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·  Despite growth returning to a more robust rate in 2006 and despite the 
fact that unemployment has fallen from 8.6% to slightly below 8%, there 
is still an impor tant and still untapped growth potential available on the 
euro area labour  market, both in terms of higher  employment as in terms 
of higher  productivity. 

 

·  To unleash as well as to improve this full employment and productivity 
potential of the euro area labour  market, a two-handed policy approach is 
necessary. Macro-economic policy needs to ensure that aggregate demand 
remains strong and dynamic, thereby functioning as a power ful force 
dr iving overall growth, job creation and productivity upward. At the 
same time, the point at which falling unemployment could eventually 
tr igger  some inflationary pressures needs to be pushed even fur ther  
backwards by implementing a precise set of well-targeted structural 
reforms. 

 

·  With fiscal, monetary and exchange rate policy all tightening at the same 
time, the present setting of macro-economic policy is responsible for  
growth already coming down after  just one year  of growth. I f growth in 
the euro area remains limited around 2% in coming years, unemployment 
will not fall much fur ther  and an impor tant oppor tunity to br ing down 
unemployment to 6% and lower  will be missed. To grasp this 
oppor tunity, the macro-economic policy mix needs substantially 
rebalancing. Dynamic aggregate demand should be put in the centre of 
the policy equation alongside well-targeted structural reforms. This 
implies in the first place a morator ium on interest rate hikes: Raising 
interest rates higher  than 4% is cer tain to strangle growth. At the same 
time, fiscal policy makers should develop a double dividend policy 



stimulating demand and improving the economy’s productive potential at 
the same time, even if this would lead to a temporary and slight reduction 
of the pace of fiscal consolidation.   

 

·  Finally, the euro area economy needs a totally different wage policy. The 
trend of nominal wages expanding at a rate limited to around 2% is too 
low to sustain a process of continuing and robust economic growth. 
Recovery. Too low wage growth is in practice also leading to a (low) 
growth pattern based on several and growing imbalances (growing 
household debts, a boom in the housing market, financial speculation by 
hedge funds and pr ivate equity funds, competitive imbalances in the euro 
area). To shift the pattern of growth from growth based on increasing 
financial imbalances to growth based on real wages and productivity 
growth, the ECB should in fact welcome higher  wage settlements instead 
of intervening in what should be an autonomous process of collective 
bargaining.  

 
 
 
I . The euro area labour  market is able to suppor t fur ther  growth  
 

 
The 2006 outcomes on growth and jobs show that the case of those that are claiming 
that the European labour market is unresponsive and suffering from ‘ rigidities’  is not 
very convincing at all. Indeed, accelerating demand growth in 2006 did not run into a 
‘brick wall’  of insufficient supply. Instead of generating new inflationary pressures, 
higher and demand-led growth got translated into higher economic activity and higher 
job creation.  
 
This reaction points to the fact that spare capacities and spare workers were available 
on the euro area labour market, channelling the economy’s response to demand side 
impulses into higher output instead of higher prices.  
 
But what if spare capacities are still available on the labour market? If so, there is an 
opportunity for demand side policies to continue to support the process of robust 
growth, thereby translating spare workers into effective jobs. 
 
 
 

A. Spare workers are still available  
 
 

An analysis of the euro area labour market indeed finds several indicators pointing to 
the fact that there is still an available reserve of spare workers: 
 



 
·  A first indication is that wage trends are still extremely moderate, and this 

despite the fact that unemployment is now at its lowest level since the beginning 
of the nineties. Indeed, unemployment may now be lower compared to its 2000 
level (8% versus 8,7%) but wage behaviour is totally different. Whereas wages 
started to accelerate sharply when unemployment dived under 9% from 2000 on 
to reach a peak of 4,5% wage growth beginning 2001, wages are expanding at a 
substantially lower rate of 2,3-2,5% and signs of an acceleration of wage growth 
over 2007 are highly mixed. Even if wages would slightly pick up, wage growth 
is expected to remain modest and much below the inflationary threshold of 3,5 - 
4% (see table I).There may be different reasons for this. It may be that workers 
are feeling more insecure because of globalisation ,that reforms have 
structurally weakened the bargaining position of workers or that unemployment 
statistics have been ‘cleaned up’  thereby reducing their comparability over time. 
However, whatever the reasons for it, the pattern of continuing weak wage 
growth while unemployment is falling at the same time means that economic 
growth is still tapping into a reservoir of excess supply of workers. 

