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Focus 

II. The contribution of labour cost developments to price stability 
and competitiveness adjustment in the euro area 

This focus assesses the extent to which wage and labour cost developments have facilitated and can be expected to facilitate two 
policy objectives within the euro area, namely aggregate price stability and sustainable competitive positions at individual 
country level. Evidence shows that brightening economic conditions have not translated into accelerating wage growth so far; 
meaning that unit labour cost developments have remained consistent with price stability and employment-friendly growth.  

However, this aggregate picture of subdued labour cost pressures conceals sizeable differences across euro-area countries. Much 
of the overall benign wage developments in recent years is due to significant wage moderation in Germany where nominal unit 
labour costs had stagnated over the period 2002 to 2006, while in a non-negligible number of euro-area countries nominal 
unit labour costs had grown more rapidly. As a result, persistent differentials in price competitiveness and concomitant 
widening current account imbalances have built up since the inception of the monetary union. Thus, over and above wage 
moderation, there is a need for relative competitive positions to be rebalanced. The challenge here is to further enhance wage 
flexibility at country level and thus speed up competitiveness adjustment through smooth, employment-friendly dynamic 
processes. Rebalancing competitive positions among euro-area countries will necessarily mean that those countries which need to 
regain intra-area competitiveness have to keep unit labour cost growth below the euro area average. Achieving such an outcome 
will be a major challenge.  

Over the short-term, increasing signs of tightening labour market conditions and the aforementioned sizeable differences across 
euro-area countries present potential upside risks. Should wages in Germany return to more standard patterns, then 
unchanged wage and price-setting behaviour in other countries would clearly entail pressures for the euro area as a whole, 
jeopardizing price stability. Looking further ahead over a longer time span, measures to increase labour supply availability 
and heightened competition in product and labour markets brought about by structural reforms and globalization should help 
to keep a lid on excessive wage claims. Moreover, some rebound in trend productivity growth, following recent structural 
reforms in the euro area, should help to moderate unit labour cost growth while preventing the whole burden of adjustment 
from falling on wages.  

1. Introduction 

Euro-area Member States share a single monetary 
policy directed towards price stability. In EMU, it 
has become even more important than in the 
past for wage developments in each country to 
be in line with the macroeconomic requirements, 
both at euro-area and at individual-country level.  

At the aggregate euro-area level, nominal wage 
developments should not jeopardize price stability. Wage 
moderation helps to reduce inflationary 
pressures, thereby creating room for a more 
accommodative monetary stance. This aggregate 
requirement translates into the condition that 
nominal wage increases should not exceed the 
sum of trend productivity and the price stability 
target of the ECB of close to but below 2%.  

At individual-country level, wage flexibility plays a 
pivotal role in facilitating the adjustment of divergent 

external positions among euro-area members. Persistent 
inflationary wage pressures in one Member State 
will sooner or later, via its effect on relative unit 
labour costs, depress competitiveness and 
employment in that country. Although part of 
the necessary intra-euro-area adjustment process, 
especially in the event of asymmetric cyclical 
positions, a protracted structural loss of relative 
competitiveness needs to be avoided as its 
reversal could prove costly in terms of losses of 
output and employment. Short of national 
monetary policies, the current challenge is to 
further enhance wage flexibility at country level 
so as to speed up competitiveness adjustment 
through smooth, employment-friendly dynamic 
processes.31 Rebalancing competitive positions 
                                                      
31  For a detailed analysis of the role played by wage-setting 

behaviour in the adjustment process in the euro area, see 
European Commission (2006), "The EU Economy 2006 
Review: Adjustment Dynamics in the Euro Area", 
European Economy, No 6. 
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within the monetary union requires that those 
countries which need to regain intra-area 
competitiveness keep unit labour cost growth 
below the euro-area average. 

This focus assesses to what extent wage and 
labour cost developments have facilitated and 
can be expected to facilitate the aforementioned 
policy objectives, i.e. price stability at euro-area 
level and sustainable competitive positions at 
individual-country level. To this end, Section 2 
reviews the latest wage and labour cost 
developments while Section 3 discusses short to 
medium-term wage and labour cost prospects 
together with certain policy considerations as to 
the functioning of labour markets both at the 
current juncture and the medium to long run. 
Section 4 draws a number of concluding remarks. 

