Monetary policy in a cost-of-living crisis”

di Isabel Schnabel

The euro area is facing a cost-of-living crisis.

An increasing proportion of people’s income is being spent on essential purchases,
such as food and energy. At the same time, price pressures are broadening and nominal
wages are not keeping pace with rising prices. The result is a marked loss in people’s
purchasing power and a decline in the labour share of income, which is the share of
total income paid to workers as wages, salaries and other benefits.

Today | want to make four conceptual points about these developments.

First, | will argue that the secular decline in the bargaining power of workers can help
explain the decline in the labour share of income, which can be expected to weigh on
private consumption and thus dampen aggregate demand.

Second, I will ask what factors determine the future evolution of real wages and hence
how the costs of this crisis are distributed between workers and firms in the future. I
will argue that the risks of a wage-price spiral are contained, provided inflation
expectations remain anchored.

Third, | will discuss why a decline in real wages and a slowdown in aggregate
demand may not materially ease current inflationary pressures. One reason is that
today’s energy crisis will suppress both supply and demand. A second reason is that
firms will try to protect their profit margins from higher energy costs.

My final point relates to the implications for monetary policy. If there is a tangible
risk that lower demand will not ease inflationary pressures, there is a strong case for

a “robust control” approach to monetary policy, guided by the principle of a forward-
looking central bank that takes its decisions with a view to stabilising medium-term
inflation.[1]

Wages affect inflation through aggregate demand and cost- push channels

The outlook for wages plays an important role in assessing the risks of current high
inflation becoming entrenched over time.

Two channels are most relevant for monetary policy.

The first is the aggregate demand channel. Real wages determine households’
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purchasing power, and hence affect the outlook for private consumption and prices.

The pandemic is a case in point. The fast rebound in real wages following the
lockdowns in 2020 has been a key driver boosting demand. ECB staff analysis
suggests that resilient demand has significantly contributed to the recent rise in
underlying inflation in the euro area.

The second channel relevant for monetary policy is the cost-push channel.[2]

Wages are an important element in firms’ cost structure. In the services

industry, for example, wages account for around 40% of firms’ total cost of
production.[3] Thus, changes in wage dynamics are typically significant enough to
affect firms’ future pricing decisions.

An example of this cost-push view of inflation is the increase in the minimum wage

in Germany, which takes effect tomorrow. [4] According to a survey, around 60% of
affected firms said that they intend to raise prices in response to the increase in the

minimum wage.[5]

Central banks have different ways to analyse and evaluate the relevance and
strength of these two channels for the inflation outlook. Despite its pitfalls, a prime

tool for making such an assessment is the New Keynesian Phillips curve. 6]

Under this framework, firms set prices as a mark-up over marginal costs. Because
firms are forward-looking and change prices only infrequently, profit maximisation
implies that consumer price inflation fundamentally depends on current and future

expected real marginal costs.[7]

Real marginal costs, in turn, can empirically be related to average cost measures,
such as real unit labour costs, which are defined as the ratio of real wages to labour
productivity.

Using real unit labour costs as an indicator yields two important insights.

One is that rising real wages resulting from stronger productivity growth will

leave unit labour costs unchanged and will not put pressure on firms’ profits. It should,
therefore, not lead to firms raising prices. The cost-push channel thus critically depends
on future productivity developments.

The second insight is that, from an accounting perspective, real unit labour costs
are identical to the labour share of income. That is, for the aggregate demand
channel to be consistent with higher inflation, the labour share of income should

go up.
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A declining labour share will weigh on aggregate demand

The link between the labour share and inflation is not just a conceptual idea.

New research by economists at the Federal Reserve Board suggests that the sharp
decline in inflation in the United States and the United Kingdom in the 1980s may have
been driven to a significant extent by the marked decline in the labour share.[8]

The study suggests that the secular erosion of workers’ bargaining power is an
important factor explaining the joint dynamics of inflation and the labour share.[9]
The same mechanism has likely been at work in the euro area.

From the early 1980s until the eve of the global financial crisis, the labour share of
income fell significantly and persistently, coinciding with a measurable decline in
inflation and trade union density [10] The flip side of the decline in the labour share
was the marked rise in the profit share.

The loss in workers’ bargaining power might also explain what we are seeing today.

Despite a historically tight labour market, a substantial decline in real consumer wages
is weighing on the labour share of income.

Although nominal wage growth is gradually picking up, the current pace of
increase has been insufficient to preserve people’s purchasing power.

Compared to the third quarter of last year, real wages declined by nearly 5% 11l
These developments are fundamentally different from the experience of the 1970s
when real wages and the labour share of income increased measurably in response to
rising energy prices.[12]

Low-income households are those most severely affected.

For a given nominal wage, their loss in purchasing power has been larger than that of
others as the gap in the inflation rate faced by the lowest and highest income quintiles
has been rising sharply over the course of this year, reflecting differences in the

weight of energy and food in people’s expenditures. [13]
Current real wage developments thus point towards a notable slowdown in private
consumption, consistent with the sharp drop in consumer confidence, which fell to

a new historical low in September. The aggregate demand channel therefore points
to an easing in inflationary pressures.

