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The Probability of High Wage Pressure Increases in Q2
Beware of the Persistent Rise in the Probability of High Wage Pressure
 
Summary
As measured by the Employment Cost Index (ECI), the sequential increase in
compensation in private industries slowed to 0.8% in Q2, dragged down by slower
benets growth. The moderation came as a bit of a surprise given the plethora of survey
evidence suggesting that rms have been raising compensation to bring in new workers.
That said, wages & salaries were a bit stronger than the headline number. The 1.0%
increase in the second quarter puts wages & salaries up 3.6% versus a year ago, more in
line with the strong wage increases shown in the monthly employment reports.

Looking forward, our model to predict wage growth in the coming quarters suggests the
probability of high wage pressure increased in Q2 to 43% from 38% in Q1, notching its
16th consecutive quarter above the 25% threshold. Higher wage growth could provide a
more persistent boost to ination, beyond the supply-related drivers detailed in our The
Chains That Bind series, as employers pass on their higher labor costs to consumers. To
what extent wage growth feeds through to broader ination, however, will depend on
productivity and pricing power.
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Wages Growth Scenarios 
4-Quarters Ahead Probability

Probability of High Wage Growth: Q2 @ 0.43
Probability of Normal Wage Growth: Q2 @ 0.53
Probability of Low Wage Growth: Q2 @ 0.04
Low-Wage Threshold: Two Quarters > 0.25
High-Wage Threshold: Two Quarters > 0.25
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Predicting the Probabilities of Wage Growth Scenarios
The probability of high wage growth came in at 43% in Q2, marking the 16th consecutive quarter
above the high wage threshold. Specically, this quarter's reading suggests there is 43% probability
that growth in average hourly earnings (AHE) will exceed 2.9% a year from now. We dene "high" wage
growth as a wage ination rate that is more than one standard deviation above the cycle mean, and
"low" wage growth as a wage ination rate that is more than one standard deviation below the cycle
mean. For example, the average year-over-year percent change in AHE from Q3-2009 to Q4-2019
cycle was 2.4% with a standard deviation of 0.5 percentage points. As we look ahead, we use the
criteria of the past cycle, so high wage growth four quarters ahead would be a year-over-year increase
in AHE of 2.9% or higher, while low wage growth would be 1.9% or less. "Normal" wage growth would
lie between these two reference points (for more details on the model see Will the Trend of Wage
Acceleration Continue?).

It is worth noting that our wage growth model aims to predict trends in AHE, which has been distorted
by compositional shifts in the labor market during the COVID crisis. That said, the ECI and AHE have
historically had a fairly high correlation, and the ECI has averaged 2.5% over the past 16 quarters,
which is higher than the average (1.9%) of the rst-half of the last cycle, consistent with the model's
estimates.

The results of our analysis are shown in the chart above. Periods of high wage growth are denoted by
the gray vertical bars above the centerline. Upward trends in the probability of high wage growth are
often followed by periods of wage growth exceeding one standard above the cycle average. This is
especially true when the estimated probability of high wage growth exceeds the 25% threshold.
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A Period of Higher Wage Ination for the U.S. Economy?
It is possible that this faster wage growth could provide a more persistent boost to ination if
employers decide to pass on the additional labor cost rather than cut into prot margins. At the
moment, it does not appear that the FOMC is too concerned with this sort of cost-push ination.
When asked in his press conference on Wednesday whether he was worried about rising wages feeding
into ination, Fed Chair Powell noted that wages have picked up, but not in a disconcerting fashion,
saying "there is a form of wage ination that can lead to price ination, and we're not seeing that right
now." Similar to his characterization of other forms of ination, it appears that the Fed Chair believes
the recent acceleration in wages may subside as the labor supply starts to normalize.

Even if the current degree of wage ination is transitory, it is unclear to what pace wage ination will
revert. Our model seems to suggest that wage growth is unlikely to return to the lows experienced
after the Great Recession. If it returns to its 2019 pace or higher, wages could provide a boost to
ination. Exactly how large of a boost, however, will depend on pricing power and productivity. With
the highest net percent of small businesses planning to raise prices since 1981 and increases in
consumers' ination expectations, it seems that rms do not anticipate any problems passing their
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higher costs on to consumers (for more on rms' pricing power, see The Chains that Bind: Prots & the
Courage to Pay Up).

Firms may not need to raise prices, however, if they are able to get more output for the same hours
worked. To that end, productivity has picked up recently. Although some pick up in productivity
growth is to be expected coming out of a recession, there is also some reason to believe the shift to
a more exible working arrangements and increased investment spending could translate to a more
durable acceleration in productivity. In the late 1990s, the adoption of new technology helped boost
productivity growth, which coincided with a slowdown in ination, but whether productivity will be the
panacea this cycle remains to be seen.

