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WAGE DYNAMICS AND THE ECB’S MONETARY POLICY

In this edition of Infocus, Stefan Gerlach and GianLuigi Mandruzzato
argue that weak wage dynamics support the European Central Bank’s
monetary policy patience.
For the first time in several years, economic conditions in
the euro area look good. Real GDP has been growing above
its potential rate for several quarters and PMI surveys
point to continued strong growth in the coming quarters.
The monetary transmission mechanism is strengthening
and becoming more homogenous across the EMU
economies, as evidenced by data on bank lending flows
and cost of credit for the private sector.
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This strength is reflected in the macroeconomic
projections released by the European Central Bank (ECB)
in March which point to inflation at 1.7% in 2019, a rate not
too distant from its objective of inflation of “below, but
close to, two percent”. Real GDP growth is expected to grow
at 1.7% on average in the 2017-19 period, a pace that will
allow a further reduction of slack in the economy. Indeed,
the unemployment rate is projected to fall to 8.4% by 2019,
more than one percentage point lower than its level in
February 2017.
Monetary policy impacts the economy with long and
variable lags. The peak effect on inflation may occur after
two years. With negative short-term interest rates and
asset purchases scheduled to continue until at least next
December, the ECB might seem likely soon to start reducing
the degree of monetary stimulus. However, we expect the
ECB’s Governing Council to confirm its very accommodative
policy at its meeting on 27 April and maintain that stance
for some months to come.
Increased focus on labour market
In a recent speech, President Draghi stressed that there
is no evidence of inflation stabilising around the ECB’s
objective.1 This observation is unsurprising given that
inflation, net of energy and food components, was only
0.7% y/y in March, slightly below the average of the last
three years (see Figure 1). President Draghi concluded that
“a very substantial degree of monetary accommodation is
still needed” to ensure that underlying inflation pressures
build up and support a sustained return of inflation
towards levels consistent with the ECB’s objective. Indeed,
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Source: Datastream and EFGAM calculation. Data as at 26 April 2017.

the ECB’s forecasts are conditional on current market
expectations of interest rates, which remain subdued with
the first increase in the deposit rate not priced in before late
2018. If the ECB started to hint at tighter policy so that market
interest rates rose, the ECB’s forecasts would have to be
revised down. There is thus no room for tighter policy now.
President Draghi highlighted the lack of upward wage
pressures among the reasons why it is too early to reduce
the degree of monetary policy accommodation. Despite the
improvement in labour market conditions, as witnessed by
2. Euro area employment and compensation per employee
3.50

2.5

3.25

2.0

3.00

1.5

2.75

1.0

2.50

0.5

% 2.25

0.0 %

2.00

-0.5

1.75

-1.0

1.50

-1.5

1.25

-2.0

1.00

01

02

03

04 05

06 07

08 09 10

11

12

13

14

15

EMU compensation per employee, year-on-year, 4-quarter average
EMU employment, year-on-year (rhs)
Source: Datastream and EFGAM calculations. Data as at 26 April 2017.

Statement at the thirty-fifth meeting of the International Monetary and Financial Committee, Washington DC, 21 April 2017.
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the falling unemployment rate and rising employment, wage
dynamics in the euro area remain subdued (see Figure 2).
According to ECB data, compensation per employee rose
a mere 1.3% on average in 2016, only marginally above
the historical low of 1.2% in 2015. Preliminary data on
contractual wages in the first part of 2017 point to continued
moderation in employment compensation. 2
3. ECB’s forecasts of compensation per employee
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Source: ECB Macroeconomic Projections, Eurostat. Data as at 26 April 2017.

In addition, despite stronger than expected employment
growth, compensation per employee has undershot the
ECB’s forecasts for several years (see Figure 3), 3 as has
core inflation relative to the ECB’s projections. While this is
not surprising, given the established relationship between
core inflation rates and lagged values of employment
compensation (see Figure 4), it raises the question of why
wage growth has been so low, given the strong labour
market developments.
4. Euro area core inflation and compensation per employee

Structural factors dampen wage dynamics
Several factors may be behind low wage growth in the
euro area. First, it reflects the fact that, despite the
ongoing recovery, the amount of slack in the economy
remains substantial. The NAIRU, i.e. the unemployment
rate below which inflationary pressures start to emerge,
is likely to have fallen. Second, with wage negotiations in
many euro area countries already finalised for this year,
the impact of higher inflation on salaries will be delayed.
Third, the job market reforms implemented after the crisis
may have weakened the pass-through of past inflation to
employee compensation. In addition, given the still high
unemployment rate, unions are likely to prioritise job
security over wage increases.
Wage moderation may thus persist for some time
to come, despite ongoing improvement in euro area
economic conditions. This contrasts with the latest ECB
macroeconomic projections in which the expected rise of
compensation per employee to 2.4% in 2019 is associated
with a rise in the core inflation rate towards 1.8% - a little
above projected headline inflation and a rate broadly
consistent with the ECB’s objective.
Caution is warranted when removing policy accommodation
These considerations present downside risks to the latest
ECB staff projection of headline inflation rising to 1.7% in
2019. A delayed pick-up in wage growth would dampen the
outlook for inflation in the euro area and justify a more
cautious removal of policy accommodation than many
observers envisage. While it is possible that the ECB may
decide to taper asset purchases in early 2018, it seems
increasingly likely that the Governing Council will only
slowly end its unconventional policies.
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Based on national statistical data from Germany, France, Italy, Spain and the Netherlands.
See “Recent wage trends in the euro area”, Box 2, ECB Economic Bulletin, Issue 3 2016.

