices.

The common factor that accounts for most of the 
variation in the prices of basic necessities during cost-
of-living crises is closely linked to global commodity 
price movements (Figure 2.2, panel 3). A composite 
commodity price index explains roughly half of the 
variation in the global factor.

Macroeconomic Dynamics around Cost-of-Living 
Crises

How do key macroeconomic variables evolve around 
cost-of-living crises? To address this question, a set of 
local-projection regressions traces the evolution of key 
macroeconomic variables around the onset of identi-
fied crisis episodes (Online Annex 2.2.3).7 By defini-
tion, the episodes are marked by a spike in the relative 
prices of basic necessities. On average, however, the rel-
ative prices of basic necessities continue to increase for 
several quarters and peak only 1½ years after the onset 
of a crisis (Figure 2.3, panel 1). Moreover, the drift in 
relative prices is highly persistent, with the prices of 
basic necessities remaining, on average, about 7 percent 
higher than the prices of other goods and services, even 
three years after the start of a cost-of-living crisis.

The headline consumer price index (CPI), initially 
bolstered by the surge in the prices of basic necessities, 
continues to increase for longer and throughout the 

6The dynamic factor model assumes that the behavior of domestic 
inflation in the prices of basic necessities can be explained by a 
global common factor (reflecting global demand or supply shocks) 
and idiosyncratic shocks (reflecting country-specific events); see 
Online Annex 2.2.2 for details.

7Since the variable capturing the onset of identified episodes is 
binary, quantitative interpretation of the results requires caution.
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Figure 2.2.  Cost-of-Living Crisis Episodes and Their Drivers
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third year, reaching an average cumulative increase 
across countries and episodes of about 13 percent. 
Although by definition nominal wages lag prices at 
the onset of cost-of-living crises, the fall in real wages 
is very persistent. Three years after the onset of a crisis 
episode, real wages remain about 3 percent below their 
precrisis path.8

The sustained increase in the headline CPI beyond 
the peak in the relative prices of basic necessities likely 
reflects not only important first-round effects, but also 
sizable second-round effects. Indeed, both near- and 
medium-term inflation expectations increase signifi-
cantly during cost-of-living crisis episodes (Figure 2.3, 
panel 2). One-year-ahead expectations remain about 
2.7 percentage points higher in advanced economies 
four quarters after the onset of a cost-of-living crisis 
and 5.3 percentage points higher in emerging market 
and developing economies. Although expectations ease 
thereafter, they remain significantly above their precri-
sis level even three years after crisis onset. Strikingly, 
medium-term inflation expectations also register a 
significant drift. Five-year-ahead inflation expectations 
increase modestly initially, but three years after the 
onset of a crisis episode they are, on average, about 
0.3 percentage point higher in advanced economies 
and about 1.1 percentage points higher in emerg-
ing market and developing economies. This suggests 
that cost-of-living crises may contribute to some 
de-anchoring of inflation expectations.

In regard to real and external variables, final domes-
tic demand falls in the year following crisis onset by 
about 6 percent in emerging market and developing 
economies and by 8 percent in net energy importers 
while remaining broadly resilient in advanced econo-
mies and net energy exporters (Figure 2.3, panel 3). 
The current account balance strengthens for net energy 
exporters by about 1.5 percentage points of GDP over 
the same period while remaining broadly unchanged in 
other country groups.

The estimates in this section describe condi-
tional moments around episodes rather than causal 
effects, and the identified episodes could reflect both 
demand and supply shocks. However, the dynamics 
of macroeconomic aggregates are broadly comparable 
with those arising when cost-of-living crisis episodes 
are detected using global commodity prices, or when 
exogenous oil supply shocks (Känzig 2021) are 

8By contrast, additional exercises suggest that losses in real wages 
are much smaller and less persistent following demand-driven infla-
tionary shocks (Online Annex 2.2.3).
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employed in the local-projection regressions (Online 
Annex 2.2.3). Together, the evidence suggests that the 
identified episodes largely capture global supply shocks, 
although it does not allow other types of shocks to be 
ruled out.

Distributional Implications
How do outcomes for different segments of the 

population vary during cost-of-living crises? To answer 
this question, the analysis combines household bud-
get survey data with disaggregated price indexes to 
construct income-specific consumption price indexes 
(following Lokshin, Sajaia, and Torre 2025 and 
Jaravel 2026). The results reveal substantial inflation 
inequality during cost-of-living crises, with inflation 
for low-income households markedly higher than 
inflation for high-income households. These dispari-
ties are particularly pronounced in emerging market 
and developing economies. The cumulative inflation 
gap between the bottom and top income quintiles 
reached 1.6 percentage points in the median advanced 
economy over 2021–24, 3.2 percentage points in the 
median emerging market economy, and 4.5 percentage 
points in the median low-income developing country 
(Figure 2.4, panel 1). 

Local-projection estimates using the full sample 
confirm that low-income households have experienced 
significantly higher inflation than high-income house-
holds during cost-of-living crisis episodes.9 On average 
across countries and episodes, households in the 
bottom income quintile experienced nearly 2 percent-
age points more cumulative inflation than households 
in the top quintile about 1½ years after the onset of a 
cost-of-living crisis. The inflation gap remained above 
1 percentage point even three years later (Figure 2.4, 
panel 2). Consistent with this evidence, well-identified 
oil supply shocks also generate persistent increases in 
the inflation gap between lower- and higher-income 
households (Online Annex 2.2.3). By contrast, 
demand-driven inflationary shocks, proxied by 
monetary policy surprises, do not produce a similar 
widening in income-specific consumer price indexes.10

9The estimated significant increase in the inflation differential 
during cost-of-living crises should be interpreted as in addition to 
the trend differential observed in noncrisis periods (see, for instance, 
evidence for the United States in Jaravel 2021).