-10%

0%

10%

20%

30%

40%

50%

-10%

0%

10%

20%

30%

40%

50%

04 06 08 10 12 14 16 18 20

Small Business Price Changes
Net Percentage of Firms Raising Prices

Firms Expecting to Raise Prices: Jun @ 44.0%

Source: NFIB and Wells Fargo Securities

-6%

-4%

-2%

0%

2%

4%

6%

8%

10%

12%

-6%

-4%

-2%

0%

2%

4%

6%

8%

10%

12%

90 93 96 99 02 05 08 11 14 17 20

Nonfarm Productivity
Output per Hour Worked, Percent Change

Qtr/Qtr Annualized: Q1 @ 5.4%

Yr/Yr: Q1 @ 4.1%

Source: U.S. Department of Labor and Wells Fargo Securities

Economics | 3

https://wellsfargo.bluematrix.com/links2/link/html/bd55c072-14a5-4a73-bfac-6c2edd806592/57e6a959-c939-4ffa-b9cc-93abe0e3ab3b
https://wellsfargo.bluematrix.com/links2/link/html/bd55c072-14a5-4a73-bfac-6c2edd806592/57e6a959-c939-4ffa-b9cc-93abe0e3ab3b


Special Commentary Economics

Subscription Information

To subscribe please visit: www.wellsfargo.com/economicsemail

The 2021 Annual Economic Outlook: Aftershocks and Divergence in the Post-Pandemic Economy is available at wellsfargo.com/economicoutlook

Via The Bloomberg Professional Services at WFRE

And for those with permission at research.wellsfargosecurities.com

Economics Group

Jay H. Bryson, Ph.D. Chief Economist (704) 410-3274 jay.bryson@wellsfargo.com

Mark Vitner Senior Economist (704) 410-3277 mark.vitner@wellsfargo.com

Sam Bullard Senior Economist (704) 410-3280 sam.bullard@wellsfargo.com

Nick Bennenbroek International Economist (212) 214-5636 nicholas.bennenbroek@wellsfargo.com

Tim Quinlan Senior Economist (704) 410-3283 tim.quinlan@wellsfargo.com

Azhar Iqbal Econometrician (212) 214-2029 azhar.iqbal@wellsfargo.com

Sarah House Senior Economist (704) 410-3282 sarah.house@wellsfargo.com

Charlie Dougherty Economist (704) 410-6542 charles.dougherty@wellsfargo.com

Michael Pugliese Economist (212) 214-5058 michael.d.pugliese@wellsfargo.com

Brendan McKenna International Economist (212) 214-5637 brendan.mckenna@wellsfargo.com

Shannon Seery Economist (704) 410-1681 shannon.seery@wellsfargo.com

Hop Mathews Economic Analyst (704) 383-5312 hop.mathews@wellsfargo.com

Nicole Cervi Economic Analyst (704) 410-3059 nicole.cervi@wellsfargo.com

Sara Cotsakis Economic Analyst (704) 410-1437 sara.cotsakis@wellsfargo.com

Coren Burton Administrative Assistant (704) 410-6010 coren.burton@wellsfargo.com

4 | Economics

http://www.wellsfargo.com/economicsemail
http://wellsfargo.com/economicoutlook
https://research.wellsfargosecurities.com/


The Probability of High Wage Pressure Increases in Q2 Economics

Required Disclosures

This report is produced by the Economics Group of Wells Fargo Securities, LLC, a U.S. broker-dealer registered with the U.S. Securities and Exchange Commission,
the Financial Industry Regulatory Authority, and the Securities Investor Protection Corp. Wells Fargo Securities, LLC, distributes this report directly and through
aliates including, but not limited to, Wells Fargo & Company, Wells Fargo Bank N.A., Wells Fargo Clearing Services, LLC, Wells Fargo Securities International
Limited, Wells Fargo Securities Europe S.A., Wells Fargo Securities Canada, Ltd., Wells Fargo Securities Asia Limited and Wells Fargo Securities (Japan) Co. Limited.
Wells Fargo Securities, LLC is registered with the Commodity Futures Trading Commission as a futures commission merchant and is a member in good standing of
the National Futures Association. Wells Fargo Bank, N.A. is registered with the Commodity Futures Trading Commission as a swap dealer and is a member in good
standing of the National Futures Association. Wells Fargo Securities, LLC and Wells Fargo Bank, N.A. are generally engaged in the trading of futures and derivative
products, any of which may be discussed within this report.

The information in this report has been obtained or derived from sources believed by Wells Fargo Securities, LLC to be reliable, but Wells Fargo Securities, LLC does
not guarantee its accuracy or completeness, nor does Wells Fargo Securities, LLC assume any liability for any loss that may result from the reliance by any person
upon any such information or upon any opinions set forth herein. Such information and opinions are subject to change without notice, are for general information
only and are not intended as an oer or solicitation with respect to the purchase or sale of any security or other nancial product or as personalized investment
advice. Wells Fargo Securities, LLC is a separate legal entity and distinct from aliated banks and is a wholly owned subsidiary of Wells Fargo & Company. © 2021
Wells Fargo Securities, LLC

Important Information for Non-U.S. Recipients

For recipients in the United Kingdom, this report is distributed by Wells Fargo Securities International Limited ("WFSIL"). WFSIL is a U.K. incorporated investment
rm authorized and regulated by the Financial Conduct Authority. For the purposes of Section 21 of the UK Financial Services and Markets Act 2000 (“the Act”),
the content of this report has been approved by WFSIL, an authorized person under the Act. WFSIL does not deal with retail clients as dened in the Directive
2014/65/EU (“MiFID2”). The FCA rules made under the Financial Services and Markets Act 2000 for the protection of retail clients will therefore not apply, nor
will the Financial Services Compensation Scheme be available. For recipients in the EEA, this report is distributed by WFSIL or Wells Fargo Securities Europe S.A.
(“WFSE”). WFSE is a French incorporated investment rm authorized and regulated by the Autorité de contrôle prudentiel et de résolution and the Autorité des
marchés nanciers. WFSE does not deal with retail clients as dened in the Directive 2014/65/EU (“MiFID2”). This report is not intended for, and should not be
relied upon by, retail clients.

SECURITIES: NOT FDIC-INSURED - MAY LOSE VALUE - NO BANK GUARANTEE

Economics | 5


	Important Disclosures