2. Recent labour cost developments and 
prospects  

Inflationary pressures stemming from the 
labour market remain subdued 

Brightening economic conditions have not 
translated into accelerating wage growth so far. 
Notwithstanding a period of brisk growth in the 
euro area and gradually declining unemployment, 
wage moderation has continued to prevail. The 
latest information conveyed by the various 
indicators of labour costs does not seem to point 
to any significant emergence of permanent 
upward wage pressures in 2006.  

All harmonized nominal wage indicators show 
that the moderate wage pressures recorded in 
2005 also prevailed in 2006. Looking at the latest 
information (Graph 23 and Table 6), the various 
labour cost indicators point to continued 
moderation in wage growth in the third quarter 
of 2006.  The acceleration in compensation per 
employee (CPE) registered in the second quarter 
did not persist in 2006Q3 as the annual rate of 
change declined from 2.4% in the second quarter 
to 2.2% in the third quarter. Also, the growth 
rate of total hourly labour costs as measured by 
the Eurostat Labour Cost Index (LCI) fell to 

                                                                              

http://ec.europa.eu/economy_finance/publications/the_
eu_economy_review_en.htm 

2.0% in the third quarter, from 2.3% in the 
previous three quarters.  

Annual growth in nominal unit labour costs 
remained stable at about 0.9-1% in 2006. This 
stems from the combination of moderate growth 
in compensation per employee and an increase in 
labour productivity growth. The increasing use of 
opt-out clauses and flexible contractual formulae 
may have contributed to keeping labour costs on 
the moderate growth path observed since the 
launch of the euro. 

Graph 23: Quarterly nominal wage growth, euro area  
(y-o-y changes in % – 2001Q1 to 2006Q3)  

1.0

1.5

2.0

2.5

3.0

3.5

4.0

4.5

2001Q1 2001Q4 2002Q3 2003Q2 2004Q1 2004Q4 2005Q3 2006Q2

Negotiated wages
Labour cost index
Compensation per employee

 
Source: Commission services. 

Over a longer time span, Table 7 shows that 
during the period 1999-2005 nominal wage 
developments in the euro area-12 have been 
consistent with the goal of price stability, i.e., 
nominal unit labour cost growth has been lower 
than the 2% price-stability target of the ECB, 
thus indicating negative real unit  labour cost 
growth of -0.4%.  

Moderate wage increases are also reflected in 
Graph 24 where the GDP deflator, which 
measures the 'price' of total value added per unit 
of output, is decomposed into its various 
components of income, i.e. unit labour costs, 
gross operating surplus and net indirect taxes per 
unit of output. A look at Graph 24 suggests, first 
of all, that the domestic price pressures reflected 
in the annual rate of change of the GDP deflator 
have been more contained in recent years,  
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Table 7: Recent labour cost indicators in the euro area (1) (year-on-year growth rates in %) 
 2003 2004 2005 2005Q3 2005Q4 2006Q1 2006Q2 2006Q3 
Negotiated wages 2,4 2,1 2,1 2,1 2,0 2,1 2,4 2,0 
Total hourly labour 
costs 3,1 2,3 2,3 2,1 2,3 2,3 2,3 2,0 
Compensation per 
employee 2,0 2,1 1,6 1,5 1,9 2,1 2,4 2,2 
Memo items:         
Labour productivity 0,3 1,0 0,7 0,9 1,0 1,2 1,4 1,2 
Unit labour costs 1,7 1,1 0,9 0,6 0,9 0,9 1,0 1,0 
(1) Excluding Slovenia. 
Source: Commission services. 

standing at around 2% since 2004 after having 
been as high as 3% in late 2001. The second 
point that this income decomposition unveils is 
that the contribution of unit labour costs to the 
growth in the GDP deflator decreased 
significantly from 2002 onwards, finishing at 
about half a percentage point in 2005. 
Conversely, the contribution of net indirect taxes 
has increased over time, while that of profits has 
remained broadly constant. Thus, on average, 
producers have been able to maintain profit 
margins despite strong non-labour input cost 
pressures and heightened international 
competition. 

