
 

 

Eurozone: The hypothetic return of inflation 

Jean-Luc PROUTAT 

■ Eurozone inflation is accelerating. This summer it rose to a 

little over 2% year-on-year, the highest level since 2012. 

■ Energy and food prices, the main drivers of this upturn, 

have increased significantly. 

■ Looking beyond these two relatively volatile categories, 

core inflation is still mild.  

■ This inertia can be attributed primarily to wages, which 

have not accelerated much despite the decline in 

unemployment and the hiring difficulties expressed by 

business leaders.  

■ In the eurozone, like in most of the advanced economies, 

the Phillips curve seems to have flattened: wages and 

prices are still responding to capacity pressures, but less 

so than in the past. 

■ This has implications for monetary policy as well as 

interest rates, which are bound to remain very low in the 

years ahead. 

Has inflation returned to the eurozone? In July-August 2018, 

inflation exceeded the ECB’s official target of 2% for the first 

time since fall 2012. Buoyed by the rebound in oil prices, 

energy prices rose sharply (+9.2% year-on-year). Food prices 

have also increased, albeit not as strongly, and poor harvests 

are likely to accentuate this trend. Energy and food prices 

explain most of the current upturn in inflation (see table 1). 

Excluding these two rather volatile categories, core inflation 

has been rather mild. Prices of manufactured goods remain 

flat while the increase in service prices has ranged between 

1% and 1.5% a year for the past several years. Given their 

preponderant weighting and the fact that they are comprised 

mainly of wages, service prices provide a good proxy for core 

inflationary trends. The ECB, which bases its analysis on the 

core index (excluding energy and food) more than on headline 

inflation, is monitoring the situation closely.  

Tension over the supply side 

In August 2018, core inflation in the eurozone was measured 

at 1%, the same figure as in the year-earlier period. Seen in 

this light, it is hard to conclude that prices are surging. These 

figures even show the unusual inertia of inflation for this 

phase of the recovery. Although capacity utilisation rates have 

dipped slightly, they are still holding at 84%, near the cyclical 

peak. Skilled workers are becoming scare and are in high 

demand. After bottoming out in 2013, net job creations in the 

eurozone have soared to 8.5 million jobs, largely surpassing 

the job destructions of the Great Recession and the sovereign 

■ Energy fuels the rebound in prices  

Harmonised consumer price index (HCPI) for the eurozone 

% 

Weight Year-on-year  Acceleration 

2018 Feb. ‘18  Aug. ‘18 Pp Contrib. 

Headline 100.0  1.1  2.0  +0.9 +0.9  

Energy 9.7  2.1  9.2  +7.1 +0.7 

Food, tobacco, alcohol 19.6  1.0  2.5  +1.5 +0.3 

Excluding food & energy 70.7  1.0  1.0  -0.0 -0.1  

Services 44.4  1.3  1.3  0.0 0.0  

Manufactured goods 26.3  0.6  0.3  -0.3 -0.1  

Note: Between February and August 2018, consumer price inflation in the 

eurozone rose from 1.1% year-on-year to 2%. Inflation gained 0.9 points, 

an acceleration due essentially to the energy component, which contributed 

0.7 points to the acceleration (see last column). Food prices also 

contributed to inflation. In services and manufactured goods, prices rose at 

a steady pace or declined slightly. They have not contributed to the 

acceleration in inflation since February. 

Table 1 Source: Eurostat 
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debt crisis. Unemployment has declined to 8.3% of the active 

population, which is not far from an all-time low. According to 

European Commission surveys, the percentage of business 

leaders claiming to have scaled back production due to the 

lack of equipment or staff has reached record levels (chart 1). 

Job vacancies are also at all-time highs. The Beveridge curve 

has probably shifted upwards: greater mismatching of labour 

supply and demand may already hinder the fall in 

unemployment (Bank of France, 2014)
1
. 

The Eurozone economic cycle is at a stage where wages are 

supposed to pick-up; yet, they do not seem to be about to 

surge. Whether on an hourly or per capita basis, wages are 

growing at a pace of about 2% a year. The trend has been 

accelerating, but only enough to accompany the (slow) upturn 

in productivity. Consequently, unit wage cost (the cost of 

labour per unit of output) has not changed much. For the past 

five years, it has held to the same feeble slope of about 1% a 

year. Of course, this is an average that masks major 

disparities between countries: Germany, which is operating at 

full speed, has reported a net surge in unit wage costs, while 

Italy and Spain have reported none at all.  

