Navigating inflation and employment in an era of supply
shocks and AT

di Isabel Schnabel

The post-pandemic inflation surge placed severe strain on our societies, fuelled
political frustration and amplified institutional distrust. It also hit the most vulnerable
hardest — those with low incomes and without real assets.

But although the scars of this episode are still visible, pressure is building on central
banks around the world to shift their focus away from inflation and towards growth.
These calls are emerging at a time when central bank independence is under mounting
pressure and fiscal consolidation is being constrained by deep political polarisation.

In the euro area, these arguments are sometimes framed as a push for a dual mandate,
urging the ECB to place greater weight on employment alongside price stability, often
drawing explicit comparisons with the Federal Reserve’s statutory objectives.

In my remarks today, I will argue that a dual mandate rarely leads to fundamentally
different policy prescriptions. In a world marked by more frequent supply-side shocks,
the main challenge of central banks, regardless of their mandate, is to preserve a
credible commitment to price stability.

I will also draw lessons for monetary policy today and discuss the implications of the
rise of artificial intelligence (Al), which could boost productivity and help ease the
supply-side constraints arising from reduced immigration and demographic ageing.

From stagflation to central bank independence

Calls for central banks to prioritise growth often appear intuitively reasonable. Growth
creates jobs, raises incomes and strengthens the fabric of society.

During the 1960s and 1970s, many central banks responded to exactly this logic. They
often subordinated monetary policy to fiscal and political objectives, adopting policies
explicitly aimed at sustaining growth and keeping unemployment low.

History has shown that such policies can come at a high cost. Across countries,
inflation rose sharply in the 1970s, forcing central banks to aggressively tighten
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monetary policy, resulting in a surge in unemployment (Slide 2). Stagflation severely
eroded trust in economic institutions.

This experience gave rise to the institutional framework we rely on today: independent
central banks with clear mandates to anchor inflation expectations through credibility.
This framework is built on the modern consensus of a vertical long-run Phillips curve,

which invalidates the pre-1960s view of a stable, exploitable inflation-unemployment
trade-off.[2!

Yet, different economies drew lessons in different ways. Some, like the euro area,
chose a single central bank mandate focused squarely on price stability, with growth
and employment treated as secondary objectives. Others, like the United States, opted
for a dual mandate, explicitly balancing price stability with maximum employment.

Although policy paths have not always been fully aligned across these frameworks,
both have ultimately succeeded in delivering price stability and anchoring inflation
expectations.

This shared success raises two deeper questions relevant to today’s debates.

First, how does the conduct of monetary policy under a single mandate differ in practice
from that under a dual mandate? Do these mandates produce materially different policy
responses, or does the inflation process impose constraints that are more similar than
the institutional language would suggest?

Second, if the institutional framework was built to avoid repeating the mistakes of the
past, what risks arise today when central banks are asked to place greater weight on
employment? Have changes in labour markets, central bank credibility and the nature
of inflation made these risks more manageable than before?

Single and dual mandates often lead to similar policies

The answer to the first question is that the distinction between a single and a dual
mandate is often largely inconsequential. In practice, stabilising inflation and
stabilising employment often lead to the same policy response.

For demand-driven fluctuations, this is self-evident.

When demand weakens, inflation tends to fall and unemployment rises. In this case,
both a price stability mandate and an employment mandate point towards monetary
policy easing. Conversely, when demand overheats, inflation rises and labour markets
tighten. Then both mandates point towards monetary policy tightening.
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This insight closely resembles what economists call the “divine coincidence”: in a
typical business cycle, monetary policy stabilises demand in a way that keeps both
inflation and employment close to their desired levels.

The dual mandate only truly “bites” when stabilising inflation requires accepting
weaker employment outcomes. But even if such a trade-off arises, both mandates often
lead to similar policies.

The pandemic provides a recent illustration.

When inflation surged, central banks around the world — whether operating under a
single mandate or pursuing explicit employment objectives — responded with
comparable vigour, even if doing so meant tolerating higher unemployment (Slide 3).

The reason is straightforward: once the combination of excess savings, rising energy
prices and disrupted global supply chains began to feed into inflation expectations and
second-round effects, restoring price stability to limit the broader economic fallout
became the overriding task.