The cost-push channel, too, currently suggests that wages are unlikely to add to
inflation going forward, as real producer wages, deflated using sectoral value added
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deflators, have also fallen across most industries since the start of the pandemic.

In fact, profits across a broad range of industries have risen markedly, even in some
contact-intensive sectors. This means that many firms have so far been able to
Increase their prices beyond the increase in nominal wages, and in many cases even
beyond the increase in energy costs.

In the hospitality and transport sectors, for example, profits have expanded by nearly
20% since the outbreak of the pandemic, more than twice as fast as the growth rate
of nominal wages.

The rise in profits is strikingly different from previous crises that have all seen profits
fall. This suggests that strong pent-up demand created an environment for many firms

to boost profit margins.[14]

Risk of a wage-price spiral ultimately depends on inflation expectations
These developments pose two relevant questions for monetary policy.

The first question relates to the outlook for real wages. The disruptive change to our
economies may challenge the way the economic burden from the energy shock, and
the resulting deterioration in the euro area’s terms of trade, will be distributed between
firms and workers in the future.

This question goes well beyond the realm of central banks.

If real wages continued to decline at the current pace, the drastic loss in purchasing
power would cause economic hardship and despair. If, however, workers were to
increasingly resist real wage cuts, inflation could become endemic. Both courses
of events could lead to a concerning increase in inequality and risk eroding support
of our democratic institutions.

How real wages will evolve depends on three factors.

The first is fiscal policy. Targeted fiscal transfers can limit the loss in purchasing power
of those suffering the most from the current crisis. Such transfers would also cushion
the hit to aggregate demand, as they would operate where the marginal propensity to
consume out of additional income is highest.

The broader the measures are, however, and the more they stimulate demand, the more
likely it is that inflation will persist for longer. This would raise the risk of a wage-
price spiral, making a more forceful response of monetary policy necessary.

The second factor relates to a shift in the bargaining power of unions and
workers.
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Record-high inflation and acute labour shortages seem to have strengthened workers’
resolve to protect their purchasing power. In the first half of this year, growth in
nominal compensation per employee has accelerated to levels not seen since the
introduction of the euro.

Empirical evidence shows that, for a sample of advanced economies, the impact of past
and future expected inflation on wage demands is rising.[15]

Institutional changes may reinforce a period of stronger nominal wage growth ahead.
Here in Spain, for example, a growing share of wage contracts is indexed to

inflation.[16] At the same time, re-shoring efforts by firms in some sectors may
exacerbate bottlenecks in labour markets and further strengthen the bargaining power
of unions.

The third factor relates to monetary policy.

Whether future wage agreements will lead to a more balanced distribution of the costs
associated with the energy shock, or whether they will lead to a perilous wage-price
spiral, will ultimately depend on the credibility of the euro area’s nominal anchor.

If long-term inflation expectations remain anchored, the risks of a wage-price spiral
will be limited. This is what we have observed so far in the euro areca. The ECB’s
forward-looking wage tracker currently points to further increases in wages, but these
are expected to remain at levels that are unlikely to set in motion a harmful wage-price
dynamic.

Therefore, while a close monitoring of wage developments remains essential, at
present the most likely outcome remains a further decline in real consumer

wages and the labour share of income. Our consumer expectations survey points in a
similar direction. It found that households anticipate their real wages to fall by around

6% over the next twelve months.[17]

Inflation may remain high despite a slowdown in aggregate demand

This brings me to the second question for monetary policy, namely to what
extent a decline in real wages and the labour share will ease current strong
inflationary pressures through its effect on aggregate demand.

Such an endogenous effect on prices would support the efforts of monetary policy
to bring inflation back to levels consistent with price stability.

There are, however, two reasons to believe that the relationship between the labour
share and inflation might currently be blurred — either because the labour share may no
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longer be a sufficient summary indicator, or because the slope of the New Keynesian
Phillips curve has become flat or statistically insignificant.

As a result, underlying inflation may remain high despite weakening demand.

Lower supply may limit impact of slowdown in aggregate demand on
capacity utilisation

The first reason relates to the implications of changes in the labour share for changes
in capacity utilisation. Whether, and by how much, a decline in aggregate demand
will create conditions of excess capacity critically depends on the impact of current

shocks on the supply side.[18]

If, as is likely, both supply and demand weaken, the net impact on economic slack,
and hence prices, will be more difficult to anticipate.

The damage from the current crisis to the supply side is likely to be significant.[19]
Energy-related production cuts and energy-saving measures directly curb potential
output, while the sharp increase in gas prices will render some energy-intensive
activities unprofitable. Insolvencies may rise, and parts of the capital stock may
become obsolete.

Moreover, productivity growth may be slower than currently anticipated in our staff
projections.

Lower productivity growth would directly dampen the decline in real unit labour
costs from lower real wages, meaning that inflationary pressures could remain
elevated at current rates of nominal wage growth.