Graph 24: Income decomposition of GDP deflator, 
euro area (% contribution to y-o-y changes of GDP 

deflator) 

-0.5

0.0

0.5

1.0

1.5

2.0

2.5

3.0

2000 2001 2002 2003 2004 2005
Unit labour costs Unit profit Unit net tax  

Source: Commission services. 

Looking at sectoral wage developments, the 
latest available data (Graph 25) reflect a general 
decline in the rate of growth, the sharpest fall 
being recorded in the industrial sector, although 
it still remains significantly above the growth 
rates registered in construction and market 
services. From a long-term perspective, the 

average growth rate of total hourly labour costs 
over the period 1999Q1-2006Q3 amounted to 
3.1% in industrial sectors, and 3.0% in both 
construction and services sectors. The fact that 
labour costs increased by a similar amount over 
the period 1999-2005 in both manufacturing and 
services confirms that the persistently high 
inflation differentials between services and 
goods are due to differing sectoral labour 
productivity developments32 and that wage 
growth in services appears to be much less 
aligned with productivity than wage growth in 
manufacturing, thus creating upward pressures 
on services prices in the euro area.  

Graph 25: Sectoral labour cost developments, euro area 
(changes y-o-y in % – 1999Q1 to 2006Q3) 

0.0

1.0

2.0

3.0

4.0

5.0

1999Q1 2000Q1 2001Q1 2002Q1 2003Q1 2004Q1 2005Q1 2006Q1

Construction LCI
Industry excluding construction LCI
Market services LCI

 
Source: Commission services. 

                                                      
32  This analysis is in line with the so-called 'Scandinavian 

model of inflation', according to which prices in the 
sector exposed to external competition (i.e. the 
manufacturing sector) will generally align with external 
prices. With an integrated labour market, wage 
developments will be similar in both the exposed sector 
and the sheltered sector (i.e. the services sector) and will 
be determined by developments in external prices and in 
productivity in the exposed sector. If productivity is 
slower in the sheltered sector, prices in that sector will 
grow faster than in the exposed sector.  
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Productivity growth in industry averaged 2.3% 
and only 0.2% in services during the period 
1999-2005. The comparatively weak 
performance in services can be explained in part 
by constraining regulations, less scope for 
technological change and less exposure to 
international competition. 

However, this picture of subdued labour 
costs pressures conceals sizeable country 
differences  

At country level, sizeable differences across 
euro-area countries in nominal compensation 
per employee and unit labour costs growth have 
built up since the inception of EMU. The 
historically low average growth rate of 2.6% in 
nominal compensation per employee in the euro 
area over the period 1999-2005 needs to be seen 
in conjunction with the very low growth 
recorded in Germany, reflecting, inter alia, the 
impact of reductions in social security 
contributions on labour costs. Excluding 
Germany from the euro-area aggregate would 
yield an average growth rate of 3% over the 
same time horizon. Similarly, nominal unit 
labour costs increased at an annual rate of 1.5% 
for the euro-area, as against 2.2% when 
Germany is excluded from the aggregate 
(Graph 26).  

Looking in more detail at country-specific 
developments (Table 8), it is easy to see that 
wage growth differentials are relatively high. 
Both Germany and Austria have experienced 
moderate wage pressures, with average growth 
rates of compensation per employee of 2.0% 
over the period 1999-2005. By contrast, the 
highest wage growth has been recorded in 
Greece (6.4%) and Ireland (6.0%). The 
remaining countries are in the range of 2.6% to 
4.3%. Moreover, wage growth differentials 
across countries appear to have been only 
loosely related to relative productivity growth 
differentials, which are low across euro-area 
countries. Consequently, persistent wage growth 
differentials are also reflected in fairly divergent 
growth rates of unit labour costs. Average 
growth of nominal labour costs in the euro area 
over the period 1999-2005 amounted to 1.5%. 
Again, such moderate aggregate behaviour was 
mainly driven by Germany (0.4%) and, to a 
lesser extent, Austria (0.5%). At the other end of 

the spectrum, pronounced increases in nominal 
labour costs were recorded in Portugal (3.5%), 
Ireland and Luxembourg (2.9% each), Greece 
(2.8%) and Spain, Italy and the Netherlands 
(around 2.6% each), with varying patterns in 
terms of composition. Substantial increases in 
compensation per employee - Ireland, Greece 
and the Netherlands -, weak productivity gains - 
Spain and Italy - or a combination of the two –
Portugal and Luxembourg - governed the 
behaviour of nominal unit labour costs.  