10These results are also consistent with those of Argente and Lee 
(2021), who find that the gap in inflation experienced by lower- and 
higher-income households narrows during business cycle expansions, 
when broad-based inflationary pressures are stronger.
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Figure 2.4.  Distributional Dynamics around Cost-of-Living 
Crises
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To further assess the distributional consequences 
of cost-of-living crises, a second exercise examines 
the implications of such crises for poverty when 
low-income households face persistently higher 
inflation than the population average. Specifically, it 
constructs adjusted poverty rates using income-specific 
consumption price indexes instead of aggregate CPI 
(Lokshin, Sajaia, and Torre 2025; Jaravel 2026) for a 
sample of 37 emerging markets and 25 low-income 
developing countries over 2015–24. Although the 
adjusted poverty rate tracks the standard metric closely 
up to 2020, a sizable gap emerges during 2021–24 
(Figure 2.4, panel 3). By 2024, the extreme poverty 
rate—the share of people living on less than $2.15 a 
day in 2017 purchasing-power-parity terms—is, on 
average across countries, about 0.8 percentage point 
higher when adjusted poverty thresholds are used than 
when poverty is measured using aggregate CPI. For the 
sample of countries considered, this represents almost 
23 million more people living in extreme poverty. 

Taken together, the evidence in this section high-
lights the distinct policy challenges around cost-of-
living crises. The spike in the cost of basic necessities 
during episodes of such crises is highly persistent, 
eroding real wages, weighing on domestic demand, and 
pushing medium-term inflation expectations upward. 
Low-income households face persistently higher infla-
tion than higher-income households, with important 
distributional and poverty implications.

Policy Responses in Past Crises
How have policymakers responded to past cost-of-

living crises, and how effective were their interven-
tions? To answer this question, this chapter constructs 
a novel narrative database of policy interventions 
aimed at supporting households’ purchasing power 
amid rising food and energy costs. More precisely, it 
uses text analysis of quarterly Economist Intelligence 
Unit reports spanning 26 advanced economies, 
36 emerging markets, and 14 low-income developing 
countries between 1996 and 2025.11

The introduction of policy measures in response to 
cost-of-living crises spiked in 2007–08 and 2022–23 
(Figure 2.5, panel 1). At the peak of the price surge 

11In the narrative database, episodes of rising food and energy 
prices are identified from textual references in quarterly Economist 
Intelligence Unit reports starting in 1996. Consequently, the clas-
sification of fiscal policy interventions as responses to cost-of-living 
pressures relies exclusively on the narrative evidence in these reports 
and does not use the episodes identified in the previous section, 
which are available only from 2005 onward (Figure 2.2, panel 1).

following Russia’s invasion of Ukraine, for instance, 
nearly half of the countries in the sample introduced at 
least one new measure to mitigate the impact of rising 
prices.

In general, countries have relied extensively on 
price interventions (Figure 2.5, panel 2), but the 
characteristics of past policy responses differ markedly 
across country groups (Figure 2.5, panels 2–4):
	• Advanced economies relied somewhat more on 

income-supporting measures, which accounted for 
roughly 60 percent of interventions during crisis 
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Figure 2.5.  Policy Interventions in Response to 
Cost-of-Living Crises
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periods. Low-income developing countries instead 
made greater use of price-suppressing measures, 
likely reflecting more limited social protection infra-
structure (IMF 2024).

	• The composition of price-suppressing measures 
varied across countries. Advanced economies used 
mainly value-added tax and excise tax reductions, 
which directly reduce consumer prices, whereas 
emerging market and developing economies, 
with larger informal sectors, relied more often on 
producer subsidies, price controls, and reductions 
in customs duties to curb costs that feed through 
production and distribution chains before reaching 
households (Figure 2.5, panel 3).

	• Among income-supporting measures, advanced 
economies implemented largely changes to income 
taxes and transfers, half of which were targeted 
to specific groups of people, based on income or 
age (Figure 2.5, panel 4). Emerging markets and 
low-income developing countries instead relied more 
heavily on adjustments to minimum wages, public 
sector wages, and pensions. 

The mix of price-suppressing and income-
supporting measures adopted by policymakers often 
reflects the need to deliver rapid temporary support 
within the constraints of the country’s social safety 
net infrastructure.12 But have these interventions been 
effective in stabilizing macroeconomic outcomes and 
protecting the most vulnerable households?

Macroeconomic Effectiveness of Policy 
Interventions 

To assess the effectiveness of policy interventions 
in stabilizing aggregate macroeconomic variables, the 
analysis estimates a series of difference-in-differences 
regressions that trace the effects of new policy 
measures.13 The results point to important differences 

12Although assessing policy duration in the narrative database 
is difficult, evidence from the political economy of energy subsidy 
reforms suggests that fuel price interventions often prove persistent, 
as temporary subsidies can become politically entrenched and diffi-
cult to remove once introduced (Inchauste and Victor 2017).

13To mitigate endogeneity concerns, the analysis relies on an aug-
mented inverse propensity weighted estimator (see details in Online 
Annex 2.3.2). One caveat to our treatment variables, though, is that 
cost-of-living-related measures may be introduced as part of broader 
policy packages (such as loan guarantees, credit support, regulatory 
relief, or payment deferrals). Another caveat is that the treatment 
variable captures the use of a policy instrument rather than the size 
of the intervention. Subsequent model analysis addresses these lim-
itations by explicitly calibrating the size of specific policy measures.

in the average effects of income-supporting and 
price-suppressing measures on macroeconomic out-
comes (Figure 2.6):
	• Income-supporting measures appear effective at 

cushioning aggregate consumption. Although they 
support domestic demand, they do not lead, on 
average, to statistically significant changes in aggre-
gate inflation dynamics or inflation expectations. 
Their impact on a country’s fiscal balance is not 
statistically significant, which could, however, reflect 
the fact that the overall cost of these measures can 
remain contained when they are duly targeted (as 
shown later in the chapter with model simulations) 
but also offset reductions in other spending.

	• By contrast, price-suppressing measures have, on 
average, a statistically significant effect on the infla-
tion in prices of basic necessities, as intended. They 
reduce near-term inflation expectations slightly, but 
do not have a significant effect on longer horizons. 
They do not seem to have a significant effect on 
aggregate consumption but do have a significant 
negative effect on fiscal balances. Moreover, the fis-
cal cost of price-suppressing measures may be larger 
than estimated here. In particular, price-suppressing 
measures can generate contingent liabilities, arrears, 
and losses in state-owned enterprises, whose 

Income-supporting Price-suppressing

Figure 2.6.  Macroeconomic Impact of Fiscal Policy 
Interventions during Cost-of-Living Crises
(Percent, unless noted otherwise)
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consequences in regard to the fiscal balance would 
materialize only with a lag.