The September ECB staff projections have already seen a marked downward
revision of labour productivity growth for 2023, mainly on account of lower
expected growth.

Yet, two distinct features of the current cycle suggest that productivity growth may
become structurally weaker.[20]
One is the acute worker shortage, which may force firms to hoard labour during the

downturn. The decline in real wages reinforces this channel by making hoarding more
attractive.

The second feature is that the pandemic has failed to kickstart a process of
Schumpeterian “creative destruction”. Contrary to previous recessions, business
insolvencies fell sharply, mainly reflecting the widespread use of job retention
schemes. A decline in productivity may be one side effect of these otherwise highly
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successful programmes.

So, if the damage, or the constraints, to the supply side are significant, then the impact
of a slowdown in demand on capacity utilisation may be smaller, limiting downward

pressure on prices.[21] For that reason, whether demand is below or above its pre-
pandemic level is largely irrelevant for the future path of inflation.[22]

Looking at firms’ current order books supports this view.

Despite a notable slowdown in new orders over the past few months, euro area firms
are only slowly reducing the pandemic-induced backlog of orders. This suggests that
significant supply-side constraints remain even if delivery times have eased

recently.[23]

Firms’ efforts to protect profit margins may weaken link between labour
costs and inflation

The second factor driving a wedge between inflation and the labour share relates
to the role of profits.

Unit labour costs account for a significant share of firms’ total costs and are hence
central to the cost-push view of inflation. But the increase in other costs, such as the
cost of capital or energy, is currently working in the opposite direction.

Specifically, the unprecedented scale of pipeline pressures means that firms may
choose not to pass lower real unit labour costs on to consumer prices to protect
their profit margins from higher energy costs.

In some sectors, where producers have not been able to increase prices above the
rise in costs, there could even be pressure on firms to actually raise prices, in line
with the cost-push view of inflation.

This is consistent with recent survey evidence. With pipeline pressures remaining
significant, a still historically large share of firms in the manufacturing, retail and
services sectors plan to raise prices further over the coming months.

Of course, such surveys say nothing about the size of future price increases, meaning
inflation could still slow. However, the surveys do not signal a fast unwinding of price
pressures on the back of the expected decline in aggregate demand.

Uncertain inflation outlook calls for “robust control” approach to
monetary policy
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The implication for monetary policy is unambiguous: it would be imprudent for

a stability-oriented central bank to chart the future course of interest rates on the
assumption that a slowdown in demand will reduce the need for adjusting the monetary
policy stance.

Today’s energy shock affects potential output directly through its impact on
productivity and the capital stock. Together with historically tight labour markets,
this makes it unlikely that the euro area economy will operate under much economic
slack over the medium term.

On the contrary, if the hit to the supply side is significant, there is even a risk that
the output gap turns positive earlier than expected despite weakening demand.

Recent inflation dynamics underscore these risks.

Although surveys have been pointing to a sharp slowdown in demand for several
months now, underlying inflation continues to rise in the euro area. Trimmed mean
inflation, which is a good indicator of underlying inflation at a time of persistent
energy and food shocks, increased to 6.9% in August, similar in scale to the situation

in the United States.[24]

Uncertainty about the persistence of inflation therefore continues to call for a “robust
control” approach to monetary policy, which reduces the risks that medium and long-
term inflation expectations move further away from our 2% target. The pivotal role
of inflation expectations in driving a potential wage- price spiral reinforces this
approach.

My remarks today demonstrate that such a “robust control” approach is firmly guided
by the medium-term inflation outlook.

Although the outbreak of the pandemic, and the war in Ukraine, have measurably
reduced the ability of central banks and other professional forecasters to correctly
anticipate the broad future path of inflation, long and variable lags in the transmission
of monetary policy still require policy to be calibrated on what central banks think is
the most likely future course of the economy, also taking into account the impact of

their own actions on aggregate demand and price formation.[25]

However, in an environment of disruptive change, central banks cannot narrowly rely
on model-based forecasts. Structural change often has large effects on the stability of
model parameters and on the appropriate assumptions underlying these models.

Such uncertainty puts a premium on incoming data. In particular, actual inflation
outcomes, price-setting intentions and data on the current state of the economy can
provide important insights for policymakers about the likely persistence of inflation,
and what this may imply for the appropriate policy stance.
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Equally important are indicators summarising the impact of interest rate changes
on the price and availability of credit to firms and households. Such indicators are
useful complements to highly uncertain estimates of the equilibrium rate of interest
to inform our thinking about when, and to what extent, monetary policy is
becoming restrictive for growth.

For example, the latest European Commission survey shows that the share of firms
reporting financial constraints as limiting production remains near historically low
levels. Bank lending to firms even expanded notably in July and August from already
elevated levels, and firms continue to add new jobs, suggesting that monetary policy
continues to stimulate growth and employment.

Considering these data and the above-target medium-term inflation outlook, further
increases in our key policy rates will be needed to ensure that inflation returns to our
2% target in a timely manner.

Thank you.
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