As a result, the scope for divergence was limited. Monetary policy had to ensure that
supply-side shocks did not translate into persistently higher inflation.

The same logic also works in reverse.

In the euro area, once the disinflation process was firmly under way and medium-term
inflation expectations remained anchored, the ECB began to remove policy restriction,
even though domestic inflation was still elevated.

This decision reflected a forward-looking assessment: maintaining an overly restrictive
stance for too long would have risked imposing unnecessary economic costs in terms
of weaker growth and higher unemployment.

The experience during the pandemic thus illustrates an important point: a central bank
with a single mandate is not indifferent to employment outcomes. It recognises that
price stability must be secured in a manner that minimises avoidable volatility in output
and labour markets.

This is closely mirrored in the ECB’s mandate: price stability is the primary objective,
while support for employment is conditional on it — that is, “without prejudice to the
objective of price stability”.!]

For a central bank with a dual mandate, monetary policy is better understood as a
balancing exercise rather than a lexicographic ordering.[*!
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Still, inflation imposes a constraint: employment can be supported only insofar as
inflation remains consistent with price stability; once inflation deviates sustainably, the
scope for employment support narrows sharply.

In practice, many central banks therefore operate in remarkably similar ways,
regardless of the formal structure of their mandates. The broad consensus, built over
decades, is that without price stability, maximum employment cannot be sustained.

The real distinction between mandates may therefore lie less in day-to-day policy
decisions and more in communication, accountability and the political economy of
central banking.

Pandemic revealed limits of supporting employment

This brings me to the second question: if the institutional framework of inflation
targeting and central bank independence emerged because attempts to foster
employment proved destabilising, then why would one think that asking central banks
to pay more attention to employment today would lead to better outcomes?

The pandemic offers three lessons suggesting this confidence may be misplaced.
More frequent supply shocks make monetary policy more challenging

The first is that monetary policy becomes more of an art than a science when supply
shocks become more prevalent.l!

In the years before the pandemic, policymakers increasingly came to believe that the
Phillips curve was flat, as inflation proved remarkably unresponsive to tightening
labour markets (Slide 4).1

This experience helped explain why major central banks, including the ECB, entered
the pandemic with policy settings that were historically accommodative, designed to
tighten labour markets, strengthen wage growth and ultimately lift inflation back to
target on a sustained basis.

This growing conviction, however, fostered a misconception: namely that inflation
could not re-emerge rapidly under certain conditions.

In reality, the slope of the Phillips curve only tells us how inflation responds to changes
in slack, holding other shocks constant. But a very flat curve does not imply immunity
from inflation.

That is what we saw during the pandemic.

While strong demand played a role, the inflation episode was not simply a movement
along a stable Phillips curve. Instead, we saw a steepening of the curve and large
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upward shifts, driven by supply bottlenecks, energy shocks and changes in price-setting
behaviour and inflation expectations.!

Looking ahead, the global economy is likely to be exposed more frequently to such
supply-side disturbances — from energy price spikes and trade fragmentation to
climate-related shocks. The recent escalation of the conflict in Iran, which has heavily
affected energy markets and shipping routes, serves as a stark reminder of this
vulnerability.

As a result, managing inflation — regardless of whether central banks have single or
dual mandates — 1s not about fine-tuning unemployment along a stable Phillips curve;
it is about credibly committing to the inflation target.

In today’s more volatile world, policy cannot rely on established empirical
relationships. It must operate under uncertainty about the type, size, persistence and
transmission of shocks. Judgement then becomes as important as models, and
credibility becomes the central policy asset.

In response to these insights, major central banks have adjusted their policy
frameworks.

The Federal Reserve has moved away from its flexible average inflation targeting
approach, which had emphasised making up for past shortfalls by allowing inflation to
run above target for some time. In the same vein, the ECB in its latest strategy statement
no longer highlights a willingness to allow inflation to overshoot.*!

Running the economy hot can fuel second-round effects

The second lesson is closely related: putting too much emphasis on employment can
make it more difficult to control inflation.

A key lesson from the pandemic is that when labour markets are tight, supply shocks
transmit more forcefully into prices and wages.

Second-round effects play an important role in understanding this mechanism.

When unemployment is low and vacancies are high, workers have more bargaining
power to recover real wages after an inflation shock. At the same time, firms are more
likely to pass higher input costs into output prices to protect their margins when
demand is strong enough to tolerate price increases.

