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Economic activity in the Eurozone has done better than expected over the last few quarters. The overall
consensus regarding this year’s growth rate rose from 1.7% to 2.4%, while inflation remained stable. The
European Central Bank (ECB) has repeatedly stated that it expects inflation gradually accelerate until it reaches
the target of close to but less than 2%. Improving job market conditions and the resulting impact on wages
become key factors to reach the target.

The region’s job market is stronger and unemployment rates are bordering historical lows. The
unemployment rate reached 8.6% in January this year, compared to almost 12% at the height of the crisis. This
positive trend is spread across all member countries – albeit at different intensities. Greece and Spain have the
highest unemployment rates (21% and 16% respectively), reflecting the fallout from Greece’s fiscal crisis and
the aftermath of the housing crisis in Spain. Nonetheless, job market conditions have improved even in these
countries. Amidst the financial and fiscal crises in mid-2013, unemployment rates in Greece and Spain rose to
28% and 26%, respectively. On the other end of the spectrum, Germany reached its lowest historical
unemployment rate (5.4%)..

Job market tightness is apparent in several metrics, from the traditional unemployment rate to alternative
measures, such as the underemployment share in the total workforce or the unemployment rate by age
group. Although part of the population is underemployed and working part-time jobs, the participation of this
subset in the labor force has declined in relative and absolute terms. Although the scenario is less favorable for
younger workers (unemployment among under-25s remains at about 18%), job market conditions are
improving across age groups as well.
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Chart 1 – Unemployment rate, Eurozone (selected countries)
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Bringing the analysis to the specific case of the Brazilian economy, the data indicate that its highest-
growth period coincided with a more appreciated exchange rate, which is not surprising given the
country’s low savings rate. The period between 2007 and 2014 was marked by an appreciated real
exchange rate compared to its historical average, and saw significantly high GDP growth (3.9%), well
above Brazil’s average of 2.2% (1988-2017), with domestic demand growing 5.2%, and industrial
production up 1.1% over the same period. Exports, by quantity, rose 0.7%, while imports increased

Chart 2 – Underemployment rate, Eurozone
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Chart 3 – Unemployment rate, by age group, Eurozone
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Economic and academic authorities have been debating this gap between the falling unemployment
rate and moderate salary adjustments. The ECB has repeatedly questioned a possible change in the
relationship between these variables. The ECB argued in 2015 that lower-than-expected earnings
growth could be due to changes in labor laws, which occurred in several countries in the region and
would generate productivity gains. The perception at that time that labor continued in surplus also
ended up limiting wage cost acceleration. However, concerns on possible inflationary pressures from
labor costs have increased over time as undemployment fell. The historical relationship between
these variables, expressed in the Phillips curve, shows that wage adjustment sensitivity has been
lower than in the past (which has also happened in other countries, especially in the United States) – a
situation often referred to as a “flatter Phillips Curve”.

We believe that aggregate data analysis may hide some underlying trends. For example, looking at
the data by country, we noticed that Germany is more advanced in the cycle, with an unemployment
rate at the lowest historical level and experiencing a subtle rise in unit labor costs.

Chart 4 – Wages and ULC in the Eurozone
Year-over-Year change – in %
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Chart 5 – Annual variation of the ULC – Selected Eurozone countries
in %
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Although the job market cycle is more advanced in Germany, its Phillips curve with post-crisis data appears
to be fairly horizontal. The analysis period does not, in fact, contemplate several economic cycles, but several
regions of the world show surprisingly persistent (downward) inflation trends after the 2008 crisis.

Although inflation sensitivity to unemployment may have declined in Germany, as well as in other developed
countries, it is important to note that sensitivity still exists. Several studies consider the German economy as
a benchmark in terms of productivity for the region. That means that Germany ends up playing an anchor role
in the expectations for salary readjustments of other countries in the block. As a result, a true increase in
German labor costs, even if very gradual, may be a warning sign for a more consistent inflation upturn in the
Eurozone.

Our base scenario does not include abrupt shifts in terms of Eurozone labor costs. Even in Germany, the
migration of workforce from neighboring lower-wage countries (such as Hungary, Bulgaria and the Czech
Republic) helped mitigate latent pressure from higher pay. However, we expect a slow upward movement in
labor costs, compatible with maintaining an accommodative monetary policy for a few more quarters to come.
We expect the ECB’s asset purchase program to close in September of this year, but discussions on purchase
withdrawals (reduction of the central bank’s balance sheet) or interest rate adjustments will most likely be
pushed to 2019.

Chart 6 – Germany: Phillips curve suggested by post-crisis data (2008-2017)
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Chart 7 – Consumer inflation (core) – Eurozone and Germany
Annual change
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