Unit [abour costs
and monetary policy
decision-making

In the context

of EMU (1)

1. INTRODUCTION

Underpinning Economic and Monetary
Union (EMU) are a series of institutional char-
acteristics differentiating it from any previous
monetary policy experience. Following the on-
set of Stage Three and the relinquishing of
monetary sovereignty by the eleven member
countries to the Eurosystem (2), the single
monetary policy has been applied to eleven na-
tional economies. These retain, however, full
autonomy for the formulation and implementa-
tion of other economic policies, although the lat-
ter are subject to various co-ordination proce-
dures and there are common guidelines on the
medium-term fiscal policy stance.

In EMU, monetary policy decisions must be
based on the analysis of economic and financial
conditions for the euro zone as a whole and
geared to sustaining area-wide price stability,
without taking into account specific national par-
ticularities. Diagnosis of the economic and fi-
nancial position of the area is a particularly ar-
duous task. The presence of national
economies with sovereignty over non-monetary
spheres of economic policy means that this di-
agnosis must be made by appropriately inte-
grating the behaviour of the various national
economies. In recent years both the EMI (3),
initially, and the ECB, subsequently, have
worked towards constructing economic and fi-
nancial indicators for the euro area that would
provide a basis for this integrated analysis. Sig-
nificant headway has been made, but further
work is still required in many analytical areas.
This is particularly the case for labour cost
statistics, where problems of both a statistical
and conceptual nature are apparent.

The aim of this article is to outline the role
that unit labour costs can play in euro-area eco-
nomic analysis. In this connection, it is also in-
tended to illustrate the need for good labour
cost statistics both for the area and for the
member countries. To this end, the first section
discusses the problems associated with the
construction of uniform unit labour cost series
and presents the statistical information avail-
able for EMU. Next, the potential role of labour
costs statistics in diagnosing the area’s infla-
tionary situation is analysed, a key issue from

(1) This article is based on a paper presented in the
Workshop “The role of labour cost information in short-term
analysis in the context of the Monetary Union”, organised by
the ECB on 22 June 1999.

(2) Made up of the European Central Bank (ECB) and
the central banks of the eleven EU member countries that
have launched EMU.

(3) European Monetary Institute, predecessor to the
ECB.
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the standpoint of the Eurosystem’s single mon-
etary policy. Thereafter, there is a discussion of
the use of such statistics in evaluating some of
the problems that may arise in the new situa-
tion, as a result of the lack of synchrony among
the area’s national economies. Lastly, reference
is made to the importance of developing a sec-
toral analysis of labour costs so as to obtain
knowledge of the price formation process and,
therefore, of the source of the potential inflation-
ary pressures that may build up in the euro
area. Conclusions are drawn in the final sec-
tion.

It should be stressed that the article seeks to
show the usefulness of specific analytical in-
struments in the context of EMU. That said, the
data provided in the various sections to depict
situations that should typically relate to the
Monetary Union refer to the period prior to the
start of EMU and are purely for illustrative pur-
poses. These data have been constructed
drawing on national series, prepared with differ-
ent methodologies and aggregated using differ-
ent criteria. They should be employed with cau-
tion, especially when conclusions are drawn for
the EU-11 (4).

2. THE CONSTRUCTION OF UNIFORM
UNIT LABOUR COST
SERIES AND THE STATISTICAL
INFORMATION AVAILABLE
FOR THE EU-11

The institutional characteristics of EMU have
clear statistical repercussions that affect the
quality of the underlying information on which
basis monetary policy decisions have to be tak-
en. The most relevant characteristic is that
EMU, as an integrated monetary area, is an en-
tirely new and unprecedented entity. This
means, strictly, that the statistical series for the
area date back only to January 1999. Conse-
quently, the statistical arrangements for the
euro area are, except as far as monetary statis-
tics are concerned, largely based on the aggre-
gation of a set of fragmented reporting systems,
and statistics are frequently available only at a
delay. At the same time, backward extrapola-
tions, which can be constructed through the ag-
gregation of the participating countries’ non-har-
monised national statistics, are generally rather
unreliable approximations. And this factor,
adding to the fact there was no monetary union
in that period, hampers knowledge of the rela-
tionships between the area-wide variables on

(4) EU-11 denotes the group of eleven EU countries in
EMU. The name “euro area” is also used.

which monetary policy decisions have to be
based.