 
 
·  A similar indication can be deducted from the links between unemployment 

levels and the share of firms reporting their inability to find skilled labour. 
According to this latter statistic, skill shortages in the euro area remain limited 
with on average barely 5% of firms reporting problems in attracting skilled 
labour. Whereas, together with falling unemployment, this percentage has been 
slightly moving up, there is also a clear sidewards shift noticeable in graph I, 
implying that a structural change has taken place on the euro area labour market. 
Whereas in 2000, 9% unemployment was associated with 10% of firms 
reporting skills shortages, the share of firms confronted with this problem is now 
half as low. With the average educational level of the working population now 
being higher and with the share of low educated workers having fallen 
substantially since 2000 (see table II), this should not come as a big surprise. 
Improved educational levels have the effect of improving the skills match 
between available workers and the jobs that firms are offering in an era of 
globalisation and technological progress. This should be taken into account by 
policy makers when considering the potential dangers of falling unemployment 
for inflation: A higher share of  well educated workers means that 
unemployment can now be lower than it was at the previous peak of the business 
cycle without causing high wage drift leading to accelerating inflation.  

 
 



Graph I  Bever idge curve 
 
 
 

 
 
 
 
 
 
 
 



 
TABLE I : RECENT TRENDS IN COLLECTIVE BARGAINING 

AGREEMENTS 
 

SIGNS OF ACCELERATION  
IG-Metall wage demand 6.5% (5% previous bargaining round) 
IG- Chemicals 5.5% wage demand/3.7% effective 

wage increase 
German Steel 3.8% in 2007/2.6% over entire time 

span of the agreement 
Spanish Metal  3.5% 2006 agreement concluded end 

2006 
Spanish public sector Minimum uplift for 2007 of 3% 
Italian metal Wage demands between 90 to 130 

euro, up from 100 euro wage deal 2006 
FNV-Netherlands Coordinates on 3% maximum wage 

increase in 2007, up from 1.3% in 2006 
SIGNS OF DECELERATION  
Austrian metal 2.6% 2007 agreement (down from 

3.1% in 2006) 
Germany (VW, construction,) Trend for longer and unpaid hours 

going on 
Finland No pay increase until September 2007 
France Catching up effect of minimum wages 

(harmonisation because of 35 hour 
week) has ended 

SIGNS OF CONTINUING 
MODESTY 

 

Belgium 5% wage norm for 2007 and 2006 
(2.4% in previous year), with an uplift 
of 4% for minimum wages 

Spain Intersectoral agreement for a wage 
norm of 2 to 3% bargained wage 
increases in 2007 

Italy Boost in wages from delayed contract 
renewals not expected in 2007 (2.5% 
bargained wage outcome 2006 with 
such boost) 

Germany (banks, post, hotels, paper, 
textiles) 

Bargained wage increases ranging from 
1.4 to 2.5% 

Germany- provisional WSI estimate1 1.9% 
 
 
 
 
                                                 
1 Based on already concluded wage agreements plus a certain acceleration of bargained wages in metal, 
chemicals and construction sector in the middle or later in the year 2007. 



