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Box 3.1: The increase in unit profits is a temporary phenomenon reflecting high inflation

High inflation has put the distribution of value added between profit, compensation of employees and taxes 

under the spotlight. A number of empirical studies (1) have highlighted the increase in unit profits that has 

accompanied the increase in inflation in 2022. Based on a decomposition of the GDP deflator, unit profits appear to 

have increased steadily in 2022, growing at a record 9.3% (year-on-year) in Q1 2023 before decreasing slightly in Q2 

(Graph 1a). (2) Unit profits have increased across all euro area countries and sectors, albeit with wide variations. In 

2021, the increase in unit profit was led by industry, including manufacturing, energy and utilities, as well as mining, 

but other sectors, including services, caught up in 2022 (Graph 1b). The mirror image of the rise in profit has been a 

lower share of value added going to labour income. Accordingly, concerns that the rise in inflation may translate into 

extraordinary profits in some sectors, to the detriment of workers, led some European governments to take policy 

action. A number of Member States announced windfall taxes on sectors including banks (e.g. Spain and Italy) and 

food distributors (in Portugal). 

 

   

A higher inflation does not point to weak competition, nor does a higher level of competition necessarily 

translate in lower inflation. In fact, in the short run, the relationship between competition and inflation depends on 

the nature of the shock. An increase in input costs will typically result in higher inflation in more competitive 

environments, as firms cannot absorb costs inflation through lower margin (OECD, 2022). Second, market power 

affects the absolute price level rather than the price changes. Still, in a high-cost inflation environment, consumers 

may have more understanding for a firm increasing its prices and are less likely to punish a firm by switching to a 

competitor if price increase. Altogether, this suggests that, while increasing competition may reduce prices in the long-

term, competition policy cannot be a prominent short-term anti-inflation tool.    
 

Empirical studies confirm that the increase in unit profits mainly reflects the rapid pass-through of higher input 

cost into selling prices and the comparatively slower adjustment in wages. When input prices rise, and assuming 

that the ratio between selling price and production costs – the mark-up - remains constant, the nominal profit per unit 

produced will also increase by the same proportion. Accordingly, the observed increase in unit profits does not 

necessarily entail higher profit margins. Recent evidence for Belgium and Italy indeed suggests that mark-ups played 

no role in the recent increase in profits (Colonna et al., 2023). Meanwhile, wages are generally set contractually or 

renegotiated at fixed intervals and hence adjust more slowly to shocks than prices. The rising contribution of ULC and 

other wage indicators from 2022 onwards points to a lagged reaction of labour compensation and suggest that the 

increase in unit profits may be temporary (Graph A). This is consistent with evidence from the US which suggests that 

higher unit profits could be a by-product of strong demand in markets where firms are price-takers and prices have 

risen to match demand to limited supply or margins could have increased temporarily in anticipation of future cost 

increases (Glover et al., 2023). 
  

 
(1) See for example E. and E. Hahn (2023) and Hansen et al. (2023). 
(2) Unit labour costs are compensation of employees per unit of real GDP and unit profits are gross operating surplus over real 

GDP. 
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Box 4.1: Financial architecture of the euro and role of the ESM

The European Stability Mechanism (ESM) reform, agreed in 2020 by Eurogroup members, entrusts, among other 

changes, the ESM to become the backstop to the Single Resolution Fund once the amended ESM Treaty is fully 

ratified. With its contribution to the funds available in case of a bank resolution, the common backstop would help 

ensuring that the ability to provide funding for resolving banks is delinked from the creditworthiness of the Member 

State where a bank is located, thus limiting divergence in financial conditions. The introduction of a common backstop 

to the Single Resolution Fund would thus strengthen and add credibility to the euro area’s crisis management toolkit. 

The proposed ESM reform aims to simplify and clarify the eligibility conditions to access ESM precautionary credit 

lines and it tasks the ESM with the monitoring of macro-financial risks in the euro area to prepare for potential 

adjustment programmes. However, as the amended ESM Treaty has not yet been fully ratified, the reform has not 

been finalised. In the meantime, following its accession to the euro area, Croatia joined the ESM in March 2023. 

The amendments to the ESM Treaty have not addressed the issue related to its institutional nature. The ESM remains 

a purely intergovernmental body operating under public international law. Recently, European Court of Auditors 

(ECA) published a special report on the EU’s financial architecture recommending that, once the ESM Reform is 

fully ratified, a broader reflection on a possible integration of the ESM in the EU legal framework takes place. (1) 

Before the ECA report, the case for an ESM integrated into the EU legal framework has been made on several 

occasions. For example, the “Five Presidents’ report on completing the Economic and Monetary Union”, issued in 

2015, underlined that the ESM’s intergovernmental structure entailed a complex governance and lengthy decision-

making processes, and advised to integrate the institution within the EU Treaties. Similar positions were adopted by 

the European Parliament (2) when reflecting on the future of the Economic and Monetary Union.   