Phillips curve flattens 

Although still valid, the Phillips curve seems to have flattened. 

In other words, wages are tending to be less sensitive to the 

availability of labour resources (also known as slack). This 

sensitivity has been slashed in half over the past thirty years 

according to a study on the G7 countries by the Bank of 

International Settlements (BIS, 2017)
2
. In the mid-1980s, a 1-

point decline in the unemployment rate would trigger a 1-point 

increase in the annual growth rate of unit labour costs, but 

today it would have an impact of only 0.6 points. The impact 

could be even smaller in the eurozone, where two successive 

estimates of the Phillips curve, one before the trend break of 

2008 and the other after, suggest a rather relaxed wage-

unemployment relationship (chart 2 and box 1).  

This trend is mainly attributed to the erosion of employee 

bargaining power (their capacity to catch into wages past 

price increases or productivity gains). The explanation could 

be demographic. As the population ages, the active 

population is increasingly small relative to the number of 

retirees
3
. Wage earners ability to influence the redistributive 

                                                           
1 The Beveridge curve shows the inverse relationship between the 

unemployment rate and job vacancies. Cyclically, job vacancies increase 

when unemployment declines, signalling a job market under pressure. The 

curve shifts upwards when, for a given unemployment rate, job vacancies 

rise: it becomes structurally harder to hire due to the mismatching of labour 

supply and demand.  

For research on shifts in the Beveridge curve in France and the eurozone, 

see for example:  

Maravalle, A., De la Serve, M.E., Verdugo, G., 2014, “The Beveridge curve 

in the euro area since the crisis: increase in structural unemployment since 

2010” Bank of France, monthly bulletin n°198, fourth quarter. 
2 Bank of International Settlements (2017), Are the labour markets 
signalling an upturn in inflationary pressures?, Annual Report, Ch. IV, June, 
pp. 77-87 
3 In 2016, France had an active population of 29.6 million for 16.1 million 
retirees, or a ratio of 1.8; in 1985, the ratio was 3.5. See Insee (2018) 
French Economic Tables. 

policy to their advantage (e.g. maintaining or even increasing 

the labour income share in total value added) may have 

diluted (see Bullard et al., 2012)
4
. The causes are also 

institutional. In Europe, the wage-price spiral has been turning 

at a slower pace along with the elimination of automatic wage 

indexation systems (in France in 1983, and in Italy in 1994). 

Unionisation rates have declined across the board, while 

                                                           
4 Bullard. J., Garriga, C., Waller. C.J. (2012) Demographics, Redistribution, 
and Optimal Inflation, Federal Reserve Bank of St. Louis Review, 
December 

■ Hiring difficulties 

Eurozone, net percentage of companies claiming to have scaled 

back production due to a lack of personnel 

 
Chart 1 Source: European Commission  

 

■ Wage growth on a gentle slope 

X axis: Eurozone euro, unemployment rate (delayed 1 quarter) 

Y axis: Eurozone, unit wage cost, average annual change 

 
Note: The unit wage cost is expressed as the wage cost per employee over 
per capita productivity, after smoothing (see box 1.) 

Chart 2 Source:  Eurostat, BNPP 

 

■ Structural change 

▬ G7 countries, unionisation rate (left-hand scale) 

▪▪▪ G7 countries, job protection index (right-hand scale) 

 
Note: The job protection index calculated by the Organisation for Economic 
Cooperation and Development (OECD) measures the procedures and costs 
implied in both hiring and firing. A higher value reflects stricter legislation. 
The unionisation rate is the ratio of union employees to total employees. 

Chart 3 Sources: OECD, BIS, Annual report (2017) 
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globalisation has transformed the very nature of work and the 

degree of job protections (chart 3). Originally, the Phillips 

curve relationship functioned in somewhat closed economies
5
, 

but the international mobility of capital and labour has 

increased considerably. New types of job contracts offering 

greater flexibility have emerged, including very recently. 

Fixed-term contracts have played a key role in the turnaround 

of the eurozone job market mentioned above. In France, Italy 

and Spain, fixed-term contracts account for nearly 3 out of 4 

jobs created since 2013. 

Conclusion 

Looking beyond the rebound in energy prices, and despite 

pressures on production capacity and employment, it does not 

look like eurozone inflation is about to surge anytime soon. 

