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Wage dynamics: another concern for the ECB?
Wage dynamics are a very important variable for the ECB’s monetary policy. Indeed, the ECB’s mandate is to ensure price stability,
and wages are a key determinant of inflation: in the medium term, wages affect the evolution of prices, both on the supply side
(because rising wages increase the cost of goods and services) and on the demand side (as higher wages increase the demand for
goods and services, and hence their price).
In the current context of high inflation due to rising energy prices, one of the big questions is whether the increase in prices will
spread to wages. Unsustainable wage increases could feed back into inflation, which would be an additional source of concern
for the ECB. A priori, second-round effects (inflation spreading to wage rises) are less likely in a context of inflation triggered by
an energy shock in a globalised world like ours, as it squeezes business margins and companies have less capacity to increase
prices and wages. Thus, we must pay attention to current wage dynamics in the euro area and consider what path they might
follow in the future.
Wages, for now, remain contained
In the euro area, observing the evolution of wages is a somewhat more complicated task than in other advanced economies. The
main problem we face is the delay in the publication of the data. Whereas in the US, for example, information on hourly wages is
published every month on the first Friday of the following month; in the euro area, Eurostat’s quarterly labour cost indicator is
published two and a half months after each quarter end. Thus,
as of the date of this article’s publication, the latest data Euro area: evolution of wages and labour costs
Year-on-year change (%)
available in this series is that of Q4 2021.1
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With this in mind, we can see in the first chart that the year-onyear growth in wages in Q4 2021 was 1.6%. This is a somewhat
contained level; as a benchmark we can refer to the criteria
established by Phillip Lane, the ECB’s chief economist,
according to which a 3.0% wage increase would be consistent
with medium-term inflation of 2.0%, precisely the ECB’s
target.2 This lower buoyancy in wages compared to in the US
(+5.6% year-on-year in March) is due, among other factors, to
the job-preservation mechanisms implemented during the
pandemic in the euro area (such as Spain’s ERTE furlough
scheme). While these measures were highly effective in
maintaining employment and avoiding drastic reductions in
household incomes, when the economy finally reopened they
did not allow workers to enjoy the wage rises that usually
accompany job changes.3
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Source: CaixaBank Research, based on data from the ECB and Eurostat.

The current high inflation and the low unemployment rate could push wages up
For now, wages are still contained, but how will they evolve in the future? To answer this question, we analyse their relationship
with the main determining factors: the unemployment rate, inflation expectations and past inflation.4
The rise in inflation observed since the end of 2021 and the increase in medium-term inflation expectations could contribute to
more dynamic wages in the coming quarters (it should be noted that price increases do not generally spread to wages immediately,
as there is an adjustment period).
1. Another important issue to consider is the disparity between different countries, as the labour market in the EU is not as integrated as it is in the US and there are
marked differences between countries, both in the unemployment rate and in terms of wages.
2. In this regard, the ECB has been assuring since July last year that it will not raise interest rates until it projects 2% inflation in the final year of its forecasting horizon,
currently 2024. This is not quite the case for the moment, though, as the institution currently places inflation at 1.9% in 2024.
3. The OECD quantifies the wage increases obtained by US workers who moved jobs as amounting to four times those received by workers who stayed in their existing
jobs. See O. Causa et al. (2021). «Labour market transitions across OECD countries: Stylised facts». OECD Economics Department Working Papers, nº 1692, OECD
Publishing, Paris.
4. There are many other factors that determine wages, such as globalisation and institutional design, but for the calculations that follow we will focus on the more
classic ones, in line with the approach taken by the IMF. See «Chapter 2: Recent Wage Dynamics in Advanced Economies: Drivers and Implications», World Economic
Outlook, October 2017.
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The inflation outlook also poses an upside risk for wages: we expect inflation to remain high in the euro area during the middle
of the year, although it should gradually moderate (even in a scenario in which energy prices remain at their current levels,
eventually the year-on-year inflation rate would fall due to base effects). Based on the historical relationship between inflation
and wages, if average inflation in 2021 and 2022 were to be around 4.7% (the average rate consistent with our current inflation
forecasts), this would imply a wage growth 0.54 pps higher in 2023, in year-on-year terms, than we would see if inflation were to
average 2% between 2021 and 2022. Also, if we assume that this higher inflation would cause medium-term inflation expectations
to move above target, increasing them by, say, 1.5 pps to 3.5%, then wage growth in 2023 would be 0.42 pps higher than in a
scenario in which expectations remain anchored at 2%.
Combining these two effects, wage increases in 2023 would Euro area: contributions to increased wage
be approximately 1 pp higher than they would be in a situation growth in 2023 *
with controlled inflation and expectations anchored at 2%.
(pps)
On the other hand, the unemployment rate could exert greater
pressure on wages due to it being at historically low levels
(6.8% in February 2022, or 2.6 pps below its historical average)
thanks to the rapid recovery in the labour market.5 However,
what happens in the euro area’s labour market in 2022 is
uncertain and will largely depend on the duration of the war in
Ukraine and the economic impact of the sanctions, especially
for those economies that are more dependent on Russian gas
(such as Germany and, to a lesser extent, Italy).
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In summary, according to the available data, at the end of 2021
Notes: * We estimate a multiple regression model where the dependent variable is the evolution of wages
wage dynamics were not an additional concern for the ECB, and the explanatory variables are labour productivity, past inflation, inflation expectations and the
rate. We calculate the effect of average inflation being 4.7% between 2021 and 2022
being clearly below 3%. Indeed, the contained wage dynamics unemployment
instead of 2%; of medium-term inflation expectations at 3.5% instead of 2%, and of an unemployment
of the last year are one of the reasons why the ECB has not yet rate in 2022 of 6.5% instead of the 2021 average (7.7%).
Source: CaixaBank Research, based on CaixaBank data.
raised rates, despite the high inflation; in fact, the mediumterm inflation projections have so far been below 2.0%.
However, the scenario is changing. On one hand, the ECB has made a recent shift in its communications, highlighting that inflation
expectations are now above 2%, so it is likely to raise rates this year in order to prevent these expectations from remaining above
the target. On the other hand, the wage increases we are likely to see (taking into account the high inflation and a historically low
unemployment rate) should lead to medium-term inflation of around 2%, allowing the ECB to gradually raise interest rates. Thus,
we are likely to see net asset purchases brought to an end in Q3 and the first interest rate hike before the end of 2022. This and
subsequent rate hikes should prevent the current high inflation rates from becoming chronic, both through inflation expectations
and unsustainable wage dynamics.
Màxim Ventura Bolet and Ricard Murillo Gili

5. If the unemployment rate were to continue its downward trend in 2022 and the average rate for the year were 6.5%, we estimate that wage growth in year-on-year
terms would be 0.21 pps higher in 2023 than we would see with an unemployment rate at the 2021 level (7.7%).
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