Infocus April 2017 | 3

Important Information

This document does not constitute and shall not be construed as a prospectus,
advertisement, public offering or placement of, nor a recommendation to buy,
sell, hold or solicit, any investment, security, other financial instrument or other
product or service. It is not intended to be a final representation of the terms and
conditions of any investment, security, other financial instrument or other product
or service. This document is for general information only and is not intended as
investment advice or any other specific recommendation as to any particular
course of action or inaction. The information in this document does not take into
account the specific investment objectives, financial situation or particular needs
of the recipient. You should seek your own professional advice suitable to your
particular circumstances prior to making any investment or if you are in doubt as
to the information in this document.
Although information in this document has been obtained from sources believed
to be reliable, no member of the EFG group represents or warrants its accuracy,
and such information may be incomplete or condensed. Any opinions in this
document are subject to change without notice. This document may contain
personal opinions which do not necessarily reflect the position of any member
of the EFG group. To the fullest extent permissible by law, no member of the
EFG group shall be responsible for the consequences of any errors or omissions
herein, or reliance upon any opinion or statement contained herein, and each
member of the EFG group expressly disclaims any liability, including (without
limitation) liability for incidental or consequential damages, arising from the same
or resulting from any action or inaction on the part of the recipient in reliance on
this document.
The value of investments and the income derived from them can fall as well as
rise, and past performance is no indicator of future performance. Investment
products may be subject to investment risks involving, but not limited to, possible
loss of all or part of the principal invested.
The availability of this document in any jurisdiction or country may be contrary to
local law or regulation and persons who come into possession of this document
should inform themselves of and observe any restrictions. This document may not
be reproduced, disclosed or distributed (in whole or in part) to any other person
without prior written permission from an authorised member of the EFG group.
This document has been produced by EFG Asset Management (UK) Limited for
use by the EFG group and the worldwide subsidiaries and affiliates within the EFG
group. EFG Asset Management (UK) Limited is authorised and regulated by the
UK Financial Conduct Authority, registered no. 7389746. Registered address: EFG
Asset Management (UK) Limited, Leconfield House, Curzon Street, London W1J 5JB,
United Kingdom, telephone +44 (0)20 7491 9111.
If you have received this document from any affiliate or branch referred to below,
please note the following:
Bahamas: EFG Bank & Trust (Bahamas) Ltd. is licensed by the Securities
Commission of The Bahamas pursuant to the Securities Industry Act, 2011 and
Securities Industry Regulations, 2012 and is authorized to conduct securities
business in and from The Bahamas including dealing in securities, arranging deals
in securities, managing securities and advising on securities. EFG Bank & Trust
(Bahamas) Ltd. is also licensed by the Central Bank of The Bahamas pursuant to
the Banks and Trust Companies Regulation Act, 2000 as a Bank and Trust company.
Bermuda: EFG Wealth Management (Bermuda) Ltd. is an exempted company
incorporated in Bermuda with limited liability. Registered address: Thistle House,
2nd Floor, 4 Burnaby Street, Hamilton HM 11, Bermuda.
Cayman Islands: EFG Bank is licensed by the Cayman Islands Monetary Authority
for the conduct of banking business pursuant to the Banks and Trust Companies
Law of the Cayman Islands. EFG Wealth Management (Cayman) Ltd. is licensed by
the Cayman Islands Monetary Authority for the conduct of trust business pursuant
to the Banks and Trust Companies Law of the Cayman Islands, and for the conduct
of securities investment business pursuant to the Securities Investment Business
Law of the Cayman Islands.
Guernsey: EFG Private Bank (Channel Islands) Limited is licensed by the Guernsey
Financial Services Commission.
Hong Kong: EFG Bank AG is authorized as a licensed bank by the Hong Kong
Monetary Authority pursuant to the Banking Ordinance (Cap. 155, Laws of Hong
Kong) and is authorized to carry out Type 1 (dealing in securities) and Type 9 (asset
management) regulated activity in Hong Kong.
Jersey: EFG Wealth Solutions (Jersey) Limited is regulated by the Jersey Financial
Services Commission in the conduct of investment business under the Financial
Services (Jersey) Law 1998.
Liechtenstein: EFG Bank von Ernst AG is regulated by the Financial Market Authority
Liechtenstein, Landstrasse 109, P.O. Box 279, 9490 Vaduz, Liechtenstein.