The construction of unit labour cost se-
ries (5) for the euro area is likewise affected by
these problems. The quality depends on the de-
gree of harmonisation attained in the construc-
tion of the variables in the various countries and
on the soundness of the aggregation system
followed. These two aspects firstly compound
the problems traditionally raised at the national
level when constructing labour cost statistics.
Such problems are of a practical nature, result-
ing from the delay and provisionality with which
National Accounts are usually available and
from the difficulty of suitably approximating non-
wage-earner labour costs. There are also
methodological problems, given the difficulty of
approximating hours worked or of measuring
labour productivity appropriately. This latter as-
pect is of particular importance from the stand-
point of assessing correctly the course of unit
labour costs, given that it is only possible to es-
timate apparent labour productivity, which is de-
fined as the ratio of real output to actual em-
ployment. This measure includes active in-
creases in labour productivity brought about by
the incorporation of technical progress into the
productive process along with passive increas-
es therein resulting from labour adjustments. In
both cases, the increase in apparent productivi-
ty entails a reduction in the cost of the labour
factor, but the economic implications in terms of
employment generation and output for the two
situations differ substantially.

Secondly, the difficulties of harmonising the
different labour cost definitions at the EU or
euro-area level are well known. It is necessary
to improve and homogenise the coverage of
services activities, part-time employment and
certain components of total earnings, such as
overtime or redundancy payments. Quarterly in-
formation is also needed for a large number of
countries.

That said, both Eurostat and the ECB have
made significant headway in harmonising na-
tional labour cost statistics and have begun to
publish data for the euro area. In April Eurostat
published, for the first time, quarterly series of
economy-wide monthly earnings and hourly
labour costs, along with gross hourly earnings
for industry. Of this new information, Eurostat
considers that the labour cost series displays, in

(5) As is known, the unit labour cost is defined as the
ratio of the labour cost per person (including wages, social
security contributions and redundancy and contract-sever-
ance payments) to average labour productivity (obtained as
the relationship between real GDP and the employed labour
force).
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principle, sufficient conditions of harmonisation
and comparability, although it does not resolve
the problems associated with the delays with
which the series becomes available (two and a
half to four months as from the close of the
guarter). The series includes gross wages and
salaries, social security contributions and taxes
net of subsidies. It is being compiled on the ba-
sis of the disaggregated information from six
countries, taking as its basis data consistent
with National Accounts. The recent adoption of
ESA 95 by the countries making up the EU
should make this task easier as it will allow the
labour cost series in terms of National Accounts
to be constructed on the basis of greater
methodological harmonisation. Indeed, national
series on employee compensation, gross
wages and salaries and the number of em-
ployed will be available. Nonetheless, progress
remains to be made in the construction of har-
monised statistics with quarterly data on hours
worked or on equivalent employment.

Eurostat is considering the possibility of con-
structing a Labour Price Index following similar
methodology to that used by the United States
Labour Statistics Bureau. Analysis of this index,
which would be constructed for a fixed basket
of employment, would provide for the decou-
pling of the price effect (arising from the higher
price of the direct determinants of labour costs)
from composition effects (caused by changes in
the sectoral breakdown of employment or the
quality thereof). In principle, this index would al-
low for a better diagnosis of labour cost devel-
opments in the euro area. However, from the
standpoint of the analysis of the inflationary pro-
cess, it could not replace the more complete in-
formation provided by unit labour costs.

The ECB, through its Working Group on
General Economic Statistics, has launched an
initiative for the harmonisation of national unit
labour cost series on which the quarterly data
published in its Monthly Bulletin on economy-
wide unit labour costs and employee compen-
sation and on average earnings in manufactur-
ing are based. The series are, however, accom-
panied by a note of caution owing to the inade-
quate harmonisation of national data. The
adoption of the new System of National Ac-
counts should also be of assistance here.

