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Introduction

Although the president of the ECB stated
that the decision to raise interest rates in De-
cember was not to be seen as the predeter-
mined start of a series of interest rate hikes,
a further increase in policy rates in March
has effectively already been announced.

It is difficult to argue that such a policy is
based on convincing signs of an imminent
strong recovery. In fact, whereas the Decem-
ber rate decision was taken against the back-
ground of a reasonable growth outcome for
the third quarter of 2005, first estimates for
the fourth quarter are not good at all: quar-
terly growth was zero in Germany and 0.3%
for the euro area, a serious disappointment
following the third-quarter outcome (0.6%).

Various statements by ECB officials strongly
suggest that the ECB is focussing on trends
in (negotiated) wages. The ECB appears
deeply concerned about the inflationary con-
sequences of a combination of trade unions
seeking to end years of wage moderation and
substantial indirect tax hikes announced for
2007. It is indeed striking that the timing of
the ECB coincides with important develop-
ments in the area of collective bargaining in
the largest EMU member state, Germany:

e In December 2005, around the time when
interest rates were raised for the first time
after many months, IG Metall’s board was
seeking advice from its regions on the
wage demand for the upcoming wage ne-
gotiations. IG-Metall finally adopted a
wage demand for 2006 of 5%, along with
several qualitative bargaining issues.
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e On 5 February, exactly two days before the
launch of the negotiations, Mr Trichet men-
tioned a possible rate increase in March.

e Negotiations in the German metal sector
will be ongoing in March, with a possible
outcome at the end of April. This means
that an interest rate decision in early
March would provide yet another signal
to German metal workers and, by exten-
sion, to unions across the euro area.

So what seems to be happening is a kind of
‘shadow boxing’ in which the ECB is using
its interest rate ‘stick’ and public statements
to influence wage setting in the German
metal sector, which is often considered to set
a ‘pattern’ for wage bargaining in Germany.

This note provides a comprehensive and ob-
jective picture of collective bargaining trends
for 2006 using the most recent figures and
estimates. It assesses the IG-Metal wage de-
mands against the background of the tradi-
tion of bargaining strategies in Germany and
provides an overview of wage trends in
other euro area countries. In a second sec-
tion, the note draws conclusions for mone-
tary policy.

I. Wages and collective bargaining for
2006 in the euro area: What is really
happening?

IG Metall’s 5% wage demand needs to be

correctly interpretated. It needs to be under-

stood that there is a huge difference between
wage demands and effective wage trends,
not to mention actual inflation.

A. A wage demand is not a negotiated wage
outcome

Past experience shows that, particularly in
Germany, ‘tough’ talking is part and parcel
of the negotiating process. Both sides of in-
dustry raise the stakes by starting out with
quite ambitious positions that are then re-
duced in the process of actual negotiations.
So, the German metal trade union wage de-
mand of 5% and Volkswagen management
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asking for unpaid longer working hours, to-
gether with Gesamtmetall (the engineering
employers’ federation) offering a wage in-
crease substantially below inflation, should
not be seen in isolation from each other but
as two extremes that balance each other out
in the process of negotiating. These extremes
are merely setting out the terrain on which a
final agreement will emerge.

Wage negotiations in 2004 can serve as an
example. At that time, IG-Metall issued a
wage demand of 4% for 2004, only to con-
clude a two-year agreement with an average
wage growth of only 2.5%, or just two-
thirds of the initial wage demand. Applying
this rule of thumb to the present wage nego-
tiations would result in a wage increase of
3% and not 5%.

B. A negotiated wage increase for the metal
sector is not the bargained wage out-
come for the entire German economy

Because of higher productivity gains and the
different cyclical positions and competitive
pressures, bargained wages in the metal sec-
tor tend to outpace wage settlements in the
rest of the economy. For example, whereas
the 2004/2005 agreement provided for a
wage increase in the metal sector of 2.6% in
2005, this was reflected in average bar-
gained wage increases of only 1.2-1.3% for
the German economy as a whole. Some ex-
port-oriented sectors such as metal and steel
have been pulling up average bargained
wage increases, while sectors such as the
public sector, construction, textiles, but also
chemicals, have done the opposite by con-
cluding very moderate collective agree-
ments.

