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Introduction

The COVID-19 pandemic had far-reaching
consequences for the global economy beginning in
2020, affecting nearly every macroeconomic
indicator, including consumer prices. In November
2019, shortly before the pandemic broke out, the
Year-on-Year (YoY) inflation rate in Switzerland
stood at -0.1% according to the national consumer
price index. At the same time, inflation in Germany
amounted to 1.2%, while in the Euro Area it was
1.0%, as measured by the Harmonized Consumer
Price Index (HICP). All three values were already low
compared to their respective long-term averages in
the pre-COVID period (Menz, 2024).

In the early stages of the pandemic, inflation rates in
many advanced economies dropped further, in
several cases even falling below zero. Switzerland
was no exception, as the inflation rate had already
reached a slightly negative level by the end of 2019.
The principal driver of this decline in the Euro Area
was the drastic fall in crude oil prices, reflecting
global economic uncertainty triggered by the
pandemic (Menz, 2024).

By contrast, inflationary pressures accelerated
strongly in the subsequent recovery phase.
Disruptions in global supply chains, rising energy
and food prices contributed to rapidly increasing
inflation across advanced economies. By October
2022, the YoY inflation rate by month peaked at
11.6% in Germany and 10.6% in the Euro Area
(Menz, 2024). In Switzerland, inflation also rose,
though at a more moderate pace, with a maximum of
3.4% recorded in August 2022.

What makes this trajectory remarkable is
Switzerland’s persistent divergence from its
European peers. This raises important questions
about the underlying drivers of inflation and the role
of structural factors such as labour markets, energy
dependence, and monetary policy. To explore these
puzzles, this paper applies the Bernanke-Blanchard
framework, which offers a systematic way to
disentangle supply and demand shocks and assess
their relative importance in shaping inflation
dynamics.

The empirical model for Switzerland

The Bernanke-Blanchard model provides a
structural framework to decompose the drivers of
inflation by linking developments in the labour
market with dynamics in the product market. As
illustrated in Figure 1, the model distinguishes
between exogenous variables, such as labour market
tightness, labour productivity, relative prices of food
and energy, and supply shortages, and endogenous
variables, including wage growth, price inflation,
short- and long-term inflation expectations, and the
catch-up effect. The arrows indicate how each
endogenous variable is determined by its own past
values as well as by interactions with other variables.
For instance, wage growth is influenced not only by
labour market tightness and productivity but also by

inflation expectations and price inflation. Similarly,
price inflation reflects both domestic wage dynamics
and external shocks in food, energy, and supply
conditions.

This interconnected system allows the model to
capture feedback loops across markets, thereby
offering a nuanced explanation of the inflationary
pressures observed during the pandemic.
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Notes: Arrows toward each endogenous variable in the circles indicate how the variable is explained by lagged values
of itself and other variables. For instance. wage growth is estimated with lags of wage growth, short-term inflation
expectations, catch-up, labor market tightness, and labor productivity.

Figure 1: The Dynamics of the BB Model
Source: Nakamura, K., Nakano, S., Osada, M., &
Yamamoto, H. (2024).

Building on this structural framework, the model is
then empirically applied to Swiss data in order to
analyze the specific drivers of inflation during and
after the pandemic. All variables are expressed in
Year-on-Year (YoY) quarterly growth rates.

Understanding inflation dynamics requires a
framework that captures the interaction between
wages, prices, and expectations. In the Bernanke-
Blanchard approach, these elements are linked
through a system of equations that reflects gradual
wage adjustment and the propagation of shocks
through the economy. While the full technical
specification includes multiple components, the
central mechanism can be summarized by the price
inflation equation shown below:
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This equation illustrates how inflation evolves as a
function of its own past values, wage growth, and
exogenous shocks such as relative price changes,
supply shortages, and productivity. The inclusion of
lagged terms reflects the persistence of inflationary
pressures, while the wage component captures the
feedback from labour markets to consumer prices. In
Switzerland, where wage-setting is relatively rigid
and collective agreements play an important role,
this gradual adjustment mechanism is particularly
relevant.

Wage dynamics enter the system through a separate
process that accounts for past wage growth, inflation
expectations, and labour market tightness. Although
the detailed specification is omitted here for brevity,
the intuition is straightforward: wages do not
respond instantly to shocks but adjust over time,
influenced by both backward-looking and forward-
looking elements. Short-term inflation expectations
matter because they shape wage negotiations, while
indicators of labour market conditions affect
bargaining power. This structure ensures that wage
growth is neither purely mechanical nor entirely
discretionary but reflects economic fundamentals.

