Real wages in the eurozone will return
to modest growth next year

Since the recovery from the financial crisis, nominal wage growth in the
eurozone has been sluggish. This is often attributed to weaker trade
unions. But wage growth in real terms is higher now than it was before
the crisis. We expect a decline in 2022, but real wages will grow in 2023,
although probably only modestly
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Nominal wages suggest disconnect with labour market

According to the European Commission, the eurozone unemployment rate has declined to
levels below the natural rate of unemployment, and the vacancy rate is at an all-time high.
But gross wage growth in nominal terms has only recently begun to accelerate after ending
2021 with a year-on-year increase of just 1.5% in the fourth quarter. This was a historic low. In
the first quarter of this year, wage growth was 3%, but that was partly made up of one-off pay
bonuses.

Last year wasn't the only year in recent history with low growth in nominal wages. On
average, the yearly wage increase after the global financial crisis (GFC) was only 1.8%,
compared to 2.5% during 2000-09. Nominal wage growth was especially low during the
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years 2014-16 (chart 1).

The slowdown in average nominal wage growth is not that surprising. After all, the

economy - measured by the average size of the output gap and unemployment - performed
much better in the years before the GFC than in the years after, when the eurozone had to
face the euro crisis and the Covid-19 pandemic. Nevertheless, what is surprising, at first sight,
is that while unemployment started to come down from 2014 onwards, it took several years
before nominal wage growth increased (chart 1).
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Real wage growth shows quite a different picture

Nominal wage growth is, however, a misleading indicator to judge whether trade unions have
performed well in wage negotiations. In the end, it is real wages that are interesting for
employees because they are adjusted for inflation and therefore more directly related to their
purchasing power (chart 1).

Net real wages are even more interesting for employees. However, in this article we want,
among other things, to determine whether pay rises in the private sector reflect the changes
in the balance between supply and demand in the eurozone labour market. Since net wages
are also determined by changes in income tax and social security contributions set by the
government, the development of gross wages is a better indicator to find an answer to our
question.

Looking at the development of real wages, it is striking that average real wage growth post-
GFC was higher than pre-GFC. While average nominal wage growth per year declined after the
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crisis, average real wage growth almost doubled from 0.24% per year up to 0.42% (chart 2).

This is remarkable because the conditions in the economy and in the labour market, measured
by the unemployment rate and the output gap, were less favourable in the years after the GFC
than in the years before the GFC.

Eurozone nominal wage growth down but real wage growth up
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Money illusion

It is the very low inflation between 2014- 2016 (between 0.2% and 0.5%) that mainly explains
the low growth of nominal wages since the GFC and causes the large difference between the
development of nominal and real wage growth. These three years rank in the top five of the
lowest inflation years of this century (chart 3). If inflation had been higher, wage demands and
nominal pay rises would have been higher too.

Commentators that label the wage development in the eurozone as 'sluggish' and attribute
this to a weakening position of the trade unions, base these conclusions on the wage
development in nominal terms instead of real terms. This is understandable because of the
fact that the media focuses on nominal pay rises, but incorrect.

Looking at real wages the performance of trade unions has not been bad at all. It should be
said however that the favourable outcome of the wage negotiations in real terms during 2014-
2016 was in part the result of the fact that inflation in reality was better (lower) than was
expected at the time that wage demands were set.
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The second half of the last decade has been characterised by
all-time low eurozone inflation
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Because of the focus of commentators on nominal wages instead of real wages, a classic case
of the ‘money illusion' has emerged; low nominal wage increases are incorrectly labelled as
weak bargaining results that are at odds with the economic recovery and the improvement in
the labour market.