3. AGGREGATE ANALYSIS OF UNIT
LABOUR COSTS. THE CONSTRUCTION
OF A COST INDICATOR
FOR THE EURO AREA

So as to monitor the medium-term price sta-
bility objective, the ECB has defined two basic
information pillars. The first focuses on changes
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in the money stock and, to this end, the ECB
has established a reference value for the
growth rate of the monetary aggregate M3. The
second pillar involves making an overall diagno-
sis of the inflationary situation using the infor-
mation provided by a broad set of macroeco-
nomic indicators. The second pillar has proven
particularly important under the exceptional cir-
cumstances surrounding the start of EMU,
since the tools for the analysis of monetary ag-
gregates are still being developed.

The wide range of potentially informative in-
dicators on the trend of prices means the most
relevant such indicators must be carefully se-
lected. Also, analytical instruments providing for
an integrated and consistent interpretation of
this information must be designed. In this re-
spect, the Banco de Espafia’s experience dur-
ing the period in which its monetary policy was
geared to attaining a direct inflation target (a
period in which it regularly published an inflation
report) indicates that the analysis of price for-
mation via the costs incurred in the productive
process (including most notably labour costs) is
a cornerstone of the diagnosis of the inflation-
ary situation, along with the output gap, the in-
flation expectations built into the yield curve and
the price forecasts resulting from the application
of various econometric techniques.

Among this range of analytical instruments it
is worth highlighting here the aggregate cost in-
dicator. This provides an all-encompassing view
of the price formation process, which combines
the trend of production costs, demand-side con-
ditions in the economy and the more structural
elements characterising the product and factor
markets. To ensure the maximum explanatory
power of this indicator, it is advisable to define it
within the National Accounts framework, where
a closed and consistent set of information on
the economy is offered. Here, the final demand
(national demand plus exports) deflator is the
key variable that reflects the behaviour of prices
and the inflation rate, and its course should be
explained through the above-mentioned ele-
ments.

Chart 1 gives an estimation of this indicator
for the euro area, drawing on a database con-
structed for a different end than that intended
here. As a consequence, the results obtained
may not be sufficiently refined, but the current
exercise is merely for illustrative purposes.

As indicated, the view of the price formation
process obtained via the cost indicator provides
highly useful information for diagnosing the in-
flationary situation. And such information should
be at the root of monetary policy decision-mak-
ing. At an initial level, this approach allows a

distinction to be drawn between two sets of fac-
tors that determine the course of prices: exter-
nal factors, whose immediate influence on
prices is channelled via the cost of imported
products, and domestic factors, combining the
costs attributable to productive factors and the
more general demand- and supply-side condi-
tions in the economy. Both groups of factors are
depicted in the top part of Chart 1, in terms of
contributions to the growth of the demand defla-
tor. It should be borne in mind that the contribu-
tion of these external and domestic factors to
the behaviour of final prices does not hinge
solely on how the prices and costs they repre-
sent may trend, but also on the extent to which
foreign and domestic products meet final de-
mand: i.e. on what the associated “market
share” is and how this trends, the “market” be-
ing final expenditure in the economy (6).

The breakdown of the rate of change of final
demand prices into their external and domestic
contributions is of great significance when char-
acterising the nature and durability of inflation-
ary pressures, as well as the leeway for mone-
tary policy in confronting such pressures. The
contribution of the external component may,
moreover, prove informative about the impact of
monetary policy on prices via the exchange
rate, although it is essential here to differentiate
between the role played by the behaviour of in-
ternational prices and that of the exchange rate.

At a second level, the indicator allows for a
greater depth of analysis into the factors behind
the domestic component of prices: labour costs,
the business margin and indirect taxation. The
contributions of these factors to the course of
prices reflect the decisions adopted by the
agents operating in the economy (namely em-
ployees, employers and the tax authorities), in
the context defined by the cyclical phase, mon-
etary and financial conditions and the structural
characteristics of the economy. The central part
of Chart 1 shows the influence exerted by these
factors on prices in the case of the euro-area
countries.