As can be seen from concluded wage agree-
ments covering 2006 and in some case even
2007, this process is repeating itself. The
German public sector (at federal level), for
example, has a three year agreement with
non-recurrent wage premiums of 1% each
year, including longer working hours. In the
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construction sector wages are increased by
1% in 2006, while at the same time a 40 hour
week (without corresponding pay rise) is
being introduced, instead of the current 38
hours, resulting in a slight fall in the nominal
collective hourly wage rates (and a sizeable
fall in the real hourly wage in this sector!).

Table 1: Collective bargaining in Germany

2005 2006

Steel 3%

2.7 for 19 months
from June 2005
(1.7% on annual basis)

One off 1.6% increase
with opening clause

Chemicals

Public sector 1% non-recurrent
(federal level,
and excluding

municipalities)

1% non-recurrent,
working time from
38.5 (West) and 40
(East) to 39 hours

Textiles 4*108 euro 1.8% (plus opening
non recurrent clause on working time)
Construction 1% from April 2006, 40
hour week without wage
compensation
Total German 1.2-1.3%

ceconomy

C. Bargained wage increases do not equal
the increase in effective wages

Another fact that is rather particular to Ger-
many is that the wage increases that are ef-
fectively being paid out at the enterprise
level differ a lot from the wage increases
agreed upon in the sector settlements — in a
downwards sense. For the past few years
this negative wage drift has been very pro-
nounced, with opening clauses leading to
numerous firm deals in which wages were
substantially cut in exchange for some form
of job guarantee. Specifically targeted are
13" month and holiday payments, wage
structures that are higher than in the relevant
sectoral agreement, and moves to work
longer hours without compensation. In 2005
for example, effective hourly wages in
Germany increased by 0.9%, far below the
rate of increase for the average wage settle-
ment at the sectoral level.
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A survey by the Wirtschafts- und Sozialwis-
senschaftliches Institut (WSI) asking works
councils on the use of opening clauses un-
derlines the extent to which sector level
agreements in Germany are not a reliable
guide for actual wage developments. Not
less than three quarters of all firms with a
works council that are bound by sectoral
agreements have one or other form of open-
ing clause. One quarter of them provides for
a lengthening of working time, while about
43% are pushing wage rates and wage pre-
miums themselves downwards®.

Table 2: Use of opening clauses in

Germany
In % of
all firms covered

by sectoral

agreements
Use of opening clauses 75%
Longer working hours 26%
Lower wage rates for new staff 19%
Reducing/postponing pay on an annual basis 17%
Postponing sector agreed wage increases 12%
Lowering sector agreed wage levels 8%
Lowering/postponing holiday pay 6%

Source: WSI works council survey 2004/2005

D. From Germany to the euro area level
Finally, euro area inflation is determined by
Germany to the extent of around 30%, leav-
ing 70% to be set by the remaining countries
of the euro area. Information on bargained
wage outcomes for 2006 confirms a picture
of continuing modest wage outcomes. Wage
increases in these agreements seem to fluc-
tuate around 2.5%. A number of them have
a slightly higher outcome, whereas many
others increase wages by only 1 or 2%. Only
in one or two case are wages going slightly
above the 3%. (Table 3)

3 See http://www.boeckler.de/cps/rde/xchg/SID-3D0AB75D-
634D5008/ hbs/hs.xsl/169_36218.html. 43% is arrived at by
summing up the four last rows of the table
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Table 3: Pay bargaining in the euro area,

2006

2005 2006
Spanish’ national Below 3%
guideline
Netherlands’ coordi- 1.25 2
nation rule of trade
unions
Netherlands — KPN 1.5 1.5
Netherlands-ABN 1.5 2
Belgium’s maximal 2.25 2.25
wage increase
Finland national 2.5 2.1
agreement
Austrian banking 3%
Spain, public sector 3%

6.3% from Amounts to 3.4%
Italian food May 2005 to
March 2007
Italian telecom 96 euro (2006-2008
agreement)
Discussion on three-
year national
freland pact,possible wage
increase of 3/4%/year

Metal sectors in other countries continue
modest pay settlements (Italy, Netherlands)
or are confronted with major difficulties
(France). Only in Austria (where, as in
Germany, wage moderation has been par-
ticularly outspoken over the past years and
some urgent catching-up needs to be done —
see next section) has a 3% wage increase
been agreed upon. (Table 4)

Table 4: Bargaining in the metal sector

2005 2006
Austria 25 3.1
Italy 100 euro (30 month agreement)
representing 2.4% a year
Netherlands 1.1 1.1
Germany 22 5% initial demand

France Draft agreement in which em-
ployers propose not to increase
wages but to have longer and
more flexible working hours
instead/agreement rejected by
several trade unions

Source: European Metalworkers’ Federation, IG-Metall.
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E. Competitive stability or competitive stag-
nation?

