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Fed and ECB: "It's the productivity, stupid!"

by PABLO DUARTE

Abstract

The Fed faces an easier battle against inflation than the ECB, as
productivity growth in the USA mitigates wage-induced infla-
tionary pressure.

Zusammenfassung

Die Fed hat es im Kampf gegen die Inflation leichter als die EZB,
da das Produktivitatswachstum in den USA den durch die Lohn-
kosten verursachten Inflationsdruck abschwacht
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The inflation rate peaked in the US and the eurozone in June and October 2022
respectively. It quickly declined thereafter and is now much lower, but still above
the 2% inflation target. What should central banks do now? In line with James Car-
ville's famous admonition to Bill Clinton “It's the economy, stupid!”, the Fed's and
ECB's monetary policy today could be: “It's the productivity, stupid!”

The inflation pressure remains high in the service sector

At the beginning of 2021, inflation rates in the USA and shortly after in the eurozone
surged past 3% for the first time in a decade. With vaccines available and pandemic
restrictions easing, consumers eager to spend their savings encountered ongoing
global supply chain bottlenecks. Thus, a high demand met a limited supply, allowing
for the absorption of the substantial monetary expansion through price increases.?

Initially, goods and energy prices drove inflation, which later extended into the ser-
vice sector (Fig. 1). The outbreak of war in Ukraine in early 2022 and the subsequent
sanctions against Russia exacerbated the inflationary impact of energy and food
prices, especially in the eurozone. Meanwhile, the inflation contribution from ser-
vices steadily increased. Today, the rate of price increases for energy and goods has
normalized, and inflationary pressure mainly resides within the service sector.

Figure 1: Energy and commodity prices no longer contribute to inflation
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Source: Flossbach von Storch Research Institute, BLS, Eurostat.

1See Duarte, Pablo (2023) “Someday inflation will also be "transitory”, Comment, Flossbach von
Storch Research Institute.
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Wage growth and inflation

Price increases in the service sector closely relate to wage development. Since ser-
vices tend to be more labor-intensive than manufacturing, wages are the largest
cost factor for service companies. Rising wages incentivize companies to either in-
crease prices or improve productivity to maintain profits, making rising wages in-
flationary depending on productivity growth.

While wages in the US and the eurozone have shown similar trends, their produc-
tivity growth diverges. In 2022, wage costs in the US grew by more than 5%, and by
the end of 2023, by 4.2% year-over-year, significantly above the pre-pandemic rate
of 3% (Fig 2). In the eurozone, wages had risen by 4.7% by the end of 2023, also
faster than before the pandemic. Service prices increased at the same time. Produc-
tivity, measured as real GDP per employed person, increased by 15% in the USA
since 2012 but stagnated in the eurozone (Fig 3). The modest productivity gain of
2% in the eurozone until 2019 has reversed in recent years.

Figure 2: Employment costs and inflation rate in the US and the eurozone
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Figure 3: Real GDP per working person, 2012 = 100 in the US and the eurozone
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Source: Flossbach von Storch Research Institute, Macrobond, BLS, BEA, Eurostat.

The slower productivity growth in the eurozone leads to higher inflationary pres-
sure than in the US, as unit labor costs rise faster (Fig 4). If wages increase more
quickly than productivity, companies face higher costs to produce the same amount
of goods or services. To compensate, they raise their product prices. In the US, unit
labor cost growth has been declining since early 2022, while it continues to rise in
the eurozone. With several wage negotiations pending in eurozone countries, wage
cost pressure is likely to increase further. Without compensatory productivity
growth, inflationary pressure in the eurozone is expected to remain high.

Figure 4: Unit labor costs (YoY%): USA, Germany and eurozone
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Source: Flossbach von Storch Research Institute, Macrobond, OECD.
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Conclusion: The Fed has an easier time

Due to stagnant productivity, wage increases in the eurozone are more inflationary
than in the US. The ECB seems to be aware of this relationship. In its last interest
rate decision, ECB President Christine Lagarde emphasized the importance of wage
development for the upcoming rate decisions. Unless there's a significant economic
downturn to reduce labor costs, the ECB will need to keep its benchmark interest
rates higher for longer. Given the lower inflationary pressure, the Fed might con-
sider rate cuts sooner, though not as quickly or sharply as the markets might hope.
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