 
TABLE I I : SHARE OF WORKING POPULATION (15-64) ACCORDING TO 

EDUCATIONAL ATTAINMENT 
 Low educated Medium educated High educated 
2000 36.2 46.3 17.6 
2005 32.8 47.3 19.9 
Source: Employment in Europe report 2006 
 
 
 
·  A situation of spare workers available can also be deducted from the 

composition of the unemployed population. Between one half and three thirds 
of all unemployed are short term unemployed, with an important sub-part of 
them being unemployed for less than six months (table III).There is a high 
probability that these workers, if necessary with some additional training, can 
be taken up by the process of growth and job creation without much difficulties.  

 
Table I I I  Unemployment 

2006 
Share of 
unemployed below 
12 months 

Share of 
unemployed below 
6 months 

Austria 5.1 75 57 
Belgium 8.6 48 32 
Finland 7.7 75 58 
France 9.3 58 39 
Germany 8.9 46 29 
Italy 7.1 48 22 
Netherlands 3.9 60 40 
Portugal 7.6 51 29 
Spain 8.1 68 63 
 
Source: Commission, OECD Society at a glance 2006 
 
 
 
 
·  A final hidden labour reserve concerns discouraged workers having withdrawn 

from the labour market and the active population because of the difficulties 
experienced in finding a job. With stronger job dynamics unfolding themselves 
in the economy, these discouraged workers will re-enter the labour market, 
thereby reinforcing the capacity of the economy to sustain robust growth rates. 

 
 
 
 
 
 
 



B. Aggregate demand policies will also unleash labour market trends to boost 
productivity 

 
 
On top of mobilising the reserve of unemployed and/or inactive workers, a policy of 
maintaining robust growth rates of aggregate demand will also unleash the 
productivity potential of the economy: 
   
·  One channel concerns part-time workers. There has been a substantial increase 

in the incidence of part-time workers since 2000 with their share in total 
employment rising from 15% to 20%. And inside the category of part-timers, the 
number of those saying they are working part-time because they are able to find 
a full time jobs has also been rising. Expressed as a percentage of total 
employment, there are now 4% of all workers being involuntary part-timers. In 
absolute numbers, this concerns 17 million of workers and represents a potential 
for 8 million full time jobs to be created. Note that a shift from part-timers doing 
full-time work would imply higher GDP growth, not only because the same 
number ‘heads’  are now putting in more time but also because part-time work 
tends to be associated with jobs associated with lower productivity.  

 
·  Another channel is about the match between jobs and workers’  skills. The 

fourth working conditions survey of the Dublin Foundation (2005) finds that 
one third of workers are of the opinion that they can cope with more demanding 
jobs, in other words that they are overqualified for the work they are doing. This 
is the so-called ladder effect. Confronted with a general lack of jobs, better 
skilled workers have been substituting lower skilled workers, thereby pushing 
the latter from the employment ladder and into unemployment. Continuing 
robust growth and new job creation may reverse this ‘ ladder effect’  and 
transform it into a ‘chimney’  effect: With new job opportunities being created 
because of demand and growth returning to the economy, better skilled workers 
in lower qualified jobs will leave those jobs and move to other, more productive 
ones. And in doing so, they will liberate the work places they’ve been 
occupying so that the lower skilled unemployed can take them back up. At the 
same time, average productivity will go up because of the improvement in the 
matching process: Better qualified workers are no longer wasted on jobs below 
their levels of skills. 

 
 
 
I I . A two handed policy: Aggregate demand and structural reform policy 
 
The previous analysis has shown that the potential of the euro area labour market to 
support a continuing process of robust growth is not to be underestimated. At the 
same time, this points to the power of macro-economic policies to tap into these 
unexploited labour market reserves. By supporting growth rates in the order of 2,5 to 
3%, aggregate demand policy can gradually mobilize these unexplored reserves of the 
euro area labour market, thereby reducing unemployment without triggering a 
renewal of inflationary pressures. Indeed, a gradual process whereby total 



employment is expanding at rates around 1,5% will mobilize short term unemployed,  
discouraged inactive workers as well as involuntary part-timers while at the same time 
moving skilled workers into skilled jobs thereby opening up job opportunities for 
lower skilled unemployed. 
 