Moreover, wage trends in Germany also
need to be seen in the light of competitive
tensions and adjustment processes within
the euro area. As Figure 1 shows, German
cost competitiveness has increased by 10
p.p. since the start of EMU, whereas the in-
tra-euro area competitiveness of Italy, Spain
and Portugal has declined by as much and
more, primarily driven by differentials in
unit labour cost developments. The implica-
tions of this for the present analysis is clear.

Those countries that have lost competitive-
ness will have to adjust. The pace of wage
and price trends in countries such as Spain
Italy and Portugal are, within the monetary
union, unsustainable. Spain, in particular, is
already running large current account defi-
cits. Competitive pressures will force them
to reduce their unit labour cost and price in-
creases relative to those in, especially, Ger-
many. In such a context it is particularly
dangerous to draw conclusions for the euro
area from wage and price trends in Ger-
many, where the pressure for competitive
adjustment has been eased by past extreme
wage moderation.

ETUI
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The monetary authority should not extrapo-
late from recent trends in the other countries
in making its overall forecast.

Another way to look at this is that, in much
as the same way as Germany has dragged
down euro area growth in past years by pur-
suing competitive disinflation, the other
group of countries are now to be expected to
do the same thing as part of their attempt to
restore their competitive position. If, how-
ever, the German wage system were to resist
the necessary rebalancing of the competitive
wage position, the stage would be set for
competitive stagnation with the risk of spill-
ing over into deflation. It is vital that wage
formation in Germany recover so that the
rebalancing of competitive positions can
stay clear from trends that actually cut
nominal wages in some countries. What
now seems to be happening in the metal sec-
tor (2.4% wage increase in Italy, a likely
outcome of 3% in Germany) corresponds
with such a scenario of rebalancing competi-
tive positions without resorting to actual
wage cuts. If this is to continue, buoyant
overall demand in the euro area is required,
if the threat of protectionism and rising
pressures that might threaten the very exis-
tence of the euro area are to be avoided.

(1998 = 100) zt
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Source: AMECO
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II. What conclusions for euro area
monetary policy making?

A. The real picture: Weak wage growth
will continue in 2006...

The information given above shows that
monetary policy makers should not make the
mistake of confusing likely bargaining out-
comes with the actual process of bargaining.
This is in particularly true for the German
system of wage bargaining that produces
wage outcomes that are far below the leading
sector’s initial wage demands, all the more so
when the economy is confronted with high
unemployment.

Instead, our in-depth review of the most re-
cently concluded collective bargaining agree-
ments for the entire euro area for 2006 shows
that wage trends remain moderate. The me-
dian outcome hovers around 2-2.5%, with
many agreements containing wage settle-
ments as low as 1 or 1.5%. This remains
close to the 2005 figures (2.2% for negotiated
wages and 2.5% wages per hour in 2005, as
reported by the ECB Monthly Bulletin).
These wage developments are to be seen as
disinflationary, not inflationary! (See also
further below)

B. ... as well as in 2007

What about the 2007 prospects? Is the ECB’s
fear of second-round effects triggered by new
hikes in indirect taxes well-founded?

The basic fact is that hikes in indirect taxes
have been a permanent feature since
2001/2002, without this having resulted in
second-round effects. Instead of topping-up
nominal wage demands, workers have in prac-
tice accepted stagnating and often declining
real wages. (On top of this comes the rise in
energy costs, which have also been absorbed
by labour without second-round effects). The
fundamental reason for the absence of second-
round wage effects is that labour markets and
collective bargaining in the euro area are
much more flexible than the ECB thinks they
are. The pattern of growth staying below po-
tential since 2001 has created excess supply
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and pushed up unemployment. High and ris-
ing unemployment has made collective bar-
gainers worry more about preserving jobs than
about purchasing power, while at the same
time the disappearance of labour market bot-
tlenecks has put an end to firms outbidding
each other for skilled or experienced workers.