These processes can take place even when longer-term inflation expectations remain
anchored.

This is essentially what we observed during the pandemic inflation surge.
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In 2021 and 2022, the wage drift — reflecting firm-level adjustments, bonuses and
labour market pressures beyond negotiated agreements — was a dominant driver of
growth in compensation per employee in the euro area (Slide 5, left-hand side).

In a tight labour market, employers typically offer newly hired or incumbent employees
higher wages than those set out in prevailing collective agreements. !

At the same time, firms were quick to pass on rising input costs to consumers. Many
firms began to adjust prices far more frequently than they had done previously,
reflecting demand conditions that were sufficiently robust to accommodate this pass-
through (Slide 5, right-hand side).['”

In that sense, running the economy hot may make second-round effects more likely —
and once these take hold, monetary policy would need to tighten more aggressively to
prevent a wage-price spiral, eroding earlier employment benefits.

Supply-side constraints make expansionary policy less effective

The third lesson is that expansionary policies become less effective in stimulating
employment once the economy is close to its potential.

In the years following the sovereign debt crisis, the euro area economy operated below
capacity. Unemployment was high, labour force participation was depressed and large
parts of the workforce were either underemployed or discouraged.

In this environment, an accommodative monetary policy stance delivered tangible
gains. Existing slack was gradually reabsorbed, participation increased and
unemployment fell (Slide 6, left-hand side). Monetary policy helped bring idle
resources back into productive use.

But once slack was absorbed, policy began to run into diminishing marginal returns. !

Matching frictions became more and more important, slowing the pace at which
unemployment could fall and driving up the vacancy-to-unemployment ratio (Slide 6,
right-hand side).

In such an environment, additional demand stimulus cannot sustainably increase
employment. In fact, a large part of the improvement in euro area labour markets
observed in recent years reflected supply-side responses rather than demand

stimulus. 2]

In particular, rising participation and a significant influx of foreign workers helped
expand the labour force and alleviate shortages. Foreign-born workers accounted for
around half of labour force growth in recent years, helping firms meet demand and
significantly contributing to GDP growth (Slide 7).

ISSN 2038-1662 6


https://www.ecb.europa.eu/press/key/date/2026/html/ecb.sp260306_1~a4943607d7.en.html#footnote.9
https://www.ecb.europa.eu/press/key/date/2026/html/ecb.sp260306_1~a4943607d7.en.html#footnote.10
https://www.ecb.europa.eu/press/key/date/2026/html/ecb.sp260306_1~a4943607d7.en.html#footnote.11
https://www.ecb.europa.eu/press/key/date/2026/html/ecb.sp260306_1~a4943607d7.en.html#footnote.12

I. SCHNABEL - NAVIGATING INFLATION AND EMPLOYMENT IN AN ERA OF SUPPLY SHOCKS AND Al

In that sense, over the past 15 years, the euro area economy has transitioned from a
primarily demand-constrained regime to one in which supply constraints have become
more prevalent.

And in a supply-constrained environment, expansionary demand policies become a less
effective tool for increasing employment or growth.[*]

Implications for monetary policy today
What do these lessons imply for monetary policy today?
Euro area inflation is projected to be at our 2% target over the medium term.

In the near term, the recent spike in energy prices following the tensions in Iran makes
the inflation path more uncertain. However, as long as deviations from our target — in
either direction — remain temporary and small with well-anchored inflation
expectations, they are of limited relevance for policy decisions, as they naturally occur
when an economy is exposed to volatile energy prices (Slide 8).

What matters for monetary policy is the medium-term outlook — that is, whether
underlying price dynamics and wage developments are consistent with the target over
the policy-relevant horizon. Judged on this basis, the lessons from the pandemic
suggest that policymakers must tread carefully.

Inflation could re-emerge with tight labour markets and strong domestic demand

Although vacancy rates have declined from historical peaks, labour markets across the
euro area remain tight by most conventional metrics. Unemployment is low by
historical standards and is below estimates of the natural rate of unemployment (Slide
9, left-hand side). Firms in many sectors continue to report difficulties in filling
positions (Slide 9, right-hand side).

This tightness directly feeds into wages.