Does this mean that the ETUC is simply asking policy makers to support aggregate 
demand and relax and watch how growth is bringing unemployment automatically 
down? The answer to this is no. While the potential of aggregate demand policy to 
push unemployment down should not be underestimated, one should at the same time 
consider that there is a certain degree of uncertainty surrounding the exact threshold 
from which demand policy might overshoot and from which lower unemployment 
would indeed trigger inflationary pressures. To address this concern, some insurance 
needs to be taken. And the insurance to be taken are well-targeted structural reforms 
that help pushing further backwards the point at which growth and lower 
unemployment would finally feed into higher inflation. In this way, aggregate demand 
policy and structural reforms are mutually reinforcing: Whereas the first set of 
policies is lowering effective unemployment, the latter set of policies is moving the   
inflationary level of unemployment even further backwards. 
 
However, to achieve this, structural policies should be well-targeted and, instead of 
being confused with an ideological agenda of overall deregulation, focussing on those 
reforms that really contribute to enlarging the euro area’s labour market potential.  
 
Here’s a short list of such growth enhancing reforms:  
 
 
·  Reform nr 1 is training. With around half of all unemployed having been 

involved in the working life one or less than one year ago, a limited amount of 
training, job counselling and/or job search help can improve the process of 
matching new created jobs with unemployed. We note that the European 
Employment Strategy has specific guidelines and targets on the activation of 
short term unemployed and that the 2006 Lisbon Spring Council suggested in 
tightening the objective by asking for an activation of the unemployed within 
six months. However, statistics to follow through on member states’  efforts to 
do so are scarce and the impression is that the budgets devoted to active labour 
markets policies have been shrinking over the years. 

·  Reform nr 2 is – again- training. The longer term unemployed should not be left 
to their fate. Here, a more substantial investment in training and re-orienting 
skills is probably necessary, with  ‘ learnfare’ (improving skills and getting 
people into good jobs) in the centre of activation policies, as opposed to 
‘workfare’  (getting people as quickly as possible into any kind of job). 

·  Reform nr 3: Training once again. Not only the unemployed need to be assisted 
in the ‘modern’  labour market, workers as well need to prepare for external or 
internal change by upgrading their skills levels. Here, we note that too few 
workers participate in lifelong learning and that employers provide too limited 
access to training opportunities. Less than 30% of workers in Europe enjoy 



access to training offered by their employers… a share that has been falling 
since 2000. Moreover, workers in what tend to be precarious contracts such as 
temporary agency workers have even less access to employer organised 
training. Policy measures such as multi-employer collective bargaining 
agreements with measures to invest n workers ‘ training need to address this.  

·  Reform nr 4: Tackling the 40% or so of part time workers that are working part-
time in order to reconcile work and family life. Here, the provision of affordable 
and quality child care facilities is key in changing the pattern of , often skilled, 
female workers giving up a full time job in order to raise their children. 

·  Reform nr 5: Tackling long working hours. The lack of affordable child care 
however is not the only problem keeping women out of full time jobs. Long 
working hours are another factor. They tend to drive women into part time 
employment, even if these part time jobs are way below their skills levels. In 
doing so, long working hours are contributing to a waste of human potential in 
the labour market. In addition to improving regulation on long working hours, 
one should also think of rules and collective agreements to grant workers the 
right on flexible working conditions so that workers have more say in 
organising their jobs and striking a better work-life balance. 

·  Reform policy nr 6: Tackling involuntary part time work. Whereas the general 
process of jobs growing at a rates of around 1,5% a year can provide workers 
locked into part time jobs with a way out, this can be enhanced further by 
providing part timers with a right to transit into a full time contract, thereby 
pointing employers to the need to make better and more productive use of their 
work force.    

 
 
I I I . The present or ientation of macro-economic policies: Heading for  another  

growth squeeze? 
 
