German and euro area wage growth remains subdued
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Last weekend, public sector labor unions and representatives of federal and local
governments have finally struck a 2-year wage deal, covering about 2 % million employees.
They largely followed the recommendations of a joint arbitration commission — which had
been the only way to arrive at an amicable settlement. Once again, it was an extremely
complex and intricate agreement. It makes it almost impossible to answer the simple
guestion about the likely average year-on-year hourly wage increase in 2023 and 2024.
Economists at UniCredit in Munich estimate that wages and salaries will rise by 3.3% to 6.7%
over the two-year period, depending on the pay grade, while Marcel Fratzscher, the
president of Berlin’s DIW economic research institute, calculates that the deal raises average
wage income by 11% over two years to the end of 2024. This is certainly more than modest,
given that German consumer price inflation is almost 7% y/y now, and core inflation still at 5
%%, and will probably average 6% in 2023 and 3% in 2024. No matter who is right, both
come to the conclusion that the real purchasing power of workers will decline substantially.

The numbers are in synch with a new Bundesbank report about the situation elsewhere in
the economy: in the construction sector nominal hourly wages had fallen at an annualized
seasonally adjusted rate of 0.3% over the six months to February, in spite of a brisk
expansion of employment and hours worked, ie, the strong growth of demand for labor.
Real wage growth in the euro area as a whole is also negative.
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In other words, there is no evidence of a wage-inflation spiral driving overall inflation from
the cost side. Inflation is so high because energy (and food) prices have increased so much,
not because workers were able to take advantage of the tight labor market by boosting their
wage income by more than general inflation. The year 2023 will also be the third year in a
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row of declining real wages in the rest of western Europe. To be sure, in Germany the
present difficulties come after eleven years of real annual wage gains in the order of 2%. The
implicit deal between labor and business (and the government) had been “lots of additional
jobs in exchange for modest wage gains”.

As the world economy does not expand so fast anymore — by 2.8% in 2023, after 3.4% the
year before and about 3% annually over the past decade — because China and the US are
struggling, Europe will benefit from falling commodity prices, including oil and natural gas.
Euro area inflation will also be pushed down by a stronger exchange rate, which in turn
reflects the expectation that the ECB will raise policy rates by more than the Fed. Inflation
may therefore surprise on the downside later this year. Will we then start to talk about the
risk of deflation once again? There is certainly no inflation mentality these days.

If the other branches of the German public sector arrive at wage agreements which are
similar to the one we just got, spending on personnel will rise substantially. But revenues are
also up strongly, given that the tax system as a whole is progressive — which boosts revenues
by more than inflation.

German public sector revenues and budget balance
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It also helps that the government will discontinue subsidies introduced to moderate the
negative income effects for households and business of the recent energy and food price
explosion. On the other hand, spending on the military will rise a lot. On balance, though,
the public sector budget deficit will shrink to somewhat less than 2% of GDP in 2023, and it is
likely that the debt-to-GDP ratio will fall to 65% of GDP. Government finances will remain in
good shape.
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