Distributional Effectiveness of Policy 
Interventions

To assess how effectively fiscal interventions have 
protected vulnerable households during past cost-of-
living crises, this section uses a theoretical framework 
that captures heterogeneity in households’ expo-
sure to crisis episodes, reflecting differences in their 
consumption baskets, income, and asset and liabil-
ity holdings (Cardoso and others 2022; April 2023 
Fiscal Monitor, Chapter 2; Pallotti and others 2024; 
Del Canto and others 2025; see Online Annex 2.4 
for details). Using detailed information on policy 
interventions, the framework is used to evaluate how 
alternative fiscal measures have affected welfare across 
household groups, distinguishing between various 
price-suppressing measures and targeted or untargeted 
transfers.14

Results for a sample of 18 European countries 
during 2021–23 show that absent policy support, 
households across all income quintiles would have 
experienced welfare losses between 5 and 6 percent 
of their income over the three years (Figure 2.7, 
panel 1).15 Fiscal interventions significantly cushioned 
these losses, particularly for lower-income households. 
After policy support is accounted for, welfare losses for 
the bottom quintile amounted to less than 2 percent 
of income in that period, compared with more than 
4 percent for higher-income households.

Decomposing these gains by policy instrument 
reveals important differences across the income 
distribution (Figure 2.7, panel 2). Low-income 
households benefited equally from income-support-
ing and price-suppressing measures, whereas most 
of the gains accruing to higher-income households 
stemmed from price-suppressing interventions. Fiscal 
interventions, however, can be costly. In environments 

14Counterfactual price and income series without policies are 
constructed from the intervention-level database in Sgaravatti and 
others (2023). See Online Annex 2.4 for details. 

15Despite being disproportionately exposed to increases in the cost 
of basic necessities, lower-income households can benefit from the 
erosion of the real value of nominal debt. In this sample of European 
countries, the resulting debt relief more than offsets the additional 
losses arising from the composition of these households’ consump-
tion basket, leading to broadly similar pre-fiscal-intervention welfare 
losses across income quintiles (Figure 2.7, panel 1 and Online Annex 
Figure 2.4.1). However, the importance of this channel is likely 
much smaller in emerging market economies and low-income devel-
oping countries with more limited access to financial markets.

Total fiscal
Price-suppressing measures
Transfers

Total welfare (with fiscal) Total welfare (no fiscal)
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Figure 2.7.  Impact of Policy Interventions across Households 
during 2021–23 

1. Welfare Changes by Income Quintile, 2021–23
(Percent of three-year income)

Sources: Consensus Economics; European Central Bank, Household Finance 
and Consumption Survey; European Commission, Weekly Oil Bulletin; Eurostat, 
Household Budget Surveys; national sources; Sgaravatti and others 2023; and IMF 
staff calculations.
Note: The results in the figure are based on a sample of 18 European countries 
between 2021 and 2023. Panel 1 displays the average welfare impact in 2021–23  
across countries (weighted by 2019 GDP at purchasing power parity), expressed as a 
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with limited fiscal space, policymakers face a trade-off 
between the magnitude of support and its targeting. 
Figure 2.7, panel 3, relates the welfare gains received 
by each income quintile to the fiscal resources devoted 
to each policy instrument. Not surprisingly, low-
er-income households received the full amount of 
benefits from targeted transfers. However, the bene-
fits of price-suppressing measures accrued mostly to 
higher-income households. For each euro spent on 
price-suppressing measures for electricity, gasoline, 
and natural gas, lower-income households received less 
than 20 cents. In the case of measures on gasoline, the 
top income quintile of the population received about 
40 cents per euro spent.

Overall, the results suggest that although broad-
based price interventions and untargeted transfers do 
provide some support to vulnerable households, they 
do so at a substantially higher fiscal cost than well-tar-
geted income transfers. 

Looking Ahead: Adjusting the Toolkit for 
a Shock-Prone World 

The previous sections show that policymakers 
have deployed a broad set of income-supporting and 
price-suppressing measures to contain the impact of 
cost-of-living crises. The empirical evidence suggests 
that income-supporting measures may have been more 
effective in protecting the most vulnerable while pre-
serving fiscal space. Given the difficulties of isolating 
the source of a crisis and identifying the causal effect 
of policies empirically, this section complements the 
empirical evidence with simulations from a novel 
global model with features that are critical for assess-
ing policy trade-offs in the context of specific supply 
shocks that can trigger cost-of-living crises (see details 
in Online Annex 2.5).16 
	• Heterogeneous households. The model features 

low-income households (LIHHs) and high-income 
households (HIHHs) in each economy that differ 
in their exposure to the shock and in their access to 
financial markets.17 In line with empirical evidence, 
LIHHs are assumed to devote a larger share of their 

16The model is an extension of the Global Dynamic Network 
Model used in Chapter 2 of the October 2024 World Economic 
Outlook to draw lessons for monetary policy in the aftermath of the 
COVID-19 pandemic and documented in Ozhan and others (2026). 

17See Passadore and others (2025) for a model with household 
heterogeneity in a price-taking small open economy with no effects 
on global aggregates, rather than in a two-region setting as in this 
chapter.

expenditure to basic necessities than HIHHs and to 
lack access to financial markets.18

	• Production network. The model includes 12 produc-
tion sectors in both the home economy and the rest 
of the world, featuring sectoral linkages within and 
across countries, and heterogeneous price stickiness 
across sectors. 

	• Cost-of-living crises. In the model, such crises are 
triggered by transitory shocks to the global sup-
ply of energy (an exogenous drop in total factor 
productivity in the mining and quarrying sector, 
affecting the supply of crude oil and natural gas) or 
food (affecting the agricultural sector and therefore 
the availability of basic staples). The shocks are 
calibrated such that the relevant global commodity 
price increases by about two standard deviations 
(close to 70 percent for energy prices, akin to the 
surge in the oil price at the onset of the conflict in 
the Middle East, and about 45 percent in the case of 
food prices). They have a half-life of two quarters, 
so about 80 percent of the initial price increase is 
reversed one year after the shock. 

	• Country coverage. Households’ expenditure patterns, 
production structures, and import dependence on 
energy and food, as well as fiscal space, vary signifi-
cantly across countries. To assess how these differ-
ences affect policy trade-offs, the model is calibrated 
separately for a representative advanced economy, 
a representative emerging market economy, and a 
representative low-income developing country. All 
three representative economies are assumed to be net 
energy importers, but low-income developing coun-
tries are assumed to be net food exporters (Online 
Annex Table 2.5.4).