 

Table 8: Labour cost developments, euro area 
(average percentage change 1999-2005) 

% change 
year-on-year 

Comp. per 
employee 

Labour 
productivity 

Nominal 
unit labour 

costs 
  BE   2,7 1,2 1,5 
  DE   2,0 1,6 0,4 
  EL   6,4 3,5 2,8 
  ES   3,0 0,4 2,6 
  FI 3,2 1,8 1,4 
  FR   2,6 0,9 1,7 
  IE   6,0 3,1 2,9 
  IT   3,0 0,4 2,6 
  LU   3,7 0,8 2,9 
  NL   4,2 1,7 2,5 
  AT   1,9 1,4 0,5 
  PT   4,3 0,8 3,5 
  EA 12   2,6 1,0 1,5 
Source: Commission services. 

 

 

Graph 26: Compensation per employee and nominal 
unit labour costs, euro area with and without Germany  

(Index 1999=100) 
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Divergent unit labour cost developments 
across countries have contributed to 
widening current account differences within 
the euro area  
The widening dispersion of current account 
positions within the euro area may not be a 
matter of concern to the extent that they reflect 
asymmetric cyclical positions of national 
economies or a financial deepening process 
fostered by the euro and European financial 
market integration.33 However, widening current 
account positions also reflect certain imbalances 
within euro-area countries which are attributable 
to a series of non-benign factors. One such 
factor is the difficulty encountered by some 
countries in aligning wage behaviour with 
productivity developments, which arises from 
insufficient nominal and real flexibility in labour 
markets. This is particularly so in a selected 
number of countries, namely Portugal, Italy, 
Greece and Spain. Graph 27 shows to what 
extent relatively slow wage responses to growth, 
inflation and current account differentials within 
the euro area have resulted in prolonged 
under/over-shooting dynamics in intra-euro-area 
real effective exchange rates, which are in turn 
accompanied by protracted adjustment periods. 

Graph 27: Intra-euro-area real effective exchange rates 
based on unit labour costs, selected countries 
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Source: Commission services. 

 
 

                                                      
33  There is some evidence that the euro and financial 

integration have allowed Member States with bigger 
financing needs (i.e. catching-up economies) to tap 
international capital markets more easily. See Quarterly 
Report on the Euro Area, Vol. 5, No 4 (2006).  

A number of factors lie behind wage 
moderation 

Moderate increases in wages in the euro area 
over the past few years can be explained by a set 
of factors, most prominent among them sluggish 
productivity growth, less prevalent use of 
automatic wage indexation coupled with 
enhanced credibility of monetary policy, the 
impact of globalization, structural changes in the 
euro-area labour market and last, but not least, 
country-specific factors applying to Germany 
over recent years.34 Particular emphasis is given 
here to weak labour productivity growth. To 
illustrate the point, a cyclical comparison has 
been made (Graph 28) of labour productivity 
developments in the current recovery (namely 
when GDP bottomed out in 2003Q2) with the 
average of the past three major recoveries 
(starting respectively in 1975Q3, 1982Q4 and 
1993Q2). Labour productivity, which typically 
displays a pro-cyclical pattern, has expanded by 
1.1% (quarter-on-quarter annualized) in the euro 
area in the current recovery, which compares 
poorly with the average pace of 2.5% in previous 
recoveries  

Graph 28: Labour productivity across cycles, euro area 
(Index=100 at trough) 
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Source: Commission services. 