It is no coincidence that growth in 2006 was back on the agenda, nor is it a 
coincidence that growth 2007 is widely expected to slow down. Both events are 
shaped by macro-economic policies. Whereas fiscal policy over 2006 was having  
expansionary effects,2macro-economic policies over 2007 have reverted orientation. 
Faced with a combination of fiscal contraction (Germany, Italy), monetary tightening 
and exchange rate appreciation, the weakening of growth over 2007 does not come as 
a surprise.  
 
With macro policy makers remaining primarily focussed on the monetary side of the 
economy instead of also paying attention to the need to keep up robust rates of 
economic expansion, it is to be feared that macro policy makers will continue to put a 
squeeze on growth, with a certain probability of having an ‘accident’  as a 
consequence:  
 
                                                 
2 See ETUC report November 2006 : Turning the upturn into a cycle of strong and continuing growth’  



·  Fiscal policy is bound to remain contractionary. Deficits are not yet totally 
eliminated and remain high and close to 3% in some big member states (France, 
Italy). This will lead to a continuation of fiscal consolidation efforts in the near 
future. 

·  Monetary policy has already been tightened substantially and, most probably, 
more is yet to come. The ECB seems determined to increase interest rates 
further to 4% in June and may even continue to hike interest rates after that. 
However, if the ECB were indeed to do so, then monetary policy takes on 
another and more damaging dimension. Whereas the increase in short term 
policy interest rates can be described until now as withdrawing support from the 
economy, further interest rate hikes will have effects beyond that. Interest rates 
at or above 4% will no longer withdraw support but will simply undermine and 
strangle growth! This can not only be deducted from technical exercises such as 
the ‘neutral’  level of interest rates (which would be around 4% if a 2% inflation 
target and 2% growth trend would be taken as a reference). More importantly, it 
should be underlined that the increase of short term interest rates from 2 to 
3,75% has thus far only had a limited impact on long term interest rates which 
are even more important for supporting demand and growth. Indeed, whereas 
short term rates have increased by 175 base points over the last one and a half 
year, long term interest rates have only moved up by some 60-70 base points. 
Now however, the absolute level of short term interest rates is very close to the 
level of long term rates, implying that short term rates will now start functioning 
as a floor pushing the segment of long term rates up. Any upward move short 
term rates is now bound to be fully and equally proportionally reflected in long 
term rates. In other words, the ‘bite’  of monetary policy in order to stage a 
downturn improves substantially from the moment short term rates hit the level 
of long term interest rates, thereby producing substantial negative effects on 
investments and savings decisions. 

·  Exchange rate policy has also been moving in a pro-cyclical way and more may 
be to come. Indeed, the impact of higher short term policy interest rates  will not 
remain limited to domestic investments and savings, it will also influence the 
euro area exchange rate. At this moment in particular, exchange rate markets are 
very sensitive to interest rate differentials between the euro and the dollar. Any 
expectation of a decrease in the difference between US and euro area policy 
rates is triggering speculative flows, pushing the already overvalued euro 
exchange rate even higher. This however is damaging euro are competitiveness, 
with job and growth losses as a result (see also Elnep-2007 estimates of a 10% 
appreciation of the euro leading to a relative loss of 1.4 percentage points of 
GDP and 1.1 million of jobs in 2008).   

 
In fact, as the following graph shows, the OECD leading indicator  has seen 
another  turnaround. Whereas this indicator  was signalling a coming upturn end 
2005, the OECD’s instrument is now flashing out warning signal of a slowdown 
in growth that is developing itself. 
 



 
 

 
 
 
 
 
IV. The euro area economy needs higher  wage growth  

 
 
The process of wage formation is part of the macro-economic policy mix, together 
with monetary, fiscal and exchange rate policies. The ECB however seems to be 
in the process of targeting wage formation in particular by warning for 
inflationary dangers coming from higher than expected wage outcomes. 
 