In 2017, the European Commission presented a proposal to integrate the ESM in the EU legal framework through its 

transformation into a union body, the “European Monetary Fund”. The Commission’s proposal aimed at 

strengthening the institutional anchoring of the ESM and aligning its governance with other EU bodies through the 

introduction of qualified majority voting and increased accountability towards the European Parliament. Overall, the 

integration of the ESM into the EU legal framework could simplify the ESM’s governance and make it more agile, 

allowing to respond to any unfolding crises more promptly and efficiently. 

 
(1) The ECA recommends that by 2025, the European Commission engages with the Council and the parliament with a view to 

finalise the integration of the ESM into the EU legal framework. See ECA, 2023. 

(2) See European Parliament, 2013. 
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Box 5.1: Risks of geoeconomic fragmentation

The euro area economy is strongly integrated in global markets. Europe represented about 16% of the 

world’s trade in 2022. The euro area trade-to-GDP ratio is significantly higher today than in 2000. 

Conversely, trade is a critical contributor to growth in the euro area, with trade flows between the euro area 

and the rest of the world reached more than 60% of euro area output (Graph 1a). Two thirds of the EU’s 

imports are inputs, such as raw materials, that contribute to downstream activities in domestic production 

processes (IMF, 2023). 

 

    

Geopolitical tensions and post-COVID supply chains realignments risk future adjustments of trade 

flows. The number of non-tariff barriers to trade has risen significantly since 2020 (Gaal et al., 2023) and 

countries are increasingly using foreign investment screening measures for reasons of national security 

(Panetta, 2023). Harmful interventions to trade increased in 2020 due to the pandemic crisis and in 2022 

(Graph 1b) as a result of Russia’s war against Ukraine and the ensuing food and energy crises. These 

tensions have already contributed to reorienting of trade flows, in particular between the United States and 

China, and companies need to undertake measures to increase the resilience of supply chain in the face of 

geopolitical uncertainty (EBRD, 2022). 

 

Such global trade fragmentation is likely to produce high economic costs. Recent tensions between the 

US and China, the COVID-19 pandemic, and the Russian war of aggression against Ukraine have put 

pressure on trade integration efforts. The ECB estimates that a global trade fragmentation scenario would 

lead to welfare losses, captured by the change in gross national expenditure, of around 1% to 2% in the 

euro area with losses in the euro area would be somewhat greater than those of the United States or China 

owing to its greater trade openness (ECB, 2023c). 
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bn EUR Curr. prices % GDP 04-19 2020 2021 2022 2023 2024 2025
13491.3 100.0 1.2 -6.1 5.9 3.4 0.6 1.2 1.6

7062.5 52.3 1.0 -7.8 4.4 4.3 0.6 1.2 1.5

2899.2 21.5 1.3 1.1 4.2 1.6 0.2 1.0 0.9

3019.5 22.4 1.4 -6.2 3.8 2.6 1.2 1.3 2.0

7435.6 55.1 4.0 -9.0 11.2 7.2 0.2 2.2 3.1

7192.1 53.3 3.8 -8.6 9.0 7.9 -0.3 2.3 3.0

13529.5 100.3 1.3 -6.6 6.9 2.7 0.5 1.3 1.4

1.1 -5.3 4.0 3.1 0.6 1.1 1.4

0.0 -0.3 0.7 0.3 -0.3 0.0 0.0

0.2 -0.5 1.3 -0.1 0.3 0.0 0.2

0.7 -1.4 1.4 2.3 1.1 0.5 0.5

Unemployment rate (a) 10.2 8.0 7.7 6.8 6.6 6.6 6.4

2.1 1.0 2.6 4.1 5.5 4.5 3.4

1.4 4.6 -0.2 3.4 6.0 3.8 2.3

12.7 19.6 17.5 13.7 14.5 14.5 14.4

1.4 1.8 2.2 4.6 5.9 3.0 2.4

1.6 0.3 2.6 8.4 5.6 3.2 2.2

-0.1 1.6 -3.2 -6.3 4.4 0.2 0.2

2.0 3.3 2.7 0.2 1.9 2.0 2.2

1.7 2.3 3.6 1.0 2.5 2.6 2.7

-2.6 -7.1 -5.2 -3.6 -3.2 -2.8 -2.7

-0.9 -3.7 -4.5 -4.0 -3.2 -2.8 -2.8

83.2 99.1 96.5 92.5 90.4 89.7 89.5

Structural budget balance (d)

General government gross debt (c)

(a) as % of total labour force. (b) gross sav ing div ided by adjusted gross disposable income.  (c) as a % of  GDP. (d) as a % of  potential GDP.

Harmonised index of consumer prices

Terms of trade goods

Trade balance (goods) (c)

Current-account balance (c)

General government balance (c)

Employment

Compensation of employees / head

Unit labour costs whole economy

Saving rate of households (b)

GDP deflator

Domestic demand

Inventories

Net exports

Gross fixed capital formation

Exports (goods and services)

Imports (goods and services)

GNI (GDP deflator)

Contribution to GDP growth:

2022 Annual percentage change

GDP

Private Consumption

Public Consumption
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