	• Monetary policy. The model assumes monetary policy 
follows a Taylor rule focused on headline CPI with 
a positive weight on projected inflation, so that a 
country’s central bank partly looks through tempo-
rary shocks to headline inflation. 

	• Fiscal policy. Inspired by the policy interventions 
documented in previous sections, the model includes 
both income-supporting and price-suppressing 
measures. Regarding the former, it includes tar-
geted transfers to LIHHs and untargeted transfers 

18Low-income households are defined as households in the bottom 
income quintile in the model calibration for advanced economies, 
but as households in the bottom two income quintiles in the model 
calibration for emerging market economies and low-income develop-
ing countries, reflecting evidence that a larger share of households in 
these economies exhibit hand-to-mouth behavior (Bracco and others 
2026, for example).
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(distributed evenly across all households). In terms 
of price measures, the model includes consumer 
subsidies, which are akin to cuts to value-added or 
excise taxes used in practice, and producer subsidies, 
which reduce the cost of inputs for firms that are 
exposed to the subsidized sector (such as refineries 
and utility firms in the case of shocks to energy 
prices).19 When fiscal measures are deployed, the 
model assumes lump-sum taxes on all households 
are increased over the medium term such that debt 
reverts to the preshock level, with a half-life of four 
to five years.

Costly Supply Shocks with Important 
Distributional Implications

Before the chapter turns to the role of fiscal policies, 
this subsection documents the effects of cost-of-living 
shocks in the model’s no-policy baseline simulations. 
In energy-importing advanced economies, a temporary 
shock that pushes global energy prices upward by close 
to 70 percent on impact leads to an increase in domes-
tic consumer prices of all energy-related products 
(including, for example, fuel, electricity, and transport) 
by about 10 percent (Figure 2.8, panel 1). Annual 
consumer price inflation peaks at 1½ percentage points 
above target, and private consumption falls by close to 
2 percent. The fall in consumption among LIHHs is 
almost 60 percent larger than among HIHHs, reflect-
ing the higher exposure of LIHHs to energy-related 
products in advanced economies and their inability to 
borrow. Higher energy input costs, weaker household 
consumption, and tighter monetary policy weigh on 
output, with exchange rate depreciation mitigating part 
of the decline in activity.

The impact of a global energy shock on activity 
in emerging markets and low-income developing 
countries is larger than that in advanced economies. 
However, households are generally less exposed to 
energy prices, and aggregate consumption falls by 
less than it does in advanced economies. In emerging 
markets, the decline in consumption among LIHHs is 
comparable to that among HIHHs, and in low-income 
developing countries, it is actually smaller. This reflects 
the smaller share of expenditure on energy-related 
goods and services (such as electricity and heating 

19Many economies, notably emerging market and developing 
economies, resorted to cuts to customs duties in past cost-of-living 
crises. In the model, producer subsidies are akin to reductions in 
customs duties.

fuels) among LIHHs relative to that among HIHHs in 
less-developed economies (Online Annex Figure 2.2.2).

A global food shock of comparable severity has 
substantially larger effects, especially in low-income 
developing countries (Figure 2.8, panel 2). A 45 
percent increase in global food prices raises the 
domestic food bundle price by about 20 percent in 
those countries, reflecting the much larger weight of 
food in consumption baskets. The resulting decline 
in household consumption in low-income developing 
countries (about 7½ percent) is considerably larger 
than that in emerging markets (about 3.2 percent) and 
advanced economies (about 2.6 percent), with LIHHs 

EMsAEsGlobal commodity prices LIDCs

Figure 2.8.  Impact of Global Supply Shock to Energy and 
Food Sectors: Model Simulations
(Deviation from steady state, percent, unless noted otherwise)
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experiencing disproportionately large losses (about 80 
percent larger than those of HIHHs), given their heavy 
exposure to food expenditures. Although low-income 
developing countries in the model benefit from an 
improvement in their terms of trade as net food 
exporters, the direct hit to agricultural production, 
together with weaker household purchasing power and 
domestic demand, more than offsets these gains. 

The Role of Well-Targeted and Temporary Fiscal 
Measures

Each type of income and price intervention used in 
past cost-of-living crises affects incentives differently 
for firms and for households across the income distri-
bution. They also entail different trade-offs between 
near-term support and future consolidation efforts. To 
provide a comprehensive comparison of the relative 
merits of different tools across circumstances, the anal-
ysis in this section focuses both on how policies affect 
the peak response of macroeconomic aggregates during 
a crisis and on the implications for households’ lifetime 
welfare (which incorporates the cost of future fiscal 
consolidation). To ensure comparability across fiscal 
tools, the first exercise in the subsection assumes that 
the policy objective is to contain the impact on house-
holds from higher consumer prices at half of what it 
would otherwise have been: Subsidies are set such that 
the pass-through from global to domestic prices of the 
related consumption bundle (energy- or food-related 
products) is 50 percent of what it would have been 
in the absence of interventions, thus preserving price 
signals to some extent; transfers are set to 50 percent of 
the additional cost households face for purchasing, at 
the new prices, the same quantities of the energy and 
food bundles they consumed before the shock.20

Price-Suppressing Measures Can Protect Consumers 
but Are Highly Inefficient

With respect to price interventions, which have been 
used extensively in the past, the results for advanced 
economies during an energy shock show that consumer 
subsidies contain the impact on headline inflation 
(Figure 2.9, panel 1). As a result, monetary policy does 
not need to be tightened as much, easing the drop in 
output. With a smaller increase in consumer prices and 

20In the model, the introduction of fiscal measures follows a shock 
that hits an economy in its steady state, when inflation is at target 
and the output gap closed. The results should be interpreted with 
this assumption in mind.

stronger activity, fiscal intervention attenuates the drop 
in consumption, especially among LIHHs. Although 
the shock is short-lived and the subsidy aims at 
limiting the pass-through only by half (containing the 
spike in domestic energy prices at 5 percent instead of 
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Figure 2.9.  Impact of Fiscal Measures in Response to Energy 
Price Shock, Advanced Economies

1. Peak Response
(Deviation from no-policy baseline, percentage points)

−0.4

2.8

0
0.4
0.8
1.2
1.6
2.0
2.4

2. Welfare
(Deviation from no-policy baseline, percentage points of lifetime consumption)

−0.06

0.06

−0.04

−0.02

0

0.02

0.04

Source: IMF staff calculations.
Note: Panel 1 reports peak deviations from the steady state when the policies shown 
are in place, minus the peak response under the no-policy baseline. Panel 2 reports 
the welfare impact of each fiscal instrument, relative to the no-policy baseline, 
corresponding to the interventions in panel 1. In panel 3, the amount spent on each 
instrument is the same and equal to that of untargeted transfers in panel 1.  CPI = 
consumer price index.