The contribution of unit labour costs (ULCs)
reflects the trend in wages and salaries and in
other labour costs (including social security
contributions, payments in kind or redundancy
payments). This contribution is also affected by
productivity gains or losses arising from techno-
logical and cyclical conditions in the economy.
Unit margins (or surplus per unit of output) are

(6) For an analytical explanation of this indicator see
“Inflation analysis from the monetary policy standpoint”, by
P. L'Hotellerie-Fallois, in Monetary policy and inflation in
Spain, Research Department of the Banco de Espafia,
Macmillan.
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CHART 2
Unit labour costs and their components
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TABLE 1
Unit labour costs in EU-11: some reference values
%
Unit labour costs Labour costs Productivity
Maximum Minimum aI\E/gr_alg:;Le Maximum  Minimum asgr_algle Maximum Minimum a%gr_zigle

1981-1991 15.9 (PT) 0.9 (NL) 45 19.0 (PT) 2.4 (NL) 6.4 3.7 (IE) 1.5 (IT) 1.8
1992-1998 4.7 (PT) -0.8 (FI) 1.0 7.3 (PT) 2.7 (FR) 3.0 5.0 (IE) 1.4 (ES) 2.0
1991 18.6 (PT) 1.8 (IE) 4.9 18.1 (PT) 4.3 (FR) 6.1 2.8 (IE) -0.4 (FI) 1.2
1998 3.2 (PT) -2.3(IT) -0.7 6.8 (IE) -1.3 (IT) 1.1 5.4 (IE) 0.5 (ES) 1.8

Source: European Commission (AMECO).

the outcome of numerous factors ranging from
the degree of competition in product markets to
demand pressure on the productive system.
The behaviour of the unit surplus shows to what
extent employers can pass through changes in
costs to final prices or to what degree they can
absorb them in terms of narrower margins. This
greater or lesser adjustment of margins will
largely depend on cyclical conditions and on the
competition both in domestic and foreign mar-
kets. From this standpoint, excessive growth in
labour costs will ultimately cause either greater
price rises or a squeeze on business margins,
thereby worsening corporate profitability.

Lastly, the disaggregated analysis of ULCs
offers information on their determinants. It is not
surprising that a moderation in ULCs should be
induced by a marked slowdown in remuneration
or by an intensification of productivity gains. Nor
is it incidental that such productivity gains
should originate in technological progress,
which increases the economy’s potential growth
capacity, or that they should be the outcome, by
contrast, of employment destruction processes.
The lower part of Chart 1 illustrates how both
elements (remuneration and productivity) have
been behind the course of ULCs in the euro
area since 1986.

Chart 1 offers a succinct view of the price
formation process in the euro area over the
past 15 years. At first sight, it is significant that
the slowdown in prices in the area in the sec-
ond half of the nineties has come about against
a background of decelerating domestic costs, a
slowdown that has gained momentum particu-
larly in the latter years of the period considered.
Under domestic costs, the factor that has most
contributed to moderating cost pressures has
been the slowdown in ULCs, while margins per
unit of output have run on a more or less contin-
uous expansionary path. It is further evident
that wage behaviour has been the key determi-
nant of the lesser pressure of labour costs.

It seems clear that the use of this analytical
instrument, encompassing all the information on
prices and costs available for the euro area,
would provide the Eurosystem with a very valu-
able tool for diagnosing the area’s inflationary
situation. This would be fully in keeping with the
second pillar of the monetary policy strategy de-
fined by the Eurosystem to smooth attainment
of the price stability objective.

From a broader perspective, one aspect of
the monitoring of ULCs, closely linked to their
contribution to price formation, is their use for
evaluating changes in the global competitive-
ness of the euro area on international markets.
The emergence of significant and permanent
shortfalls in competitiveness may be indicative
of policy mix imbalances, with potential conse-
guences for the exchange rate. And the relative
trend of labour costs is a pivotal indicator in this
connection, as it highlights price pressures that
might arise in the short and medium term.