It is also interesting to compare developments in 
the current recovery with the average of the past 
three recoveries. This comparison shows that 
the pace of expansion in real wages in the euro 
area during the current recovery is substantially 
lower than that observed in past recoveries. 

                                                      
34 All these causes were already explored in Quarterly 

Report on the Euro Area Vol. 5 No3 2006. 
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More specifically, twelve quarters after the start 
of the current upswing average real wage growth 
(as measured by the annualized quarter-on-
quarter growth rate of compensation per 
employee) turns out to be slightly negative at -
0.1%, compared to average growth of 2.1% in 
the previous three recoveries (Graph 29). 

Graph 29: Real wages across cycles, euro area 
(Index=100 at trough) 
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Source: Commission services. 

Moderate increases in wages did not prevent 
private consumption from being supportive 
of domestic demand in 2006 

With consumer confidence on an upward trend 
since mid-2005 and real disposable income 
improving in line with favourable labour market 
developments, consumer spending is benefiting 
from supportive conditions. In 2006 the labour 
market improved considerably in the euro area. 
After four years of subdued growth at around 
0.7% per year, employment growth accelerated 
to around 1.4% in 2006, representing some 
2 million new jobs. Meanwhile, the euro-area 
unemployment rate pursued its donward course, 
reaching 7.4% in January 2007.  

With real consumption wages moderating at a 
time when the outlook for employment growth 
is brighter, the question arises as to the relative 
importance of the two components of the real 
wage bill (wage rate and employment) in driving 
real private consumption. Whereas it is often 
stressed that moderate real wage growth 
contributes to the weakness of private 
consumption, it is obviously more appropriate to 

emphasize the role of the total real wage bill (i.e. 
real wages multiplied by employment) in the 
transmission channels from labour market 
developments to aggregate consumption. In 
recent years, growth in the total wage bill in the 
euro area has been boosted by strong 
employment creation. Furthermore, econometric 
analysis presented in a previous issue of this 
report suggests that employment growth is a 
more important determinant of households' 
private consumption than the growth of real 
wages per employee.35 

3. Short and medium-term outlook  

In the short term there are increasing signs 
of tightening labour market conditions 

In line with brightening economic conditions, 
employment expectations remain high. 
According to the Commission's Autumn 2006 
Forecasts, total employment will grow by 1.2% 
and 1.1% in 2007-2008. The unemployment rate 
is set to drop further, albeit modestly, to 7.7% 
and 7.4% of the labour force in the euro area in 
2007-2008. Although structural unemployment 
is forecast to fall further in 2007 and 2008, the 
unemployment gap (i.e. the gap between actual 
and structural unemployment rates) is expected 
to close over that period, meaning that, at least 
in the short term, there are increasing signs of 
tightening labour market conditions.  

Lessons from the past suggest that the evolution 
of unit labour costs in the euro area fits well with 
the unemployment gap.36 Nevertheless, the 
quantitative impact of a diminishing 
unemployment gap on wage inflation will 
depend on a number of factors. On the one 
hand, in the current context of brisk 
employment growth, trade unions could aim to 
reverse the decline in the wage share that has 
taken place over an extended period by 
demanding wage increases beyond productivity 
trends.   

                                                      
35  Quarterly Report on the Euro Area, Vol. 5, No 1 (2006), 

pp. 15-20. 
36  See Quarterly Report on the Euro Area, Vol. 5, No 4 

(2006), pp.4. 
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On the other hand, although the incidence of 
automatic wage indexation has reduced in the 
past few years and the threat of second-round 
effects has not been confirmed so far,37 close 
monitoring of wage-setting behaviour on a 
country basis will be required in the immediate 
future so as to add credibility to the scenario of 
moderate wage growth. Specifically, after 
stabilising at around 2% in the past three years, 
the Commission's Autumn 2006 Forecasts 
indicate some slight wage growth acceleration in 
the short term  (to 2.2% in 2007 and 2.5% in 
2008) due to new wage agreements being 
implemented in selected euro-area countries, 
namely Germany, Belgium, Ireland and the 
Netherlands. More generally, even if the 
evolution of wages in 2007 is not a major cause 
of concern, some upward risks could arise in 
2008 which should therefore be identified well 
ahead.  