Low-income
households’
consumption

High-income
households’
consumption

CPI inflation Real GDP Debt-to-GDP ratio

Low-income households High-income households

3. Welfare, Same Fiscal Envelope across Instruments
(Deviation from no-policy baseline, percentage points of lifetime consumption)

−0.1

0.3

0

0.1

0.2

Low-income households High-income households



WORLD ECONOMIC OUTLOOK

14 International Monetary Fund | October 2026

10 percent), the impact on public debt is meaningful, 
at about ½ percentage point of GDP. 

Although producer subsidies lead to very similar 
outcomes for the peak response of inflation, output, 
and household consumption, they also drive a strong 
expansion of exports in downstream sectors benefit-
ing from lower input prices, relative to the no-policy 
baseline (Online Annex Figure 2.5.2). As a result, the 
intensity of the intervention to achieve a given pass-
through to domestic retail prices is much larger than 
in the case of consumer subsidies, with an increase in 
public debt that is more than three times larger (close 
to 1½ percentage points of GDP).21 Moreover, the 
fiscal cost of subsidies can increase significantly if a 
shock is more persistent—or in a context of recurrent 
short-lived shocks. In a scenario in which only 40 
percent of the initial price spike in a crisis is reversed 
by the end of the first year (instead of 80 percent), the 
cost of producer subsidies would push debt upward by 
close to 3½ percentage points of GDP (Online Annex 
Figure 2.5.3).

The higher fiscal effort needed to contain the effect 
on consumers using producer subsidies also entails costs 
from larger consolidation needs over the medium 
term.22 Indeed, Figure 2.9, panel 2, shows that once 
the whole path for consumption and the future cost of 
fiscal adjustment are taken into account, all households 
face larger welfare losses under producer subsidies than 
in the no-intervention baseline. Consumer subsidies 
attenuate the decline in consumption in the short 
term, but the welfare gains from such subsidies accrue 
only to HIHHs; LIHHs remain worse off despite the 
near-term support.

De-anchored inflation expectations. Empirical evi-
dence shows that temporary shocks to retail fuel and 
grocery prices have a significant effect on inflation 
expectations and one that is disproportionately large 

21To preserve viable productive capacity, providing liquidity 
support through, for instance, temporary credit lines and deferred 
tax and social security payments is likely to be more effective than 
through price-suppressing measures (Ari and others 2023; Gourin-
chas and others 2026).

22The model assumes that policies are removed as soon as a shock 
dissipates, whereas in practice, removing measures, notably subsidies, 
has often proved politically challenging. Moreover, simulations do 
not include any increase in risk premiums, as public debt rises as a 
result of the support package. Finally, the model assumes lump-sum 
(rather than distortionary) taxes are used for fiscal consolidation after 
a crisis. Therefore, the welfare costs associated with the needed fiscal 
consolidation could be interpreted as a lower bound, especially in 
cases in which higher initial debt would lead to a higher sensitivity 
of interest rates to additional borrowing needs.

compared with their weight in consumption baskets 
(Coibion and Gorodnichenko 2015; D’Acunto and 
others 2021; Jo and Klopack 2025). Related concerns 
may help explain the widespread use of price-suppress-
ing measures during past cost-of-living crises. To assess 
the implications of de-anchored inflation expectations, 
an illustrative exercise assumes that surging retail 
energy prices push inflation expectations upward 
significantly, leading inflation in nonenergy sectors to 
increase by about 0.85 percentage point more than 
when expectations are assumed to remain anchored.23 
In this extreme case, consumer subsidies further reduce 
the need for monetary policy tightening by mechan-
ically containing the increase in retail energy prices 
and in inflation expectations. The lower persistence of 
inflation leads to welfare gains among LIHHs roughly 
comparable to those under targeted transfers (Online 
Annex Figure 2.5.4), rather than leading to losses, as 
when expectations are anchored (Figure 2.9). However, 
the empirical results in earlier sections suggest that, on 
average, past price-suppressing interventions did not 
have a significant impact on medium-term inflation 
expectations despite some near-term relief on the prices 
of basic necessities (Figure 2.6).

Spillovers to global prices. Subsidies attenuate the 
price signal that consumers receive related to the 
global scarcity of supply, leading to smaller demand 
compression. Although the effect on global demand 
from a small economy introducing subsidies would be 
negligible, multiple countries introducing subsidies at 
the same time would have spillovers to global prices. 
Indeed, model simulations from a scenario in which 
all countries introduce consumer subsidies aimed at 
containing the pass-through to retail prices to one-
half of what it would otherwise have been show that 
global oil prices increase by about 3 percentage points 
more (Online Annex Figure 2.5.5), in line with results 
in Auclert and others (2024) and Erceg and others 
(2024). Thus, even when the risk of de-anchored infla-
tion expectations provides a rationale for temporary 
consumer subsidies, the effectiveness of those subsidies 
falls sharply when many countries adopt them simul-
taneously, as the smaller adjustment of demand puts 
further upward pressure on global commodity prices 

23In this illustrative scenario, a shock that raises energy prices by 
nearly 70 percent causes inflation expectations to increase by about 
84 basis points. This compares with an estimated average increase 
of about 40 basis points in medium-term inflation expectations 
following a similarly sized oil-price shock induced by the oil-supply 
disturbances identified in Känzig (2021) for the countries in Online 
Annex Figure 2.2.1.
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(Online Annex Figure 2.5.4), which can disproportion-
ately affect low-income developing countries (as shown 
later in the chapter for a global food supply shock). 

Targeted Transfers Are the Most Cost-Effective Fiscal 
Intervention

Transfers support household consumption while pre-
serving price signals, encouraging households to con-
serve energy and producers to boost supply. Untargeted 
transfers do support consumption of LIHHs relative to 
that in the no-policy baseline but have little impact on 
HIHHs’ consumption (Figure 2.9, panel 1): The latter 
have access to financial markets and save most of the 
additional income. The impact on debt is comparable 
to that of consumer subsidies, as they are uniformly 
distributed to all households.