This situation is unlikely to change funda-
mentally in the coming years, and certainly
not in 2007. Even if the euro area finally
seems to be embarking on a recovery, the
upturn as it stands today will not be strong
enough to reduce unemployment and miti-
gate workers’ feeling of insecurity. Even in
the best case scenario, the ongoing recovery
will merely prevent the excess of supply
(the output gap) from rising further, but
there is still a long way to go before the ex-
isting amount of total slack gets reduced. As
a consequence, the downwards pressure on
wage formation will continue in 2007, neu-
tralising possible second-round effects that
are initiated by higher indirect taxes.

Indeed, indirect tax hikes imply loss of
household purchasing power, hence lower
demand, hence increasing excess supply in
the economy. The consequences of indirect
tax hikes should not be seen as being limited
to possible inflationary second round effects,
indirect tax hikes also produce disinflationary
‘second-round effects’ on the real side of the
economy.

All of this means that the ECB’s fears for
inflationary developments in 2007 coming
from a combination of wages and indirect
tax hikes are grossly exaggerated.

C. There is still a long way to go before
wage acceleration might threaten price
stability

With 2006 wage growth hovering around

2.2/2.5%, there now exists a robust safety

margin to keep inflation from accelerating.

Indeed, the benchmark that is compatible

with price stability (defined as inflation be-

low 2%) is around 3.4 to 3.9%. This bench-
mark is calculated from the price stability
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target (1.9%) plus trend hourly productivity
increase (1.5-2%).

So even if wage growth would finally start
to accelerate somewhat after 2007, in line
with an economy closing its negative output
gap, this is not a threat to price stability. In-
stead, it is part of a normal process of recov-
ery. If we want to get a real and strong
growth and investment cycle taking hold in
Europe, then we will also need a gradual
acceleration of wage growth feeding into
higher domestic demand. As long as this
acceleration of wage growth remains in the
range up to 4, it is not inflationary but sim-
ply reducing the deflationary bias in wage
formation that exists right now.

D. Removing monetary stimulus in this early
stage of the recovery is very risky
As this note has shown, a realistic analysis
shows that the euro area is far from being in
a situation in which inflation is around the
corner. Instead, the real picture is one of slow
recovery, persistent overcapacity, high un-
employment, widespread feelings of insecu-
rity and stagnating real wages. All of this is
resulting in low and hesitating investor and
household demand. At the same time, core
inflation is extremely low and headline infla-
tion is only noticeable because of factors ex-
ternal to the euro area economy (oil prices) or
factors external to the working of the euro
area labour market (exogenously set indirect
taxes and administered prices). It is generally
accepted that the influence of such factors,

It is important to use trend, rather than actual, productivity growth
to avoid unnecessary (and procyclical) variation in wage growth.

provided they are ‘one-off’, does not require
counteraction by the monetary authority.

Raising interest rates in a sustained manner in
this early stage of the recovery is counterpro-
ductive. It will undermine overall confidence,
push long term interest rates and/or the euro
exchange rate higher. Directly and indirectly,
it will also push government deficits higher.
This risks triggering even more fiscal consoli-
dation and indirect tax hikes that again push
inflation temporarily higher while at the same
time depressing growth. Policy makers need
to avoid such a vicious circle. It would prevent
the recovery from developing itself into a full-
fledged growth and investment cycle, or it
may even undermine the recovery itself, re-
peating the disappointments of late 2004, and
earlier failed upturns.

Instead, the appropriate course for monetary
policy is to keep interest rates stable until the
euro area is clearly and fully recovering from
the damage it has suffered from past years of
below-potential growth. The right time to
raise interest rates (in a gradual way) is when
the euro area is firmly engaged in the process
of eliminating excess supply and reducing its
negative output gaps. This is far from the case
right now. Wage demands and trade union
negotiating strategies should not be taken as
an alibi to implement a monetary policy that
imposes serious and unnecessary risks on
economic recovery. Instead, the existing insti-
tution of the Macroeconomic Dialogue should
be used to arrive at a policy mix that ensures
strong growth, low inflation and a balanced
participation of wage-earners in productivity
growth throughout the euro area.

The views expressed in the EEE Policy Brief are those of the respective author(s) and do not neces-
sarily reflect the views of the ETUI-REHS or ETUC.
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