But, on the other hand, in 2017 and 2018, when inflation was not so low, the real wage
outcome did not reflect the improvement of the economy and the labour market. Real wages
decreased in 2017 and showed limited growth in 2018 (chart 1). And the fact that unions have
not been able to convert (all) labour productivity growth into higher wages (chart 4) also
indicates a loss of bargaining power, particularly because this didn't only happen in
economically weak years but also in strong years during which jobs were not generally at

risk. For example, in 2006, 2007 and 2017, employment was growing but the unions did not
succeed in converting productivity increases into extra pay rises.
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Eurozone real wages cannot keep up with labour productivity

Real wages weighted* Labour productivity

Weakening position of trade unions cannot explain wage
developments

Most trade unions have continuously lost members since the start of the century, particularly
since the GFC. And, measured by the number of striking days per 1,000 employees, data from
the European Trade Union (ETUC) shows that eurozone trade unions have been less militant
since the GFC than before the GFC.

Cross-country analysis, however, does not support the view that declining union membership
leads to weaker bargaining results. As chart 5 shows, real wage growth in countries with a
relatively large loss of membership is not lower than real wage growth in countries with a
smaller loss of members.

As long as employers' organisations are willing to negotiate collective bargaining contracts
with trade unions, the unions maintain bargaining power. There are some examples of
employers (organisations) that succeeded in substituting the traditional trade unions as
negotiation partners with new unions or workers' councils, but in general, the traditional
unions still hold ground, despite the loss in union membership.
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Unions with more membership losses don't show lower real
wage growth
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Union bargaining power (with a few exceptions) has also been strengthened by the fact that
many European governments usually extend industry deals between unions and employer's
organisations to all companies that are part of that industry. This phenomenon also helps to
explain why a loss of union membership rates in a sector does not ‘mechanically’ result in less
say over working conditions and pay in that sector (chart 5).
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Outlook for wage growth

2022 was expected to be the year when the economic recovery from the pandemic and the
tightness in the labour market would translate into an improvement in real wages. But this
year is turning out to be a difficult one for real wages because inflation has been accelerating
surprisingly fast to levels not seen since the 1970s.

In our January piece, we forecast nominal wage growth to accelerate from 1.5% last year to 3-
3.5% this year. The economic outlook has deteriorated since, given the outbreak of the Russia-
Ukraine war. We, nevertheless, still expect nominal wages to accelerate this year and not lose
much ground next year because of the tightness of the labour market in the eurozone and
because high inflation this year pushes up wage demands in both years. However, the
economic slowdown will, with the usual time lag, start to put downward pressure on the
bargaining results in the future.

Thus far, wage demands and bargaining results in 2022 are accelerating as expected. The
German union |G Metall is in the process of preparing negotiations for the German metal
industry but has already announced that the demand for wage increases could be 3.5% or
somewhat higher. Steel workers' wages in Germany will grow by 4.4% on a 12-month basis, as
a result of the recently-agreed collective bargaining contract.

Some countries where collective bargaining has already resulted in a considerable amount of
contracts show a clear upward trend in the outcome of wage negotiations. In January, the
average nominal wage increase in the Netherlands, for example, was 2.6% on a 12-

month basis. Collective bargaining contracts in May showed an average increase of 3.8%.
Austria also shows increasing wage growth, for example in the electricity sector where wages
will rise by 3.5-4% on a 12-month basis.

In France and Spain, wage agreements also show a clear increase in wage growth compared
to last year. In Italy, wage growth remains at very low levels according to the latest data.

For 2023, much will depend on the question of how long the economic setback and high
inflation, due to the war, continues. ING expects no recession for the whole of the year but GDP
growth will slow down well into 2023. Inflation will probably peak in the current quarter at
7.7% and then steadily come down in the direction of the target of 2% towards the end of next
year. Inflation will diminish because, among other things, we expect oil and gas prices to
increase less next year than this year and because we don't expect a wage-price spiral. Given
the current difficulties for many companies to fill vacancies, we expect employers to pursue
labour hoarding during the economic slowdown so that unemployment will not rise much.

The decline of inflation next year and the continuation of low unemployment rates make it
possible for real wage growth to recover. In other words, we expect that unions will be able to
negotiate wage increases in 2023 that better reflect the conditions of the labour market. But
given our expected inflation rate of 2.5%, real wage growth in 2023 will be modest.
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