When targeted transfers are used instead, the impact 
on households’ consumption is comparable to that of 
untargeted transfers. However, the cost is significantly 
lower, because only LIHHs receive support.24 The 
peak increase in public debt is about one-fifth of the 
increase under untargeted transfers or consumer subsi-
dies and about one-sixteenth of that under producer 
subsidies. In other words, achieving a similar degree of 
protection for vulnerable households through subsidies 
requires between 5 and 16 times the fiscal resourc-
es.25 Although LIHHs do face higher taxes over the 
medium term to bring debt back to its preshock level, 
the burden of fiscal consolidation falls on all house-
holds. On balance, LIHHs are better off when trans-
fers are used than in the absence of fiscal intervention 
(Figure 2.9, panel 2). 

Holding the fiscal envelope constant across instruments. 
To compare the cost-effectiveness of different fiscal 
measures more directly, an alternative exercise assumes 
the fiscal effort is the same across instruments and 
equal to the cost of untargeted transfers in the previous 
exercise. By channeling all support to LIHHs, which 
have a larger propensity to consume additional income 
than HIHHs, targeted transfers support aggregate 

24The model assumes complete take-up of untargeted transfers 
and abstracts from potential implementation challenges for targeted 
transfers (such as bunching around eligibility thresholds), which can 
affect the relative performance of targeted versus untargeted transfers. 

25Although the inflationary impact of a comparable global shock 
to food prices is larger (Figure 2.8, panel 2), the relative cost-ef-
fectiveness of alternative policy interventions remains unchanged. 
Containing the pass-through from global to domestic food prices 
in advanced economies, through consumer subsidies, to one-half of 
what it would otherwise have been would entail a fiscal cost almost 
seven times as large as that under targeted transfers (Online Annex 
Figure 2.5.7).

demand and attenuate the drop in output, with little 
effect on inflation (Online Annex Figure 2.5.6). 
They also deliver the largest welfare gains for LIHHs, 
financed in part through redistribution from HIHHs 
(Figure 2.9, panel 3). 

Although consumer subsidies generate a similar 
increase in LIHHs’ consumption under the same fiscal 
envelope, they fail to improve welfare and instead 
result in net welfare losses. Moreover, the advantage of 
targeted transfers becomes even larger when the shock is 
more persistent (Online Annex Figure 2.5.3). 

Emerging Market and Developing Economies Face 
Stark Policy Trade-Offs

How different are policy trade-offs among emerging 
market and developing economies? The model sim-
ulations suggest that they are considerably sharper in 
low-income developing countries, where basic neces-
sities account for a larger share of household spending 
and fiscal resources are more limited.

Producer subsidies are particularly costly and ineffi-
cient. In low-income developing countries, contain-
ing the pass-through from global to domestic energy 
prices, through producer subsidies, at one-half of what 
it would otherwise have been would increase public 
debt by roughly 22 times as much as under targeted 
transfers (Online Annex Figure 2.5.8), compared with 
about 16 times as much in advanced economies (Fig-
ure 2.9) and 14 times as much in emerging markets 
(Online Annex Figure 2.5.9).

Consumer subsidies are less costly than producer 
subsidies but still represent an expensive way of 
protecting vulnerable households. In the case of the 
short-lived global food shock shown in Figure 2.8, 
simulations suggest that using consumer subsidies 
in low-income developing countries to contain the 
pass-through to domestic food prices to one-half of 
what it would otherwise have been reduces the surge 
in inflation by close to 4 percentage points and limits 
the decline in LIHHs’ consumption by 5.5 percentage 
points (Figure 2.10, panel 1). However, this comes 
at a sizable fiscal cost, with debt increasing by about 
7½ percentage points of GDP. This is significantly 
larger than the corresponding increase in debt in 
emerging markets (close to 4 percentage points of 
GDP) and especially that in advanced economies 
(about 1½ percentage points) facing the same shock 
(Online Annex Figures 2.5.7 and 2.5.10). 

By contrast, targeted transfers deliver a similar 
improvement in LIHHs’ consumption at roughly 
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one-sixth of the fiscal cost, implying that consumer 
subsidies are about six times as expensive for achieving 
a similar degree of protection. Moreover, simulations 
confirm that once the future costs of debt consolida-
tion are accounted for, targeted transfers are by far the 
most cost-effective way to support low-income house-
holds in emerging markets and low-income develop-
ing countries (Figure 2.10, panel 2; Online Annex 
Figures 2.5.8, 2.5.9, and 2.5.10).26

Limited fiscal space. Initial conditions, particularly 
the availability of fiscal space, can shape the ability of 
low-income developing countries to respond to cost-
of-living crises. How do policy trade-offs change when 
governments cannot borrow and must instead finance 
support through higher taxes or expenditure realloca-
tion? To address this question, an alternative set of sim-
ulations for low-income developing countries assumes 
their fiscal deficits cannot increase and all additional 
support is financed through higher taxes.27 The results 
suggest that targeted transfers remain effective even when 
fiscal space is exhausted. Although part of the transfer is 
offset by the higher tax burden borne by all households, 
vulnerable households remain better off overall (the 
markers in Figure 2.10, panel 2). By contrast, consumer 
subsidies cease to generate welfare gains for LIHHs once 
the subsidies must be financed contemporaneously 
rather than through additional borrowing. 

Spillovers from price subsidies can be particularly 
costly for low-income developing countries. Results from 
a scenario in which all other countries use consumer 

26In the model, low-income developing countries are assumed 
to be net exporters of agricultural and manufactured food products 
(Online Annex Table 2.5.4), so the improvement in the terms of 
trade partly cushions the effect of a shock on aggregate demand and 
activity. If low-income developing countries were instead assumed to 
have a smaller agricultural sector and be net food importers, the food 
shock would be associated with a deterioration in the terms of trade, 
weighing on domestic demand and output, but the direct impact 
of the shock on GDP would be smaller. The results for emerging 
markets (Online Annex Figure 2.5.10) suggest the relative perfor-
mance of the different fiscal instruments would remain unchanged 
if low-income developing countries were assumed to be net food 
importers.

