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Euro area wages: the final check

Wage growth surprised to the upside at the start
of the year, but leading indicators suggest it has

AUTHOR
peaked, and will ease further in 2024 FREDERIK DUCROZET
23.05.2024, CIO OFFICE & MACRO RESEARCH fducrozet@pictet.com

ALAN LEMANGNEN
alemangnen@pictet.com

SUMMARY

o Euro area negotiated wage growth surprised to the upside in Q1, rising to 4.7%
YoY from 4.5% in Q4 2023. Germany was the only driver for the stickiness in
wages, reflecting the delayed effect of recent wage deals catching up with higher
inflation.

o Looking ahead, we argue that the disinflation process remains firmly on track,
and that concerns over a wage-price spiral are misplaced.

o That said, given the noise and the lags in wage data, the ECB is likely to move
slowly initially before it becomes more confident that inflation is converging
towards the target over the medium-term. We expect the ECB to cut rates in June
but pause in July, before resuming its easing cycle in September.

DELAYED CATCH-UP IN GERMAN WAGES IS INFLATING THE EURO AREA AVERAGE

At the ECB Watchers conference in March, President Christine Lagarde laid out the
conditions for the ECB to start easing policy, including “two important pieces of
evidence”: the upcoming staff projections for inflation, and Q1 negotiated wage
growth. Since then, inflation has come in either in line with, or slightly below ECB
staff projections, further strengthening the case for what the ECB politely calls “dial-
ling back the restrictive policy stance”. Indeed, the Governing Council seems to
unanimously back a first rate cut in June, with the hawks focusing on the outlook
beyond June.

This has put the onus on wage dynamics as an important driver of the pace of
monetary easing going forward. In a recent interview, Executive board member
Isabel Schnabel made it clear that if the data did not confirm the easing in wage
growth, the recovery in productivity, or the absorption of higher wage costs
through profits, the ECB would have to move more cautiously than markets cur-
rently assume. Meanwhile, the accounts of the April meeting further stressed the
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importance of wages but also the difficulty in assessing their underlying dynamics.
The ECB warned that the reduction in wage pressures would “not follow a linear
trend” because of lags in the catch-up process to higher inflation as well as one-off
payments in countries like Germany.

Euro area wages had been generally weaker than feared until the end of 2023,
but they surprised to the upside at the start of this year. Negotiated wages in-
cluding one-off payments rose by 4.7% YoY in Q1, up from 4.5% in the previous
quarter, and arguably above the ECB’s expectations (although technically the ECB
staff makes projections for compensation per employee). However, Germany was
the only driver for the upside surprise in Q1, with negotiated rising by roughly 6%
YoY including one-offs (a bit more according to the Bundesbank, but a bit less ac-
cording to statistics office Destatis).

Chart 1: euro area negotiated wages and bottom-up estimates
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Source: Pictet Wealth Management, ECB, National statistics offices, as of 23.05.2024

EURO AREA WAGE GROWTH HAS PEAKED, AND IS EXPECTED TO EASE IN 2024

Looking at the broader picture, we believe that the disinflation process remains
firmly on track, and that concerns over a wage-price spiral are misplaced.

e Outside Germany, wage growth has been easing faster than expected despite
resilient growth in the services sector and the still tight labour market.

e Germany is a case in point for the delayed catch-up in wages to higher
inflation as several wage agreements with longer timeframes have been
renegotiated later than in other countries. Moreover, a growing component of
these deals include bonuses and one-offs, making the series even more volatile
with large differences between the various measures of euro area and German
wage growth (Chart 2). Moreover, the bulk of wage increases was concentrated in
the public sector and specific industrial sectors, but they remained contained
overall in construction and services. Looking forward, we expect these special
effects to fade, and wage growth to normalise from a higher level.
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o Euro area HICP headline has come down in line, if not slightly faster than the
ECB’s projections. This suggests that future negotiated wages will continue to
normalise, in part because of implicit or explicit indexation to past inflation
(Chart 3).

e Indeed (sic), more timely leading indicators such as the Indeed wage data, which
the ECB uses as inputs into its own wage tracker, have eased further since the
start of the year. Meanwhile wage and price expectations from business surveys
send a similarly encouraging signal, including from companies in the services
making extensive use of short-term work which tend to be more sensitive to the
cost of labour (charts 4 and 5).

o Lastly, the ECB remains confident that domestic inflation will continue to
normalise as corporate profit margins decline, effectively “absorbing” a large
part of the increase in wages (charts 6 and 7). One risk may come from
productivity growth which has remained subdued so far, keeping unit labour
costs higher than aggregate wage growth.