Inflation expectations are modeled in a simplified
way to preserve clarity. The key insight is that long-
term expectations remain well-anchored, meaning
they depend primarily on their own past values
rather than on recent inflation. This anchoring is
crucial for monetary stability. If long-term
expectations were to drift, inflation could become

self-reinforcing. By contrast, short-term

expectations are more sensitive to current price
developments, reacting to temporary shocks such as
energy price spikes or supply chain disruptions.

To maintain theoretical coherence, the model
imposes the standard Bernanke-Blanchard long-run
consistency conditions. These restrictions ensure
that the system behaves predictably over time and
that shocks do not lead to explosive dynamics. While
the explicit constraints are omitted here, they follow
the conventional approach used in literature and do
not affect the interpretability of the results.

Taken together, the system of equations allows for a
dynamic simulation in which wage growth, price
inflation, and expectations interact iteratively. This
approach captures feedback effects across labour
and product markets, making it possible to
decompose the specific contribution of different
exogenous shocks to the inflationary surge observed
in Switzerland during the pandemic.

The Data for Switzerland

To measure inflation, the analysis relies on the Swiss
Consumer Price Index (CPI), published monthly by
the Swiss Federal Statistical Office (FSO). This index
provides a comprehensive measure of consumer
prices and serves as the official benchmark for
inflation in Switzerland. For the purposes of this
study, the monthly CPI series is converted into
quarterly observations by aggregating three-month
averages and expressing them as year-on-year
growth rates. This transformation ensures
comparability with other macroeconomic indicators
and captures underlying inflation trends without
seasonal distortions.

Wage dynamics are approximated using official data
from the FSO, which is available only at annual

frequency. To obtain a quarterly series consistent
with the inflation measure, the annual wage index is
interpolated using standard econometric techniques
that exploit higher-frequency indicators of economic
activity. This approach produces a smooth quarterly
wage series that reflects the underlying trajectory of
labour costs over time. Year-on-year growth rates are
then calculated to align with the inflation measure
and facilitate dynamic analysis within the Bernanke-
Blanchard framework.

While alternative high-frequency wage proxies have
recently been introduced by the Swiss National Bank,
their limited historical coverage prevents their use in
this study. The chosen method therefore balances
data availability with methodological rigor, ensuring
that the resulting series is suitable for analyzing the
interaction between wages, prices, and expectations
during the pandemic period.

The relative prices of food and energy are obtained
from subcomponents of the Swiss Consumer Price
Index (LIK). Both series are aggregated to quarterly
frequency and seasonally adjusted using the same
procedure as for the headline CPI. Expressing these
subcomponents relative to wages allows the model
to capture changes in real purchasing power and
assess how fluctuations in essential goods influence
household budgets and inflation dynamics.

Supply bottlenecks are proxied using Google Trends
data for Switzerland. The index captures search
intensity for terms related to shortages and serves as
an indicator of perceived supply chain disruptions.
Monthly observations are aggregated to quarterly
frequency to align with other variables in the model.

Labour market tightness is measured by the vacancy-
to-unemployment ratio (V/U), aggregated to
quarterly frequency. A higher V/U ratio indicates
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strong labour demand relative to supply, while a
lower value reflects weaker labour market
conditions.

Labour productivity is measured using Eurostat data
onreal productivity per employed person. To smooth
short-term fluctuations and highlight structural
trends, an eight-quarter moving average is applied.

Short-term inflation expectations are taken from
Swiss National Bank survey data, available quarterly
since 2011. For earlier periods, values are
approximated to create a consistent long-run series.
Long-term inflation expectations are taken from the
Swiss National Bank after 2012 and from the ECB’s
Survey of Professional Forecasters for earlier
periods. The two sources are harmonized to create a
consistent time series for Switzerland.

Switzerland's Inflation Decomposition

The decomposition (see Figure 2) highlights three
key insights. First, energy prices and supply
shortages were the dominant drivers of inflation
during the pandemic. Their impact shifted over time:
initially slightly deflationary, as global demand
collapsed, but later strongly inflationary when
energy costs surged and supply chains tightened.
This reflects Switzerland’s high dependence on
imported energy and intermediate goods, which
amplified external shocks despite relatively stable
domestic demand.

