
Inflation and wage setting behaviour in the global economy

Global inflation trends

Global inflation remained low and stable in the period under review despite
continued strong economic growth and rising energy prices (Graph II.4). 
Headline consumer price inflation in the United States rose to 43/4% last autumn
as petrol prices peaked after the hurricanes, but fell back towards the end of the
year. Headline CPI inflation in other advanced industrial countries also trended
higher during the past year or so, but was still low by historical standards.
Consumer price inflation moderated in Latin America and remained relatively
stable in central and eastern Europe. Inflation trends in emerging Asia diverged:
while inflation in China declined, despite continuing rapid economic growth,
several other countries recorded rising inflation rates (see Chapter III). 

Core inflation rates stayed largely unchanged in the United States and
Europe, resulting in a particularly wide gap between headline and core inflation
in the third quarter of 2005. In Japan, inflation excluding fresh food crept up to
1/2% around the turn of the year. Core inflation in emerging market economies
was broadly stable.

That headline inflation failed to follow the upward movement of energy
prices contrasts sharply with the wage-price spirals that characterised the
1970s. However, it is consistent with the more recent trend of declining inflation
persistence. From 1970 to 1989 in the G7 countries, more than 80% of the
price increases in the previous six months persisted into the following month.
This ratio dropped to less than 50% in the United States after the 1990s, and
fell likewise in Canada, Japan and the United Kingdom. The evidence is more
mixed in the euro area. The degree of inflation persistence is also reported to
have declined in many emerging economies.

Another global trend that has remained intact is the lower international
dispersion of inflation rates worldwide. By 2005, inflation rates in advanced
economies had converged to a range of about 0 to 3%, compared to a range
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Graph II.4

1 Annual changes in consumer prices. 2 Weighted averages based on 2000 GDP and PPP exchange rates.    
3 Medians of the sample. 4 In per cent. 5 Standard deviation of monthly inflation rates within the year.

Sources: IMF; CEIC; national data; BIS calculations.



of about 20 percentage points in 1980. Coefficients of variation of inflation rates
declined from 1.2 in the mid-1980s to less than 0.5 in 2005. Among emerging
markets, successful macroeconomic stabilisation efforts have also reduced the
dispersion of inflation rates since the mid-1990s.

The forces behind these long-term trends in the inflation process are not
entirely clear. The lion’s share of the decline in the level and variability of 
inflation rates can be explained by a common factor (Table II.3). However, this
measure arguably captures quite distinct economic causes. One element has
been changes in the conduct of monetary policy. From this angle, common
global inflation trends are the result of a simultaneous shift in domestic 
economic policies in many countries. Another, truly global, factor is the growing
international integration of the markets for goods and factors of production,
together with a shift in supply-demand conditions at the global level. In this
regard, the economic opening of China, India and the former Soviet bloc, but
also the growing economic strength of Asia and Latin America, have played a
key role. The apparently greater significance of global measures of economic
slack as drivers of domestic inflation is an indication of the increasingly global
character of the inflation process (see Chapter IV).

Large movements in relative prices at the global level, over the past five
years or so, lend support to the view that changes in the real economy have
affected global inflation dynamics. On the one hand, commodity prices have
risen by more than 30% (Graph II.5). This increase has coincided with booming
demand for commodities, raw materials and energy from emerging economies:
non-OECD countries accounted for about two thirds of the 20% growth in
global oil demand from 1995 to 2005. On the other hand, the supply of 
manufactured goods has soared through exports from these newly integrated
emerging economies. For instance, export volumes of developing Asian
economies increased by about 15% per year in 2000–05. During this period,
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Contribution of a common factor to inflation in advanced economies1

Level of inflation rate Volatility of inflation rate

Average Average Difference2 Average Average Difference2

1970–89 1990– Total Explained by 1970–89 1990– Total Explained by2005
Common Country- 

2005
Common Country-

factor3 specific3 factor3 specific3

United States 6.1 2.8 –3.3 –3.7 0.4 0.7 0.1 –0.6 –0.4 –0.2

Japan 5.6 0.6 –5.0 –5.3 0.3 2.2 0.2 –2.0 –0.3 –1.7

Germany 3.8 2.2 –1.6 –2.6 1.0 0.3 0.3 –0.0 –0.3 0.3

France 7.8 1.9 –5.9 –5.6 –0.3 0.9 0.1 –0.8 –0.6 –0.2

United 
Kingdom 9.5 2.6 –6.9 –6.9 0.0 2.4 0.3 –2.1 –0.5 –1.6

Italy 11.2 3.5 –7.7 –8.0 0.3 2.3 0.2 –2.1 –0.6 –1.5

Canada 6.7 2.2 –4.5 –4.5 –0.0 0.7 0.3 –0.4 –0.5 0.1

OECD 8.3 2.7 –5.6 –5.2 –0.4 1.7 0.4 –1.3 –0.4 –0.9

1 Inflation rates of 22 OECD countries are decomposed to a common factor (ie co-movements across countries) and country-
specific factors by a dynamic factor model. 2 Difference between 1970–89 and 1990–2005. 3 Contribution to difference.

Sources: OECD; BIS calculations. Table II.3
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the prices of imported consumer durables fell by 5% in the major industrial
countries while the prices of many non-tradable goods continued to rise.