Luxembourg: EFG Bank (Luxembourg) S.A. is listed on the official list of banks
established in Luxembourg in accordance with the Luxembourg law of 5 April 1993
on the financial sector (as amended) (the “Law of 1993”), held by the Luxembourg
supervisory authority (Commission de surveillance du secteur financier), as a
public limited company under Luxembourg law (société anonyme) authorised to
carry on its activities pursuant to Article 2 of the Law of 1993. Luxembourg residents
should exclusively contact EFG Bank (Luxembourg) S.A., 56 Grand Rue, Luxembourg
2013 Luxembourg, telephone +352 264541, for any information regarding the
services of EFG Bank (Luxembourg) S.A.
Monaco: EFG Bank (Monaco) SAM is a Monegasque Public Limited Company with a
company registration no. 90 S 02647 (Registre du Commerce et de l’Industrie de la
Principauté de Monaco). EFG Bank (Monaco) SAM is a bank with financial activities
authorized and regulated by the French Prudential Supervision and Resolution
Authority and by the Monegasque Commission for the Control of Financial
Activities. Registered address: EFG Bank (Monaco) SAM, Villa les Aigles, 15, avenue
d’Ostende – BP 37 – 98001 Monaco (Principauté de Monaco), telephone: +377 93 15
11 11. The recipient of this document is perfectly fluent in English and waives the
possibility to obtain a French version of this publication.
People’s Republic of China (“PRC”): EFG Bank AG Shanghai Representative
Office is approved by China Banking Regulatory Commission and registered
with the Shanghai Administration for Industry and Commerce in accordance
with the Regulations of the People’s Republic of China for the Administration of
Foreign-invested Banks and the related implementing rules. Registration No:
310000500424509. Registered address: Room 65T10, 65 F, Shanghai World Financial
Center, No. 100, Century Avenue, Pudong New Area, Shanghai. The business scope
of EFG Bank AG Shanghai Representative Office is limited to non¬profit making
activities only including liaison, market research and consultancy.
Singapore: The Singapore branch of EFG Bank AG (UEN No. T03FC6371J) is licensed
by the Monetary Authority of Singapore as a wholesale bank to conduct banking
business and additionally carries on the regulated activities of dealing in
securities, fund management and securities financing.
Switzerland: EFG Bank AG, Zurich, including its Geneva branch, is authorized and
regulated by the Swiss Financial Market Supervisory Authority (FINMA). Registered
address: EFG Bank AG, Bleicherweg 8, 8022 Zurich, Switzerland and EFG Bank SA, 24
quai du Seujet, 1211 Geneva 2, Switzerland.
Taiwan: EFG Securities Investment Consulting Co. Ltd, Suite A-1, 14th Floor, Hung
Tai Center, No. 168 Tun Hwa North Road Taipei, +886 2 8175 0066, SICE License
No. BO286.
United Kingdom: EFG Private Bank Limited is authorised by the Prudential
Regulation Authority and regulated by the Financial Conduct Authority and the
Prudential Regulation Authority, registered no. 144036. EFG Private Bank Limited
is a member of the London Stock Exchange. Registered company no. 2321802.
Registered address: EFG Private Bank Limited, Leconfield House, Curzon Street,
London W1J 5JB, United Kingdom, telephone +44 (0)20 7491 9111. In relation to EFG
Asset Management (UK) Limited please note the status disclosure appearing above.
United States: EFG Asset Management (UK) Limited is an affiliate of EFG Capital,
a U.S. Securities and Exchange Commission (“SEC”) registered broker-dealer and
member of the Financial Industry Regulatory Authority (“FINRA”) and the Securities
Investor Protection Corporation (“SIPC”). None of the SEC, FINRA or SIPC, have
endorsed this document or the services and products provided by EFG Capital or
its U.S. based affiliates, EFGAM Americas and EFG Capital Advisors (EFGCA). Both
EFGAM Americas and EFGCA are registered with the SEC as investment advisers.
Securities products and brokerage services are provided by EFG Capital, and asset
management services are provided by EFGAM Americas and EFGCA. EFG Capital,
EFGAM Americas and EFGCA are affiliated by common ownership and may maintain
mutually associated personnel. This document is not intended for distribution in
the United States or for the account of U.S. persons (as defined in Regulation S
under the United States Securities Act of 1933, as amended (the “Securities Act”))
except to persons who are “qualified purchasers” (as defined in the United States
Investment Company Act of 1940, as amended (the “Investment Company Act”))
and “accredited investors” (as defined in Rule 501(a) under the Securities Act). Any
securities referred to in this document will not be registered under the Securities
Act or qualified under any applicable state securities statutes. Any funds referred
to in this document will not be registered as investment companies under the
Investment Company Act.

Infocus April 2017 | 4