27Although in practice countries can also reorient spending to 
finance emergency support packages, spending in the model is 
assumed to be wasteful, so reducing it to fund transfers or subsidies 
would mechanically bias the results in favor of the intervention. 
However, the model also assumes financing through lump-sum taxes, 
which are less distortive than taxes used in reality. More broadly, 
mobilizing domestic revenue in low-income developing countries 
can be challenging, especially in the context of a large shock to the 
prices of basic necessities, while other financing options used in 
practice, including monetary financing, could entail worse outcomes. 
Taken together, these assumptions imply that the welfare impact 
of fiscal interventions in the limited-fiscal-space scenario should be 
interpreted as an upper bound.

subsidies in response to a global food supply shock, 
while low-income developing countries do not, suggest 
that global food prices would rise by an additional 
25 percentage points, and domestic food prices in 
low-income developing countries would increase by 
almost 5 percentage points more, relative to a scenario 
in which no country uses subsidies (Figure 2.11). 
Although low-income developing countries bene-
fit from an improvement in their terms of trade as 
net food exporters, which provides some support to 
aggregate activity, the increase in domestic food prices 
disproportionately hurts vulnerable households. 

Consequently, the decline in LIHHs’ consump-
tion is 2.2 percentage points larger than in a scenario 
without spillovers. The results suggest that when many 
countries deploy subsidies simultaneously, the result-
ing increase in global prices can worsen outcomes for 
vulnerable households in countries that lack the fiscal 
space to respond. 

Untargeted transfers
Targeted transfers

Consumer subsidies

Consumer subsidies
Untargeted transfers
Targeted transfers

No fiscal space

Figure 2.10.  Impact of Fiscal Measures in Response to Food 
Price Shock, Low-Income Developing Countries
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In summary. When the objective is to shield vul-
nerable households from a spike in the cost of basic 
necessities, the model simulations confirm that targeted 
transfers, which preserve price signals, provide adequate 
protection at a significantly lower cost than alternative 
measures (Table 2.1). Depending on the instrument, 
the shock, and the economy, achieving a compara-
ble degree of protection for vulnerable households 
through broad-based price interventions can require 
between 3 and 22 times the fiscal resources as targeted 
transfers. Once the cost of subsequent fiscal adjustment 

is taken into account, subsidies can reduce the welfare 
of low-income households despite cushioning their 
consumption in the near term. Moreover, the relative 
performance of subsidies deteriorates further as fiscal 
space becomes more constrained and when multiple 
countries deploy them simultaneously.

Conclusions and Policy Implications
This chapter shows that abrupt surges in the prices 

of basic necessities, such as food and energy, can 
impose substantial economic and social costs, with par-
ticularly large welfare losses for lower-income house-
holds, which are more exposed to the cost of basic 
necessities. Moreover, surges in the price of highly 
salient goods and services increase the risk of inflation 
expectations becoming de-anchored, amplifying the 
economic costs of a shock.

An appropriate first line of defense against tempo-
rary supply shocks that raise the relative prices of basic 
necessities relies on monetary policy geared toward 
delivering low and stable inflation, alongside social 
protection systems that allow automatic stabilizers to 
support vulnerable households. Cost-of-living crises, 
however, have often prompted policymakers to go 
beyond this standard policy framework, with the mix 
of instruments deployed varying substantially across 
countries.

In the past, policymakers have relied extensively on 
broad-based untargeted measures, but with important 
differences across countries. Advanced economies have 
tended to rely more on price measures that are closer 
in the value chain to final consumers, such as tempo-
rary value-added tax or excise tax cuts, and on direct 
income support through transfers and tax measures. 

Figure 2.11.  Impact of Price Spillovers from Consumer 
Subsidies in Low-Income Developing Countries
(Deviation from no-policy baseline, percentage points)
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Note: The figure reports the peak deviation from the steady state in low-income 
developing countries when other economies use consumer subsidies in the context of 
a shock to global food supply, minus the peak response under the no-policy baseline. 
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Table 2.1. Model Simulations: Relative Performance of Policy Instruments
(Percentage points)

Energy Shock Food Shock
AEs EMs LIDCs AEs EMs LIDCs

Welfare Debt Welfare Debt Welfare Debt Welfare Debt Welfare Debt Welfare Debt
Targeted Transfers 0.04 0.09 0.01 0.17 0.02 0.09 0.09 0.21 0.06 0.87 0.32 1.31
Untargeted Transfers 0.01 0.49 0.00 0.65 0.02 0.40 0.03 1.28 0.01 2.74 0.23 4.34
Consumer Subsidies –0.01 0.41 –0.02 0.53 –0.01 0.31 –0.01 1.40 –0.06 3.85 0.32 7.55
Producer Subsidies –0.05 1.35 –0.07 2.35 –0.11 2.09
Source: IMF staff calculations.
Note: The table reports the effect of the policy instruments shown, relative to the corresponding no-policy baseline, on the welfare of low-income households (measured as percent-
age points of lifetime consumption) and on public debt (measured as the peak deviation of the debt-to-GDP ratio from the corresponding no-policy baseline over the first three years 
after a shock). Each instrument is calibrated to contain by half the impact on households from higher consumer prices, so debt differences reflect the fiscal cost of delivering the same 
degree of protection. Color scales are set separately by metric and by sector of the shock, spanning all instruments and country groups. Producer subsidies are not considered for the 
food shock. AEs = advanced economies; EMs = emerging markets; LIDCs = low-income developing countries.
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Emerging market economies and low-income devel-
oping countries, by contrast, have relied more heavily 
on producer subsidies, price controls, and reductions 
in customs duties, as well as on broad-based increases 
in wages and pensions. These differences likely reflect 
more limited capacity in the latter group of countries 
to identify and reach vulnerable households through 
targeted transfer systems (IMF 2024).

The analysis in this chapter shows that broad-based 
price-suppressing measures are a costly and inefficient 
way of protecting households during cost-of-living cri-
ses. Subsidies can alleviate trade-offs for monetary pol-
icy in the near term by preventing an overshooting in 
headline inflation and containing second-round effects 
when inflation expectations are poorly anchored. 
However, much of the benefit accrues to households 
that need little support, requiring a substantial fiscal 
effort to contain the effect on consumers. Depending 
on the nature of the shock, the instrument used, and 
the type of economy, achieving a comparable degree 
of protection for vulnerable households through 
price-suppressing measures can require between 
3 and 22 times the fiscal resources as targeted income 
support. For low-income households, the short-term 
welfare gains from lower prices generally fail to offset 
the medium-term costs associated with higher public 
debt and subsequent fiscal adjustment. Producer sub-
sidies are particularly inefficient, because part of their 
benefit leaks abroad through lower export prices for 
downstream industries.