In the end, the near-term implications for monetary policy look pretty straightfor-
ward. The ECB will likely deliver a first rate cut at its 6 June meeting but then
pause in July, on the back of sticky wages but also services inflation which we ex-
pect to remain elevated on a sequential basis in May not least due to base effects in
Germany. Looking ahead, we still expect the ECB to resume its easing cycle from
September. If services inflation and wages continue to normalise in line with our
forecast, the case should build for the ECB to cut rates at every meeting in Q4.

For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. Performances and
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Chart 2: euro area and German negotiated wage growth

PICTET WEALTH MANAGEMENT

100 1 oo
9.0
8.0
7.0
6.0
5.0

4.0

3.0

—— Euro area negotiated wages
—— Germany: negotiated wages excluding one-off payments

—— Germany: agreed hourly earnings including one-off payments

95 96 97 98 99 00 01

02 03 04 05 06 07 08 09 10 11 12 13

14 15 16

Source: Pictet Wealth Management, ECB, Destatis, as of 23.05.2024

17 18

—

19 20 21 22 23 24 25

Chart 3: euro area negotiated wage growth and HICP inflation
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Chart 4: euro area negotiated wage growth, Indeed wage tracker, and European Com-

mission survey in services employment activities (staffing companies)
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Chart 5: national Indeed wage trackers
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Chart 6: euro area GDP deflator income side breakdown (ECB staff projections)
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Chart 7: euro area GDP deflator income side breakdown (what has happened so far)
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interest in, any of the Invest-
ments mentioned herein, and
may or may not have relation-
ships with the issuers of or en-
tities connected with Invest-
ments mentioned in this docu-
ment. BPCAL/Pictet HK
Branch and their affiliates (or
employees thereof) may act
inconsistently with the infor-
mation and/or opinions pre-
sented in this document.

The information used to pre-
pare this document and/or
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may have been provided or
circulated to employees
and/or one or more clients of
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mation may have been acted
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This document is provided
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Singapore

This document is not directed
to, or intended for distribu-
tion, publication to or use by,
persons who are not accred-
ited investors, expert investors
or institutional investors as
defined in section 4A of the
Securities and Futures Act
2001 (“SFA") or any person or
entity who is a citizen or resi-
dent of or located in any local-
ity, state, country or other ju-
risdiction where such distribu-
tion, publication, availability
or use would be contrary to
law or regulation or would
subject BPCAL and any of its
affiliates or related corpora-
tions to any prospectus or reg-
istration requirements.

BPCAL is a wholesale bank
regulated by the Monetary
Authority of Singapore
(“MAS”) under the Banking
Act 1970 of Singapore, an ex-
empt financial adviser under
the Financial Advisers Act
2001 of Singapore (“FAA") and
an exempt capital markets li-
cence holder under the SFA.
Please contact BPCAL in Sin-
gapore in respect of any mat-
ters arising from, or in connec-
tion with this document.
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This document is not directed
to, or intended for distribu-
tion, publication to or use by,
persons who are not “profes-
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party service provider, Pictet
HK Branch distributes the
product for the third party ser-
vice provider and the product
is a product of the third party
service provider but not Pictet
HK Branch. In respect of an el-
igible dispute (as defined in
the Terms of Reference for the
Financial Dispute Resolution
Centre in relation to the Fi-
nancial Dispute Resolution
Scheme) arising between Pic-
tet HK Branch and you out of
the selling process or pro-
cessing of the related transac-
tion, Pictet HK Branch is re-
quired to enter into a Finan-
cial Dispute Resolution
Scheme process with you;
however any dispute over the
contractual terms of the prod-
uct should be resolved directly
between the third party ser-
vice provider and you.

Banque Pictet & Cie SAis a
limited liability company in-
corporated in Switzerland. It is
an authorized institution
within the meaning of the
Banking Ordinance and a reg-
istered institution (CE No.:
BMG891) under the SFO car-
rying on Type 1 (dealing in se-
curities), Type 4 (advising on
securities) and Type 9 (asset

management) regulated activi-
ties. The registered address of
Pictet HK Branch is 9/F.,
Chater House, 8 Connaught
Road Central, Hong Kong.

Warning: The contents of this
document have not been re-
viewed by any regulatory au-
thority in Hong Kong. You are
advised to exercise caution in
relation to the offer. If you are
in any doubt about any of the
contents of this document,
you should obtain independ-
ent professional advice.
Please contact Pictet HK
Branch in Hong Kong in re-
spect of any matters arising
from, or in connection with
this document.
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