While negotiated wage growth is expected to moderate, overall compensation per
employee remains elevated relative to levels consistent with stable inflation (Slide 10).
Wage drift continues to add to total labour costs in an environment where labour is
becoming structurally scarcer owing to rapid demographic ageing, moderating
immigration and rising skill mismatches.

This constellation of factors poses upside risks to the future trajectory of domestic
inflation, particularly in labour-intensive services where wages account for a large
share of total costs and the pass-through tends to be gradual but persistent.

At the same time, expansionary fiscal policy is increasingly underpinning aggregate
demand, pushing the economy towards its potential or even beyond it (Slide 11, left-
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hand side). In the manufacturing sector, new orders and expectations for future output
have risen markedly and are now at their highest levels since the Russian invasion of
Ukraine four years ago (Slide 11, right-hand side).

In parallel, governments are actively responding to shifts in the global trade and
security order. New trade agreements are opening alternative markets that should help
offset part of the slowdown in trade with the United States.

Efforts are also intensifying to better leverage the EU’s Single Market. Governments
are reducing internal barriers to further strengthen both domestic demand and
resilience.!'*]

Moreover, empirical evidence suggests that the ongoing adjustment in global trade
patterns is unlikely to have a material impact on the euro area inflation outlook.

ECB staff analysis finds that the estimated impact of trade diversion from China on the
euro area is modest and statistically insignificant (Slide 12, left-hand side).!!

Even under extreme counterfactual scenarios in which imports from China rise
markedly and import prices fall noticeably, the estimated impact on core inflation
would remain small.[°]

The exchange rate does not materially alter this picture. Since last summer, the euro
has remained broadly stable in both nominal and real effective terms, including against
the Chinese renminbi (Slide 12, right-hand side).

Most of the appreciation observed in the first half of last year can be interpreted as a
sign of confidence in the euro and in Europe’s economic potential at a time of elevated
geopolitical uncertainty.

The upshot is that, with tight labour markets and strengthening domestic demand, price
pressures could re-emerge if demand outpaces supply. The lessons from the pandemic
suggest that, in this environment, central banks should focus on anchoring expectations
rather than trying to fine-tune economic activity.

Higher productivity driven by AI may ease monetary policy stance endogenously

Central to understanding the evolving balance between supply and demand, and its
implications for price stability, is whether technological progress driven by Al can
meaningfully relax supply-side constraints arising from declining immigration and
demographic ageing.

A critical but unresolved question is whether Al will be labour-augmenting or labour-
substituting. History suggests that, at least over the medium to long run, most general-
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purpose technologies, including digital technologies, enhance labour rather than
replace it (Slide 13).0M

Recent firm-level evidence points in a similar direction: Al adoption appears to be
associated more with task reallocation and productivity gains than with broad-based
employment losses.['!

The challenge for central banks lies in identifying the effects of Al in real time. As with
digital technologies in the 1990s, the adoption and widespread use of Al technology
may take time to unfold, and early signals of productivity gains may be fragmented
and slow to appear in macroeconomic data.

This was essentially Alan Greenspan's wager at the time: he recognised that potential
output was rising even before it was visible in headline statistics, and he was ultimately
proven right when productivity growth surged.

Also today, central banks need to consider the possibility that accelerating investment
expenditure could be foreshadowing a rise in the economy’s supply potential.

In this case, the monetary policy stance would ease endogenously, as higher
productivity growth raises the marginal product of capital, which in turn increases the
equilibrium real interest rate.!”!

And if the equilibrium real rate rises, leaving policy rates unchanged would
automatically imply a more accommodative stance, unless inflation fell at the same

pace.l2l

In that sense, central banks would already be accommodating the Al shock simply by
not tightening, allowing the economy to expand without generating undue inflationary
pressures. 2

In the euro area, expectations of stronger underlying growth, bolstered by the German
fiscal package and a growing European reform momentum, have already led to a
measurable and persistent rise in real distant forward rates — a widely-used market-
based measure of the natural rate of interest (Slide 14, left-hand side). This trend could
be reinforced by rising investment in and adoption of Al.

However, today’s conditions call for greater prudence than in the late 1990s for two
main reasons.

The first is that, at the time, productivity data already showed signs of acceleration by
the mid-1990s. The Federal Reserve did not bet on purely hypothetical gains.