In the medium term several factors are likely 
to ease labour cost pressures  

In the medium term, three main factors could 
put a lid on labour cost pressures.  

Firstly, a stronger than expected reduction in the 
structural unemployment (or NAIRU), owing to 
the unfolding of recent reforms can increase 
flexibility in both labour and product markets. 

Secondly, labour market reforms designed to 
enhance labour force growth can help to 
alleviate inflation pressures emanating from the 
supply side. Overall, labour force growth 
appears to have been relatively strong between 
2001 and 2005. This is partly due to 
immigration, but it also reflects an underlying 
increase in participation, especially among the 
younger and older age groups. Looking ahead, 
however, labour force growth is expected to 
decelerate and in some cases even turn negative, 
owing to the projected slowdown in working age 
population growth. In that respect, economic 
policy must play an important role in supporting 

                                                      
37  Globalization and increased product market competition 

brought about by the effective completion of the internal 
market in the EU may have adversely affected the 
bargaining power of workers and the capacity of firms to 
increase mark-ups in tradable sectors, thereby dampening 
the extent to which oil price increases can trigger second-
round effects. 

the developments of the labour force, for 
example by providing incentives to older males 
to delay retirement and by supporting flexible 
contracts that allow the youth and prime-age 
women in particular to reconcile study and 
family life with work. Measures aimed at 
enhancing labour mobility and the reallocation 
of labour from declining firms or sectors to 
expanding ones can be expected to alleviate 
labour market bottlenecks. 

Thirdly, the likely favourable contribution of 
labour productivity growth, should the recent 
rebound turn out to be of a structural nature, 
could partly or totally offset the effect of higher 
wage demands on inflation.38 The latest data 
show that labour productivity in the euro area 
has averaged an annualised rate of 1.6% since 
the beginning of 2006, compared with an 
average change of rate of 0.7% during the 
previous decade. The jury is still out on whether 
the recent rebound in productivity is purely 
cyclical or whether it contains an element of 
trend reversal to weakening productivity 
dynamics observed over the past decade. On the 
one hand, part of the recent increase in labour 
productivity growth could be regarded as 
transitory, on the basis that its pro-cyclical 
behaviour may be reflecting the lagged response 
of employment - a quasi-fixed production 
factor- to output growth. On the other hand, 
ongoing reform efforts in product and labour 
markets as part of the renewed Lisbon strategy, 
combined with a rising investment/GDP ratio 
and in particular productivity-enhancing ICT 
investment, may also have led to structural 
improvements, setting the path for moderate 
unit labour cost growth. The fact that the 
ongoing acceleration is broadly based across the 
larger euro-area Member states, most notably 
Germany, France and Spain, and that it 
comprises sectors, i.e. services, conventionally 
less sensitive to the business cycle, provides 
support for the hypothesis that the productivity 
revival is not solely due to a cyclical recovery. To 
conclude, the evolution of trend productivity 
growth will be key to determining the respective 
role of wages and productivity in the adjustment 
process.  

                                                      
38 For further details on the assessment of recent labour 

productivity developments, see Box 1 in the Quarterly 
Report on the Euro Area, Vol. 5, No 4 (2006). 
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Improving labour market outcomes: 
interplay between market forces and 
institutions 

Two main policy considerations can be drawn 
from the analysis of recent and prospective 
developments in labour costs. First, price 
stability at euro-area level requires wages to grow 
at a pace compatible with the sum of trend 
productivity and the price stability target of the 
ECB of close to but below 2%. Second, 
employment-friendly intra-euro-area adjustments 
require higher flexibility of wages and prices.  

Putting these policy considerations into 
operation must take due account of the fact that 
wage and labour cost developments are the 
result of a highly complex interplay of social 
partners and market forces. Put differently, the 
responsibility of well-adapted wage-setting 
process continues to fall primarily into the 
domain of the social partners, limiting the direct 
influence government policy can exercise over 
wage bargaining outcomes. Reference might be 
made in this context to the respective guideline 
in the Growth and Jobs Strategy (guideline 4), 
which states that 'Member States should encourage the 
right framework conditions for wage-bargaining systems, 
while fully respecting the role of the social partners, with a 
view to promote nominal wage and labour cost 
developments consistent with price stability and the trend 
in productivity over the medium term, taking into account 
differences across skills and local labour market 
condition', and is particularly suited to providing 
policy recommendations at the present juncture. 