4. DISAGGREGATED ANALYSIS OF UNIT
LABOUR COSTS IN THE EURO AREA

As earlier indicated, the single monetary pol-
icy stance should be based on the conditions in
the area as a whole, and it is not possible to
take the requirements of the various national
economies into account. Nonetheless, the mon-
itoring of the national economies is also of great
importance in ensuring the sound workings of
EMU. Once uniform conditions of stability have
been achieved in the area as a whole, potential
discrepancies in the cyclical trend of the nation-
al economies or in the nature of the domestic
policies applied, the asymmetrical disturbances
that may arise or the differences that may
emerge as a result of the non-uniform transmis-
sion of the common monetary conditions will all
tend to become manifest in an area-wide mis-
alignment of ULCs. And these, on feeding
through to losses in competitiveness, will trigger
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adjustment processes via output and employ-
ment.

The associated problems that may arise are
essentially domestic-based and should be ad-
dressed by the economic policy components re-
tained under national sovereignty. However, the
lack of synchrony among the various national
economies, stemming from inappropriate do-
mestic economic policies or from a lack of flexi-
bility in the workings of the markets for goods,
services and factors, may ultimately affect sta-
bility conditions for the area as a whole. Accord-
ingly, vigilance and analysis of potential asyn-
chrony by the ECB will be required. From this
standpoint, the monitoring of ULC differences in
the euro area is probably as important as the
monitoring of national fiscal policies.

Admittedly, this type of individual analysis is
most relevant set against a Monetary Union that
is already in place. However, Chart 2 offers in-
formation on the differential behaviour of labour
costs across the euro-area countries in the peri-
ods 1981-1991 and 1992-1998, i.e. before the
last exchange rate realignment of the curren-
cies making up the ERM and the start of the
third stage of EMU. This information may be
used as a reference point for verifying to what
extent the change entailed by the start of EMU
will alter such differential behaviour or not.

As Chart 2 shows, in the years prior to EMU
there was a most significant cut in the growth
rate of unit labour costs in the countries which
were subsequently to make up the euro area.
For the area as a whole, this rate fell from
4.5 % on average in the period 1981-1991 to
1 % between 1992 and 1998. The cut was the
result of a generalised decline in labour costs
and widely differing behaviour in productivity,
prompting certain changes in the ranking of the
different countries in both periods. In this re-
spect, mention may be made of the negative
rate of change of unit labour costs in Ireland
and Finland between 1992 and 1998, brought
on in both cases by strong apparent labour pro-
ductivity growth. At the same time, the biggest
rises in the cost of the labour factor continued
to occur in Spain, Italy and Portugal throughout
the period. In Spain and Italy this was due to a
situation involving an increase in labour costs
that outpaced the area average coupled with
productivity gains below said average.

At the starting point of EMU, then, great het-
erogeneity prevailed regarding the situation of
unit labour costs and their breakdown into
labour costs and productivity. As Table 1
shows, the range of growth rates of each of
these variables, though far below that of prior
years, remained high. Though not in all cases,

labour cost discrepancies were offset by similar
discrepancies in apparent labour productivity.
Naturally, this situation means that the diagno-
sis of EMU-wide cost conditions that may be
made on the basis of the behaviour of aggre-
gate variables for the euro area must be quali-
fied bearing in mind regional wage and produc-
tivity discrepancies.

5. DISAGGREGATED ANALYSIS OF UNIT
LABOUR COSTS BY SECTOR:
THE CASE OF SPAIN

Sectoral analysis of the behaviour of prices
and their breakdown into the contributions of
unit labour costs and operating margins also al-
lows for enhanced analysis of competitiveness
and of the working of goods, services and pro-
ductive factor markets.

