
BANCO DE ESPAÑA	 17	 ECONOMIC BULLETIN 2/2019  QUARTERLY REPORT ON THE SPANISH ECONOMY

BOX 4

The dynamics of corporate mark-ups are one of the proxies 

generally used to explain changes in inflation, such that prices in 

the economy can be understood to be the results of firms applying 

a mark-up to their labour costs. The virtue of this approach is that 

although labour costs only account for some 20% of the cost 

structure of manufacturing firms, and for 40% in the case of firms 

in the services sector, these figures rise to almost 90% excluding 

inputs. Accordingly, when value added deflators, which exclude 

the cost of inputs, are analysed at aggregate level, changes in unit 

labour costs (that is, employee compensation corrected for 

productivity gains) are understood to be a fundamental determinant 

of future changes in prices. 

Nevertheless, a wealth of evidence in the empirical literature 

advises caution regarding the stability of the relationship between 

labour costs and prices, and the shorter the time horizon of the 

analysis of changes in these two variables, the greater the caution 

advised. Much of this evidence relates to the United States, where 

numerous studies suggest that it is difficult to perceive a close link 

between changes in unit labour costs and changes in price 

indicators, and even that the causal relationship could be the 

opposite, with labour costs responding to changes in prices rather 

than vice versa.1 There are also studies that argue that the 

relationship between cost and price could have diminished 

compared with previous decades, since independent monetary 

policy would have given rise to better anchoring of inflation 

expectations.2 

In the case of the euro area, some recent studies suggest that the 

relationship between cost and price is closer than that observed in the 

United States, but that the degree of pass-through of costs to prices 

is incomplete and depends, among other factors, on the type of 

shocks predominant in the economy. For instance, a closer relationship 

is frequently found if demand shocks rather than supply shocks 

predominate. The degree of pass-through of costs to prices also 

depends on the inflation regime, with a lower degree of pass-through 

perceived in low inflation environments (Bobeica et al, 2019).3

Chart 1 depicts the GDP deflator and its labour cost and corporate 

mark-up components in the euro area since the start of the 

current upturn.4 At first, as the chart shows, unit labour costs 

continued to post very moderate rates of growth (around 0.7% on 

average), at the same time as unit margins were rising, albeit at a 

modest pace. Towards the end of 2017 labour costs began to 

increase significantly, against the backdrop of a persistent decline 

in unemployment rates in the euro area as a whole and flat or 

even negative productivity growth (see Chart  2), while margins 

began to contract. As Chart  3 shows, a low degree of pass-

through of labour costs to prices is also observed using consumer 

price indicators, and it has tended to intensify in the most recent 

period.

Although the performance of mark-ups through the cycle also 

depends on the shocks affecting the economy,5 in the case of the 

euro area a relatively close and positive relationship is perceived 

between mark-ups and economic growth (see Chart 4), as mark-

ups tend to increase in upturns and decrease in downturns.

In the most recent period, the slowdown in the rate of growth has 

been associated with a contraction in margins, a phenomenon not 

seen since mid-2012 when the economy was in the throes of the 

sovereign debt crisis. This margin contraction has had different 

levels of intensity in the four large euro area economies (see 

Chart 5). It should be noted, however, that the starting point may 

differ, as in some countries, such as Spain for instance, the 

adjustment of labour costs made during the crisis enabled margins 

to grow. Also, for the euro area aggregate, the margin contraction 

extends across all sectors of activity, with the exception of 

construction (see Chart 6). 

Overall, the low inflation environment in the euro area, together 

with the heightened uncertainty regarding the strength of demand, 

could explain why firms remain highly cautious about passing 

higher labour costs through to prices.
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SOURCE: Eurostat.

a Mark-ups are defined as the ratio of the GDP (or GVA) deflator to ULCs.
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EURO AREA. PRODUCTIVITY AND COMPENSATION PER EMPLOYEE
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EURO AREA. GDP DEFLATOR, UNIT LABOUR COSTS AND MARK-UPS (a)
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