The wage-price spiral is no longer operating like it did before, 

and the Phillips curve has surely flattened. The ECB is in no 

hurry to raise interest rates. Set at zero since 16 March 2016, 

the ECB’s key policy rate is unlikely to be raised before 

summer 2019 at the earliest. It will take even longer for 

inflation to return to the official 2% target, especially given the 

slow pace of the turnaround in the core price index. 

After a series of crises, the eurozone seems to have settled 

into a regime of lower inflation with greater inertia. Clearly, the 

interest rates that prevailed through 2008 (3% on average for 

money-market rate and 4% for government bonds
6
) are no 

longer the norm.  
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5 In the early 1960s, Paul Samuelson and Robert Solow conducted their 
classic work on the Phillips curve in the United States, covering the period 
1945-1960. 
See Samuelson, Paul A., Solow, Robert M. (1960) “Analytical Aspects of 
Anti-Inflation Policy” American Economic Review, May. 
6 Averages for the 3-month Euribor and the yield on the EuroMTS (5-7 year 
government bond index for the eurozone), respectively, for the period 1999-
2008. Source: Thomson Reuters. 

 

■ Modelling the Phillips curve in the eurozone  

In the eurozone, the Phillips curve relationship is estimated at 19 

based on seasonally-adjusted quarterly data from Eurostat. Here it is 

integrated in a wage-price spiral written as an error-correction model:   

wt -prodt =iipct-i + iut-i  

 + .[wt-1 - ipct-1 - prodt-1 - trend] + c + t (1) 

in which:  

w: wage cost (wages, bonuses, employer contributions) per 

employee, (log);  

prod: productivity per employee (smoothed, log);  

ipc: harmonised consumer price index (log);  

u: harmonised unemployment rate; 

trend: instrumental variable indicating a trend break. 

The long-term relationship is a constraint imposed on the model. It 

indicates that real wages (w-ipc) are traditionally adjusted to 

productivity (prod). A trend variable was nonetheless added to take 

into account the distortion of the sharing of value added observed 

during the assessment period (decline in the share of wages). The 

productivity per employee data series was hard hit by the Great 

Recession of 2008 (sharp decline followed by a major rebound) and 

had to be smoothed using a Hodrick-Prescott filter. 

The slope of the Phillips curve is expressed using the coefficient  

and corresponds to the semi-elasticity of unit wage costs (w-prod) to 

the unemployment rate (u)Equation (1) is estimated for two 

successive periods, the first from spring 1998 (creation of the ECB in 

June, start-up of the euro) to spring 2008 (just before the outbreak of 

the financial crisis and the Great Recession), and the second from 

spring 2008 to the present. 

Estimate results, annualised quarterly trends 

 Q2 1998 – Q1 2008  Q1 2008 – Q1 2018  

 0.40 
(2.6) 

  0.30 
(3.5) 

  

 
-0.52 

(-2.5) 

  -0.19 

(-1.9) 

  

 -0,.7 

(-1.7) 

  -0.2 

(-1.4) 

  

R2
adj = 38%; SER = 0.8%; DW = 2.1  R2

adj = 30%; SER = 0.7%; DW = 2 

In the decade prior to the 2008 crisis, the coefficient associated with 

the slope of the eurozone Phillips curve is negative as expected at -

0.5: a 1-point decline in the unemployment rate (with a lag of 1 

period) would increase the annual growth of unit wage costs by 0.5 

points. The coefficient for the post-2008 period dropped to -0.2, 

suggesting that the slope of the curve was not as steep: a 1-point 

decline in the unemployment rate would trigger a smaller, 0.2-point 

increase in the UWC growth rate.  

In the short term, the adjustment to inflation trends () also seems to 

have weakened. The long-term relationship imposed by the model is 

just barely accepted (coefficient associated to the long-run equilibrium 

target is negative as expected, although it is only significant at the 

10% threshold prior to 2008, and at 20% thereafter). Note, however, 

that given the eurozone’s relatively recent history, these estimates 

are fragile since the observation period is relatively short.  

Box 1 Sources: Eurostat, BNPP 

 

mailto:jean-luc.proutat@bnpparibas.com


 

 
 

 



 

  

 

© BNP Paribas (2015). All rights reserved. 
Prepared by Economic Research – BNP PARIBAS 

Registered Office: 16 boulevard des Italiens – 75009 PARIS 

Tel: +33 (0) 1.42.98.12.34 –  www.group.bnpparibas.com 

Publisher: Jean Lemierre. Editor: William De Vijlder 

 

http://www.group.bnpparibas.com/

	ECOFLASH 11 EN
	4 CONJONCTURE_dernierespages_A4_EN