These shifts in relative prices contrast starkly with the patterns observed
during the oil price shock in the late 1970s. From 1978 to 1981, the prices of
goods, services and commodities in the G3 increased more or less uniformly
in the order of 25–35%.

Wage setting behaviour and globalisation

The secular decline in inflation has gone hand in hand with great restraint in
nominal wage growth. Increases in unit labour costs have moderated in tandem
with nominal wages, and wage shares in the total economy have fallen by 5%
over the past three decades or so (Graph II.6).

… and contrast 
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Graph II.5

1 Weighted averages of the United States, the euro area and Japan, based on 2000 GDP and PPP exchange 
rates; changes, in per cent. 2 Over four quarters. 3 Goods excluding food and energy. 4 United States 
and Japan. 5 ICD = imported consumer durables; CG = core goods; G = goods; S = services; C = commodities; 
H = houses.

Sources: HWWI; national data.
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Graph II.6

1 Common factors among OECD countries. Normalised data, measured as the difference between the 
indicator and its sample average, expressed in points of standard deviation. 2 Changes in consumer prices.    
3 Business sector. 4 Total economy. Weighted average of the G10 countries, based on 2000 GDP and PPP 
exchange rates; as a percentage of value added.

Sources: OECD; national data; BIS calculations.
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Undoubtedly, several factors have played a role in this process. Many
observers have argued that the greater credibility of monetary policy, achieved
through a more active response to inflationary shocks, contained wage
increases by providing a firmer anchor for inflation expectations (see Chapter IV).
Moreover, higher labour productivity growth, thanks to capital deepening and
technological progress, has also helped to limit increases in unit labour costs.
Finally, coupled with lower union density and more decentralised collective
bargaining, the deregulation of domestic labour markets over the past decade
or so has tended to reduce the bargaining power of some groups of workers.

At the same time, the influence of the globalisation process should not be
underestimated. The integration of emerging market economies into the global
production process has, by some estimates, effectively doubled the supply of
active workers engaged in the global economy. This, together with other
aspects of globalisation, has arguably influenced labour market policies and
wage setting behaviour in advanced industrial countries. At least three 
channels seem to have played a role in this process.

First, increased international labour mobility has helped to ease supply
constraints in domestic labour markets. This seems to have mitigated upward
pressures on wages, especially for low-skilled workers (Graph II.7). The 
awareness that a growing number of jobs are exposed to competition from
immigrants could exert a significant influence on wages in countries where
labour can easily move across borders. For instance, in the United States 
the influx of immigrants, which increased the supply of working males by 
11% between 1980 and 2000, is estimated to have slowed wage growth by 
3 percentage points. In western Europe, the average annual ratio of immigrants
to population has essentially doubled since the fall of the Iron Curtain in 1989.
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Graph II.7

1 Changes, in percentage points. 2 From 1990 to 2000. HSD = high school dropouts; HSG = high school 
graduates; SC = some college; CG = college graduates. 3 From 1994 to 2004. Based on nine manufacturing 
industries (excluding transportation). 4 Production in East Asia by Japanese manufacturers as a percentage
of their total manufacturing production. 5 Wage payments as a percentage of sales.

Sources: G J Borjas, “The labor demand curve is downward sloping: reexamining the impact of immigration
on the labor market”, Quarterly Journal of Economics, vol 118, 2003, pp 1335–74; national data; BIS 
calculations.



The effect of cross-border labour mobility on wages within Europe may have
increased further after the EU enlargement in 2004. For instance, in the United
Kingdom significant declines in workers’ overtime payments were observed 
in 2005 in those industries in which non-UK nationals accounted for a large
proportion of the workforce.

Second, the relocation of production – actual or threatened – has curtailed
the bargaining power of workers and trade unions in many industrial countries.
The rapid growth of trade in material inputs, such as parts and components, is
an indication of the growing vertical integration of production processes at the
global level. The growth rate of world trade in parts and components averaged
9% during the period 1990–2000, compared with 61/2% for world trade growth
as a whole. In the United States, the share of imported material inputs rose
from 12% of total imports in 1992 to 17% in 2000. While the effect to date has
mostly been felt in the manufacturing sector, higher-skilled and higher-wage
jobs in the services sectors are becoming more and more contestable. The
impact of relocating production facilities is visible in Japan, where industries
that have actively pursued strategies of relocating production have tended 
to reduce wage shares more aggressively (Graph II.7, right-hand panel). In
Germany, large firms have been able to negotiate real wage cuts in exchange
for giving up plans to relocate production.

Finally, the opening of markets for goods and, increasingly, services to
international competition has intensified competitive pressures on producers
in advanced industrial countries. The greater contestability in goods markets
has forced dominant domestic firms to step up their efforts to cut costs. The
reduction of wage bills has been a key element in strategies aimed at curtailing
the cost advantage enjoyed by producers in newly globalising countries such as
China and India. Indeed, wage shares have on average fallen more in industries
that have faced higher import penetration, such as apparel (Graph II.8).

… the relocation of 
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Graph II.8

1 Changes, in percentage points, from 1998 to 2004. Based on 21 manufacturing industries for the United 
States and 17 for Japan. 2 Imports as a percentage of domestic consumption (output minus exports plus 
imports). 3 Wage payments as a percentage of sales.

Sources: National data; BIS calculations.
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