Today, by contrast, productivity growth remains subdued, at least in the euro area, and
there is considerable uncertainty around the timing, scale and distribution of the
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productivity effects of Al. The transmission into measurable aggregate productivity
may be gradual, uneven across sectors and accompanied by transitional frictions.22!

In fact, in the short run Al is more likely to be inflationary than disinflationary. 2!

It requires large investments in energy-intensive data centres and may create new
bottlenecks in specialised chips and skilled labour.

The second reason for greater prudence today is that the stakes are arguably higher.

The long period of elevated inflation, and the marked rise in the frequency of supply
shocks, has left inflation expectations more fragile than in the past, as shown by the
ECB’s Consumer Expectations Survey.[24l

Despite the significant progress we have made in bringing inflation
down, median inflation  expectations remain  elevated across  horizons,
while mean inflation expectations have been creeping up even before the recent energy

price shock (Slide 14, right-hand side).

In this context, the costs of misjudging the balance between supply and demand are
higher.

If central banks were to accommodate aggregate demand based on Al optimism and
inflation were to resurge, the loss of credibility would be severe. It could also fuel
financial stability risks at a time when market participants are already concerned about
potential overvaluations.

A prudent approach, therefore, is to let the data guide policy rather than relying on a
still speculative narrative.

Conclusion

All in all, and with this I would like to conclude, the ECB’s price stability mandate is
well-equipped and robust to deal with the challenges central banks face today. It
provides a firm anchor in a world marked by more frequent supply-side shocks, and it
is flexible enough to accommodate temporary deviations from target while keeping
policy firmly focused on the medium term.

In this volatile world, the lessons from the pandemic suggest that central banks should
resist the temptation to fine-tune the economy, accommodate fiscal policy or
deliberately run the economy hot in pursuit of marginal short-term gains. The costs of
misjudgement can be significant: credibility, once eroded, is difficult to rebuild.
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Current monetary policy in the euro area is firmly grounded in these lessons. With
inflation projected to be at our target over the medium term and inflation expectations
anchored, monetary policy remains in a good place.

But we cannot be complacent. We need to be vigilant as the current geopolitical and
macroeconomic environment creates upside risks to inflation over the policy-relevant
horizon. In particular, we must carefully monitor the persistence of the energy price
shock, its impact on inflation expectations and any indication that firms start passing
through higher input costs to their customers.

Over time, the adoption and widespread use of new technologies like Al could expand
supply, raise the natural rate of interest and relieve some of these structural constraints.
The task of monetary policy will be to identify these forces and calibrate policy
appropriately.

Thank you.
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Growth-focused central bank policies in 1970s resulted in extended period of stagflation

Inflation and unemployment
(percentage of the labour force; annual percentage changes)
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Sources: Burau of Labor Statistics and Haver Analytics.
Notes: The chart shows monthly data.
Latest observation: January 2026.

Sources: Eurostat, Area Wide Model Database and Labour Force Survey.

Notes: The chart shows quarterly data. Historical data for the unemployment rate (before 2000) are taken
from the Area Wide Model Database (AWMD). Headline inflation data prior to 1996 are estimated on the
basis of non-harmonised national consumer price indices. Data prior to 1991 exclude East Germany; country

weights calculated on the basis of PPP conversion rates before 1990. Latest observation: Q4 2025. www.ecb.europa.eu®



Despite differing mandates, central banks responded to inflation surge with equal vigour

Key policy rates and headline inflation
(percent; annual percentage changes)
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Source: Bloomberg.

Notes: The chart shows the ECB’s deposit facility rate (DFR) and realised inflation for the euro area.

Latest observation: 27 February 2026.

Source: Bloomberg.
Notes: The chart shows the Fed funds rate and realised inflation for the United States.
Latest observation: 27 February 2026.
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Flat Phillips curve before the pandemic did not imply immunity from inflation

Phillips curve slopes in advanced economies
(panel of advanced economies; convex model)

Core inflation Core goods inflation Services inflation
5 5 5
e Pre-Covid
4 Post-Covid 4 4
3 3 3
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Source: Gudmundsson, T., Jackson, C., and Portillo, R. (2024), “The Shifting and Steepening of Phillips Curves During the Pandemic Recovery: International Evidence and Some Theory” ,
IMF Working Paper, WP/24/7.
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Robust demand and tight labour markets amplified supply shocks

Compensation per employee in the euro area

(annual percentage changes)

mmmm Social security contributions = \Wage drift
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Sources: Eurostat and ECB staff calculations.
Latest observations: Q3 2025.