Second, food prices and lockdown effects exerted
mild downward pressure on inflation. While
absolute food prices increased, their contribution
was negative in relative terms because wages
adjusted slowly, improving households’ purchasing
power. Lockdown measures in 2020 reinforced this
effect by temporarily reducing labour demand.

Third, productivity and initial conditions contributed
very little. Productivity remained broadly stable,
generating no inflationary impulse, and initial
conditions were consistent with well-anchored
expectations, limiting self-reinforcing dynamics.

These patterns align with the Bernanke-Blanchard
framework. Exogenous shocks, like energy and
shortages, dominated, while wage-price interactions
played a secondary role and labour market tightness
had only a minor effect. This underscores that
Switzerland'’s inflation surge was primarily imported
rather than domestically driven.
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Figure 2: Swiss Price Inflation

Switzerland in the European Context

A comparison of Switzerland with Germany, France,
and the United Kingdom reveals common
inflationary forces during the pandemic but also
striking structural differences that shaped the
magnitude and persistence of price pressures. Across
all countries, energy prices and supply bottlenecks
were the dominant drivers, yet their impact varied
depending on energy dependence, institutional
settings, and exchange rate dynamics.

In Germany (see Figure 3), the inflation surge was
amplified by the country’s heavy reliance on
imported fossil fuels, particularly Russian natural
gas, making it highly vulnerable when the energy
shock triggered by Russia’s invasion of Ukraine
unfolded in early 2022. This dependence translated
global price spikes directly into domestic costs, while
widespread supply-chain disruptions added further
pressure. The energy shock also weighed on
productivity and growth, reinforcing inflationary
dynamics and pushing Germany’s peak inflation well
above Switzerland’s.
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Figure 3: Germany'’s Price Inflation
Source: Menz, J.-0. (2024).

France (see Figure 4), by contrast, benefited from its
nuclear-heavy energy mix, which cushioned the
impact of soaring fossil fuel prices. Although energy
still drove inflation, the magnitude was more
moderate, and supply shortages played a smaller role
than in Germany or the UK. Labour market conditions
and productivity remained broadly stable, consistent
with the model’s decomposition, while lockdown and
reopening effects smoothed some fluctuations.
Overall, France experienced a significant rise in
inflation, but the peak remained lower than in
Germany and the UK.
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Figure 4: France Price Inflation

Source: Aldama, P., Le Bihan, H., & Le Gall, C.
(2024).
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The United Kingdom (see Figure 5) faced the most
persistent inflation among the three. In addition to
energy and supply shocks, Brexit amplified frictions
by worsening labour shortages and disrupting trade
flows, which constrained supply and raised costs
across sectors. These structural constraints explain
why UK inflation stayed elevated long after
continental Europe began to stabilize. The interaction
of Brexit-related bottlenecks with global shocks
created a broader set of inflationary drivers, pushing
UK inflation rates persistently above those observed
in Germany or France.

Figure 5: UK’s Price Inflation
Source: Haskel, J., Martin, ., & Brandt, L. (2023).

Switzerland’s relative resilience reflects two key
factors. A smaller exposure to imported fossil fuels
and the appreciation of the Swiss franc, which
dampened imported inflation by reducing the pass-
through of global price shocks. Combined with stable
productivity and well-anchored expectations, these
features limited the transmission of external shocks
and prevented a wage-price spiral. This pattern
aligns with the Bernanke-Blanchard framework:
exogenous shocks dominated, while wage-price
interactions and domestic labour market dynamics
played only a minor role. The comparison
underscores that Switzerland’s inflation was
primarily imported, whereas in the UK and Germany,
structural vulnerabilities amplified the global shocks
and prolonged inflationary pressures.

Conclusion

The Bernanke-Blanchard model shows that
exogenous shocks, in particular higher energy prices
and supply bottlenecks, were decisive in driving
Swiss inflation, while domestic factors such as wages,
productivity, or food prices remained secondary. This
finding reflects Switzerland’s structural
characteristics. A resilient labour market, relatively
stable wage-setting institutions, and an economic
framework less dependent on imported fossil fuels
than Germany or the UK. Overall, the Swiss case
illustrates both the advantages and vulnerabilities of
a small open economy, where inflation is shaped
more by international shocks than by domestic
dynamics.
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