From the standpoint of evaluating the overall
competitiveness of the euro area on internation-
al markets, comparing the trend of unit labour
costs across the euro area with that of its main
trading partners proves, as earlier discussed, to
be essential information. Nonetheless, aggre-
gate cost information may occasionally not suf-
fice to extract a correct diagnosis of the situa-
tion. Indeed, as can be seen in the top half of
Chart 3, where ULCs are compared in the euro
area, the United States and Japan, aggregate
analysis of the behaviour of these variables of-
fers a relatively favourable message to the Eu-
ropean economy, whose unit labour costs de-
celerated on a much greater scale than they did
in the United States during the nineties. This
was mainly due to sharp increases in apparent
labour productivity. However, if this analysis is
confined to manufacturing, albeit with the
caveats required owing to the incomplete na-
ture of the information used in the lower half of
Chart 3, the results change significantly. Manu-
facturing productivity is seen to be less expan-
sionary than that in the United States and the
growth of unit labour costs in Europe is ob-
served to be higher (7).

Indeed, this type of disaggregated analysis
has also been and is very useful in the Spanish
economy for identifying the source and scope of
the problems pertaining to the lack of competi-
tiveness. As is known, the Spanish inflation
rate, though it has been substantially cut in re-
cent years, has not managed fully to fall to the
euro-area average. The fact that Spanish price

(7) A more detailed analysis of the relative situation of
unit labour costs in the EU, the United States and Japan
can be found in “European competitiveness in the Triad:
Macroeconomic and structural aspects”, Europe an Econo -
my, Supplement A, Economic Trends, no. 7, July 1998.

BANCO DE ESPANA / ECONOMIC BULLETIN / OCTOBER 1999

69



UNIT LABOUR COSTS AND MONETARY POLICY DECISION-MAKING IN THE CONTEXT OF EMU

CHART 3
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rises are not appropriately aligned with those of
other euro-area countries is due essentially to
the limited adjustment of services prices, whose
growth rate to date in 1999 is almost two per-
centage points higher than the related rate for
services across the euro area.

If the trend of final prices is compared, using
information broken down by sector, with that of
ULCs in both manufacturing and in services,
highly illustrative conclusions are obtained on
the nature of the problem posed (see Chart 4).
It can thus be seen that part of the more infla-
tionary behaviour of services is due to faster-

CHART 4
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rising ULCs in the sector. But another likewise
significant part is due to a more inflationary con-
tribution by gross operating margins, approxi-
mated by the difference between the growth of
final prices and the growth of labour costs and
of intermediate costs. This is indicative of a
greater presence in services of markets shel-
tered from competition, which allows higher
margins to be sustained irrespective of market
conditions, greater permissiveness in the face
of cost increases and an inadequate pass-
through of cost restraint.

Relatively higher ULCs in the services sector
are the result of a situation of lower productivity
gains than in the manufacturing sector, com-
bined with much more uniform wage growth.
The greater pace of productivity growth in man-
ufacturing may be partly attributed to the
greater buoyancy of technological innovation in
a sector subject to stiff international competi-
tion. But it is also partly due to heavy labour
shedding in manufacturing during the contrac-
tionary phases of the cycle, as a result of the
rigidities of the Spanish labour market.

In sum, the sectoral analysis undertaken en-
ables the problems of competitiveness preva-
lent in services and the inadequate flexibility of
the Spanish labour market to be highlighted.
These issues are pivotal for arriving at an accu-
rate diagnosis of the appropriate economic poli-
cy solutions.
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6. CONCLUSIONS

This article examines the importance of
having good ULC statistics for the euro area
(both at the aggregate level for the area as a
whole and with a breakdown by country and by
productive sector) to analyse the economic sit-
uation in the euro area and the conduct of the
single monetary policy. The aggregate informa-
tion should be one of the key indicators in the
assessment of overall inflationary trends, in
keeping with the second pillar of the monetary
policy strategy adopted. The use of ULCs with-

in the framework of a general cost indicator
can provide useful signposts not only regarding
future inflationary trends but also on the source
and durability of potential inflationary pres-
sures. The disaggregated information can an-
ticipate the lack of synchrony that may arise
among the national economies of the EMU
members, offering information on its causes
and nature. It may thus serve as a basis for the
economic policy diagnosis appropriate to each
case.

17.9.1999.
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