In doing so, the ECB fails to make the crucial distinction between a healthy 
acceleration of wage growth as a normal and indispensable part of a recovery on 
the one hand and real inflationary wage developments on the other hand. And in 
making this error, the ECB is ending up with an inconsistent and contradictory 
view of its process of monetary policy.  
 
Why the euro area needs wages to grow harder and faster 

 
Over the past few years, wage growth in the euro area has been extremely modest and  
real wage growth has essentially been zero. There are several reasons why 
accelerating wages, breaking with this trend of zero real wage growth, are a good 
thing and not something to be worrying about: 
 



·  Higher wage growth is a normal feature of any business cycle and in fact even 
necessary in order to turn the recovery into a process of high and self 
sustaining growth. An economy as big as the euro area cannot enjoy ‘a free 
ride’  forever. The euro area’s growth performance cannot keep on relying 
indefinitely on the rest of the world providing the euro area with net export 
demand servicing these exports3. To transform an export/investment led 
recovery into a process of autonomous growth, household demand needs to 
kick in so that the virtuous cycle of investment demand and household 
consumption mutually supporting each other can be closed. However, in order 
for private consumption to recover to rates that would support such a process 
of high and self sustaining growth, a certain acceleration of wage growth is 
indispensable. If real wage were to remain zero, then private consumption 
growth would also remain muted and the probability of the upturn 
transforming itself in a process of sustained and  autonomous growth will be 
quite low.  

·  Although the ECB will be certainly astonished to read this, higher wage 
growth also fits in with the framework of thinking about monetary policy that 
the ECB is implicitly following. If the ECB is now hiking rates, even at a time 
when inflation is firmly under control, this is because the ECB’s executive 
board does not like the role it has been forced to play over the past few years. 
Indeed, with growth caught in a multi-year slump (notably because of intense 
wage moderation and lack of purchasing power from the side of workers), the 
ECB has had no other choice but to go for a level of interest rates and rates of 
liquidity growth which it considers to be ‘abnormal’ . European (and other) 
monetary policy makers have also been worrying about the increasing rates of 
household indebtedness and housing market bubbles that have characterised 
some members of monetary union (Spain and to a smaller degree France, 
Italy) and which are a direct consequence of high liquidity available at 
historically low interest rates.4. However, the ECB should see the connection 
between the two developments of low wage growth and rising indebtedness: If 
wage growth remains weak then the shift from a pattern of growth based on 
rising debts and asset bubbles to a more self-sustained pattern of growth being 
based on real wages expanding in line with productivity will not be possible. 
The ECB should be consistent: I f the ECB is keen on raising interest 
rates, then it should also realise that a cer tain acceleration of wage growth 
from extremely low and modest levels (essentially zero wage growth) is 
actually very desirable in order  to compensate for  the withdrawal of 
monetary suppor t and to keep the economy growing at sufficient rates. 

. 

                                                 
3 In the past, the US has taken up the role of  ‘demander of last resort’  for the world economy. 
However, global imbalances as well as domestic imbalances inside the US have been building up and 
adjustment will need to take place sooner or later. To avoid   
4 An additional (and perhaps more convincing) argument in the same context is that interest rates need 
to return to more neutral rates in time in order to constitute a safety margin against future negative 
shocks. In other words, after several years of very low interest rates, rates now need to rise so that the 
ECB can recharge its monetary artillery. 



 

·  Higher wage growth is also necessary and urgent to stop growing imbalances 
inside the euro area. Indeed, over the past years, the German economy has been 
building up its competitive position through a de facto strategy of  extreme 
wage moderation, made possible by enterprise ‘concessional bargaining. At the 
risk of endangering economic cohesion inside the monetary union, this cannot 
go indefinitely. Germany needs to switch from a growth strategy solely based 
on exports and producing low overall growth to a  strategy based on domestic 
demand and domestic consumption supported by real wage growth. 
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