Against this institutional background, two 
factors should be considered. First, wage 
developments should be closely monitored in the coming 
years as inflationary pressures stemming from the labour 
market cannot be ruled out in a number of countries. 
The first part of this section has argued that at 
the aggregate level, short/medium-term 
prospects do not point to any imminent danger 
for stability-conducive wage settlements. 
However, this mild overall risk assessment 
dramatically alters when broken down to 
individual country level. This is particularly the 
case of Italy, Portugal, Spain and Greece, which 
in order to regain intra-area competitiveness will 
have to keep unit labour costs growth below the 
euro-area average.  

Second, a major role will be played by structural reforms 
in facilitating smooth intra-euro-area competitiveness 
adjustments. Structural reforms aimed at boosting 
productivity are of paramount importance if the 
whole burden of adjustment is not to fall on 
wages. The re-launch of the Lisbon strategy with 
more clearly focused objectives, and the recent 
boost in productivity are positive signals that the 
euro-area adjustment capability has a good 
chance of improving over time. Euro-area 
Member States have started to address many 
reform areas that are important to stimulate 
growth and jobs. This is documented in the 
Annual Progress Report of December 2006. 
Promising reforms have been undertaken, or 
have been envisaged, to increase labour 
participation rates, boost R&D and innovation, 
develop human capital and create a more 
attractive business environment, notably through 
policies improving the quality of regulation.  

However, further progress is needed in the area of the 
structural reforms to increase the adjustment capacity of 
the euro area. On 8/9 March 2007, the European 
Council endorsed the 2007 update of the 
Integrated Guidelines.39 For the euro area, these 
include, most prominently, strengthening 
budgetary consolidation in good times, reviewing 
public expenditures and taxation with the aim of 
enhancing innovation, implementing measures 
that improve competition, especially in services, 
and improving flexibility and security on labour 
markets by aligning wage and productivity 
developments more closely and by enacting 
measures to promote labour mobility across 
borders and between occupations.40 

4. Conclusions 

This focus report has presented evidence of 
wage moderation making a favourable 
contribution to price stability in the euro area. 
However, recent wage developments have 
recorded sizeable differences across euro-area 
countries that have led to persistent price-
competitiveness imbalances and widening 
                                                      
39  Since the relaunch of the Lisbon Strategy in 2005, the 

Integrated Guidelines combine the Broad Economic 
Policy Guidelines (Art. 99(2)) and the Employment 
Guidelines (Art. 128(4)). 

40  See Section 3 in this issue on 'The Lisbon Agenda for the 
euro area: the 2007 update of the Integrated Guidelines'. 
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dispersion of current account positions, 
reflecting, inter alia, difficulties several Member 
States are having aligning wage increases with 
productivity developments. Thus, over and 
above wage moderation, there is a need for the 
relative competitive positions to be rebalanced 
among the countries participating in the 
monetary union. The challenge here is to further 
enhance wage flexibility at country level and thus 
speed up adjustment through smooth, 
employment-friendly dynamic processes. 
Rebalancing competitive positions among euro-
area countries will necessarily mean that those 
countries which need to regain intra-area 
competitiveness have to keep unit labour cost 
growth below the euro-area average. 

Looking further ahead, subdued wage growth so 
far should not lead to complacency. Given the 
foreseeable tightening of labour market 
conditions, it is crucial for the social partners to 
continue to assume their responsibilities. Price 
stability will require wage agreements at national 
level to take account of intrinsic trend 
productivity developments, the cyclical situation 
of labour markets and the underlying position in 
relative price competitiveness within the euro 
area. Finally, the rules-based and stability-
oriented macroeconomic policy framework of 
EMU, and the heightened credibility of 
monetary policy should underpin the scenario of 
wage moderation. 