Frequency of consumer price changes

(left-hand scale: percentages; right-hand scale: annual percentage changes)
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Sources: Gautier et al. (2026) and ECB staff calculations. Notes: Based on micro price data from

nine euro area countries as documented by Gautier et al. (2026). The chart shows the weighted
average frequencies of price changes (excluding sales) for all sectors and by aggregate product
category. VAT changes in Germany (2020-21) and Spain (2020-23) have been excluded. The solid
lines plot the average over the period 2015-21 and half-year averages over the period 2021-23.
Latest observations: December 2024. www.ecb.europa.eu®



Monetary policy faced diminishing returns once slack was absorbed

Unemployment and participation rate
(percentage)
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Sources: Eurostat and ECB staff calculations.
Latest observation: Q4 2019.
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Vacancy-to-unemployment ratio and
changes in unemployment rate
(Ihs: vacancy-to-unemployment ratio; rhs: percentage points)
Annual change in unemployment rate (inverted, rhs)
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Sources: National accounts, Eurostat and ECB staff calculations.
Notes: The vacancy-to-unemployment ratio measures labour market tightness. The change in the
unemployment rate is shown as inverted in the chart for the sake of visualisation (i.e. a positive
value indicates a decrease of the unemployment rate). The change in the unemployment rate is
calculated in absolute terms: u(t) - u(t-4), where time is in quarterly frequency.
Latest observation: Q4 2019.
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Foreign workers and higher participation eased labour shortages and supported growth

Labour force growth by nationality Contribution of foreign workers to GDP growth
(percentage change since first quarter of 2025 and (percentage change since the first quarter of 2015 and
percentage point contributions) percentage point contributions)
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— Forelgners (OUtS|de euro area) Other euro area = \Vorking-age population (nationals) Employment rate (foreigners)
s N ational Total = \Vorking-age population (foreigners) mmmmm Employment rate (nationals)
- == GDP
8 r 20 -
7 +
16
6 |
5 | 12 t
4 8 |
3+
4 r —B =
ol i |
1 | L O - | l r1 0
A
0 | ] a L
1+
8
2+
3L -12 ¢
2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2015 2026 2017 2018 2019 2020 2021 2022 2023 2024 2025
Sources: EU Labour Force Survey (LFS) and ECB staff calculations. Sources: National Accounts, EU Labour Force Survey (LFS) and ECB staff calculations.
Latest observation: Q3 2025. Notes: The residual contribution is mostly due to differences in employment growth

between LFS and national accounts data. A small part is also due to approximations in
calculating the contributions by nationality.
Latest observation: Q3 2025.
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Temporary, small inflation deviations caused by energy are largely irrelevant for policy

HICP and HICP excluding energy

(annual percentage points)

Headline inflation

= = =« Headline inflation December 2025 projections

HICP excluding energy inflation

HICP excluding energy inflation December 2025 projections
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Sources: Eurostat, December 2025 Eurosystem staff macroeconomic projections for the euro area and ECB calculations.
Notes: Data is quarterly. The latest observation based on actual data is Q1 2026, which is based on the January 2026 inflation outcome.
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Labour markets across the euro area remain tight by most conventional metrics

Vacancy-to-unemployment ratio and Labour as factor limiting business

NAIRU gap for the euro area (deviation from mean)
(NAIRU gap in percentage points; standardised vacancy to
unemployment ratio)
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Sources: Eurostat, European Commission (Autumn 2025) and ECB staff calculations. Source: European Commission business and consumer survey.
Notes: NAIRU stands for non-accelerating inflation rate of unemployment, and it is sourced from the Notes: The averages of the indicator (from which the deviations are calculated) over the
European Commission. The NAIRU gap is defined as the difference between the actual period 2010 — 2025 are 11.8 (manufacturing) and 16.0 (services).
unemployment rate and the respective NAIRU estimate. A positive gap points to slack in the labour Latest observation: Q4 2025.

market. Data in the chart represent annual averages. For the vacancy-to-unemployment ratio, the
time series represents the deviation from its own sample mean standardised by its standard deviation.