Moreover, the efficiency of price interventions 
declines significantly if many countries deploy them 
simultaneously, as reduced demand adjustment puts 
further upward pressure on global commodity prices, 
underscoring the potential gains from greater inter-
national coordination in responding to global shocks 
that trigger cost-of-living crises. In practice, once 
introduced, subsidies are politically difficult to remove, 
aggravating the fiscal burden and price distortions asso-
ciated with the policy interventions (Amaglobeli and 
others 2026), and they can create fiscal vulnerabilities 
that go beyond their up-front budgetary cost.

When fiscal space is limited, the cost-effectiveness of 
targeted income support becomes even more import-
ant. Model simulations suggest that targeted transfers 
can still provide adequate protection to vulnerable 
households when low-income developing countries are 
unable to issue debt and must finance support through 

higher domestic revenue. By contrast, allocating the 
same fiscal resources to consumer subsidies yields few 
or no welfare gains. 

The results in this chapter have clear implications 
for the design and sequencing of measures when 
intervention is deemed necessary to protect vulnerable 
households (see also Amaglobeli and others 2022). 
When faced with a large supply shock that raises food 
or energy prices significantly, policymakers should 
seek to preserve price signals to encourage the demand 
adjustment needed to restore market balance. Assis-
tance, when warranted, should be temporary and 
delivered primarily through income-support measures 
directed at the most vulnerable households, ideally 
using existing social protection systems that can be 
scaled up rapidly. 

Because broad-based measures are considerably 
more costly than targeted support, they should be 
reserved for exceptional circumstances, when shocks 
become particularly severe and disruptive, and only 
when fiscal space permits. For instance, when food 
security concerns and risks of social unrest are acute, 
identifying vulnerable households is difficult, and 
capacity constraints make the use of targeted support 
unfeasible or excessively costly, support may need to 
extend beyond the poorest households and rely on 
broader tools (Gourinchas and others 2026). Even 
then, support should remain as targeted as possible and 
calibrated to the temporary component of a particu-
lar price increase rather than to permanently higher 
prices. Moreover, the generosity of assistance should 
remain anchored to the average impact of the shock 
on lower-income households. When price measures are 
deemed unavoidable, they should be narrowly focused 
on the goods and services consumed disproportionately 
by vulnerable households and designed to preserve as 
much of the underlying price signals as possible. In all 
cases, interventions should be temporary and accompa-
nied by well-communicated sunset clauses. 

In a more shock-prone world, where cost-of-living 
crises may become both more frequent and more 
widespread, the results in this chapter underscore the 
growing importance of investing in the fiscal infra-
structure needed to deliver targeted support. Stronger 
social protection systems can increase the effectiveness 
of crisis responses, reduce reliance on costly and poorly 
targeted emergency measures, and preserve the fiscal 
space needed to respond to future crises.
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Within the broader category of housing costs, the 
chapter focuses on energy-related expenditures—such 
as electricity, gas, and other utility bills—which are 
particularly prone to abrupt price surges during cost-
of-living crises. This box instead examines the behavior 
of rents during episodes of such crises, the interaction 
of rents with monetary policy, and their distributional 
implications across households. 

During cost-of-living crises, rents increase on aver-
age by 1 percentage point: 1.5 percentage points less 
than the overall consumer price index (CPI) basket 
(Figure 2.1.1, panel 1). However, the increase in rents 
occurs only when crisis episodes are accompanied by 
an increase in policy rates. This is consistent with evi-
dence that higher interest rates can hinder transitions 
into first-time homeownership, generating a rental 
demand shock that can push rent prices upward in the 
short term (Dias and Duarte 2019, 2022; Abramson, 
De Llanos, and Han 2025; De Stefani 2025). In coun-
tries where rents and owner-equivalent imputed rents 

The authors of this box are Alessia De Stefani and Giovanni 
Sciacovelli.

are a large component of the CPI basket (Figure 2.1.1, 
panel 2), this channel can work against the disinfla-
tionary effects of monetary tightening following the 
onset of cost-of-living crises. 

The dynamics of rents during cost-of-living 
crises—and the dependence of rents on central 
banks’ responses—also have regressive distribu-
tional implications, since renters tend to fall into 
the lower income quintiles (Figure 2.1.2, panel 1). 
Homeowners—particularly in countries where fixed-
rate mortgages prevail—are largely shielded from 
rising shelter costs induced by monetary tighten-
ing. Renters instead face the pass-through of rental 
costs, exacerbated by the large weight of rents in 
their consumption basket (Figure 2.1.2, panel 1). 
Indeed, during 2021–24, renters experienced higher 
total inflation relative to homeowners in the same 
income bracket (Figure 2.1.2, panel 2). Although 
relevant from a distributional standpoint, these 
implications remain, of course, outside the mandate 
of an inflation-targeting central bank, whose primary 
objective is to anchor aggregate price stability and 
expectations.

Box 2.1. Cost-of-Living Crises, Rents, and Monetary Policy
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Rents

Figure 2.1.1.  Response of Rents during 
Cost-of-Living Crises
(Percent)
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Sources: Eurostat; Haver Analytics; IMF, World Economic 
Outlook; and IMF staff calculations.
Note: Panel 1 shows cumulative responses eight quarters after 
the onset of a cost-of-living crisis based on a local-projection 
framework estimated over 2001–22. Cost-of-living crises are 
identified from the change in food, transportation, and fuel 
costs and exclude housing costs. The monetary policy (MP) 
response is a dummy taking value 1 if policy rates increase 
in the quarter following the onset of a crisis and 0 otherwise. 
Controls include three lags of changes in the dependent 
variable, house prices and GDP, and country fixed effects. 
Whiskers represent 90 percent confidence intervals based on 
standard errors clustered at the quarter level. Panel 2 plots 
the average weight of rents, owner-equivalent imputed rents, 
and other housing costs (for example, utilities) in CPI across 
the same set of countries included in the regression analysis 
reported in panel 1. Data labels in the figure use International 
Organization for Standardization (ISO) country codes. COLCs = 
cost-of-living crises; CPI = consumer price index; MP = 
monetary policy.
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Figure 2.1.2.  Distributional Implications of 
Rents during Cost-of-Living Crises
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quintile and averaged across countries (using 2026 PPP GDP 
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experienced by renters and homeowners over 2021–24, by 
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