Latest observation: 2025. 9 www.ecb.europa.eu®



Wage growth still elevated relative to levels consistent with stable inflation

Wage Phillips curve decomposition of

compensation per employee growth
(demeaned; annual percentage changes and pp contributions)
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Sources: Eurostat, European Commission and ECB staff calculations.

Notes: The chart shows an average over various specifications for demeaned CPE growth.
CPE and productivity are interpolated over the first and second quarters of 2020 in levels.
The average year-on-year CPE growth rate over the period Q1 1996-Q3 2025 is 2.4%,
while over Q1 2015-Q3 2025 it is 2.8%. Latest observations: Q3 2025.

Unit labour cost growth
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(annual percentage changes)
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Sources: Eurostat and ECB staff calculations.
Latest observations: Q3 2025 for unit labour costs and December 2025 for domestic
inflation.
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Expansionary fiscal policy is increasingly underpinning aggregate demand
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Sources: German Federal Ministry of Finance monthly reports and ECB staff calculations.
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Source: S&P Global, Hamburg Commercial Bank.
Latest observation: February 2026.
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Trade diversion and euro strength unlikely to materially affect euro area inflation

Impact of the 2025 US tariffs Euro effective exchange rate and EUR/CNY
on Chinese exports by destination (left-hand scale: index: Q1 1999 = 100; right-hand scale: CNY per EUR)
(percentage deviation between December 2024 and September 2025)
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Notes: The charts show the annual growth rate of Chinese exports due to the 2025 US tariffs. The impact is
calculated by applying the average tariff rate increase observed between 2024 and September 2025, expressed in
percentage point difference, to the estimated elasticity of exports with respect to tariffs. On average, tariffs on
Chinese exports rose by 37 percentage points over this one-year period. The grey bars represent 95%-confidence
intervals around the estimated coefficients. (*), (**) and (***) denote 10%, 5% and 1% significance level, successively.
The sample includes data on global imports of Chinese goods from its trading partners between January and
September 2025. In total 2024 Chinese exports capital goods share was 23%, consumer goods share 23% and
intermediate goods share 44%. Latest observation: September 2025. 12 www.ecb.europa.eu®

Sources: ECB and ECB staff calculations.

Notes: Nominal effective exchange rate (NEER) and real consumer price index
(CPl)-deflated effective exchange rate (REER), denominated in euro, for 40 trading
partners.

Latest observation: February 2026.



Digital technologies have raised productivity across economic sectors

150

140

130

120

110

100

90

1996 2000 2004 2008 2012 2016 2020

Importance of digital sectors for aggregate labour productivity
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e Scenario |: Benchmark model 1)
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Source: Falck, E., Réhe, O. and Strobel, J. (2024), “Digital transformation and its impact on labour productivity”, Research Brief, 65" edition, May.
Notes: Bundesbank calculations based on EU KLEMS data and the World Input-Output Database. Digital sectors comprise NACE divisions C26 and C27 as well as NACE section J. Other sectors covered

are NACE sections C (excluding C26, C27 and C19), D-I, K, M-N, R-S.
1) Plots the development of labour productivity based on the sectoral TFP paths and a model with eight sectors.
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Higher natural rate of interest and elevated inflation expectations call for caution

Euro area 1y9y real forward rate ECB consumer expectations survey
adjusted for term premia (annual percentage changes)
(percentages per annum) — |nflation expectations 3 year ahead (median)
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Sources: Bloomberg, LSEG and ECB calculations.

Notes: The chart shows the 1y9y euro area forward real rate adjusted for term premia. The
series is computed as the difference between term-premia adjusted 1y9y OIS rate
(average of two affine term structure models, with and without survey information on rate
expectations (both variations of Joslin, Singleton and Zhu (2011)), and a lower bound term
structure model following Geiger and Schupp (2018) incorporating survey information on
rate expectations) and premia adjusted 1y9y ILS rate (based on Burban et al. (2022)).
Latest observations: 2 March 2026 (monthly series). www.ecb.europa.eu®

Sources: Eurostat and ECB Consumer Expectations Survey (CES).
Notes: The dotted lines refer to the winsorised mean.
Latest observations: January 2026.



Thank you very much for your attention!
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