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* * *
One of the biggest mysteries currently facing central banks around the world is why inflation has
failed to pick up more forcefully after years of extraordinary monetary stimulus.1 This is one of
the most fiercely debated topics in macroeconomics, with few definitive answers.
Many explanations have been put forward, including discussions on the appropriate measure of
economic slack, the role of inflation expectations and the effects of globalisation and
digitalisation.2
One aspect that has received much less attention in the public discussion, however, relates to
the impact of the structural transformation of our economies on inflation dynamics and monetary
policy transmission.
There are many dimensions to this transformation to which central banks should remain alert,
including the impact of ageing and, looking forward, climate change.3 In my remarks this evening,
I will focus on another dimension. Across advanced economies, secular forces have shifted
economic activity, employment and consumption expenditure away from manufactured goods
and towards services.
In my remarks this evening, I will argue that these secular forces are likely to have played, and
continue to play, a non-negligible role in explaining the sluggish response of inflation to economic
activity and monetary policy in recent years.
I will start by presenting some stylised facts that illustrate the extent of past changes in
consumption and production patterns in the euro area, the United States and Japan. I will then
explain how these changes, and the shift towards services, are likely to have affected monetary
policy transmission on both sides of the Atlantic.
In short, prices in the services sector change much less frequently than in other sectors and are
less sensitive to exchange rates. This means that it takes longer for inflation to respond to
changes in monetary policy and economic activity than it did a few decades ago.
I will also suggest that the rise of the services sector in our economies has only affected the
pace of the response of inflation to shocks, but not the overall effectiveness of monetary policy. In
other words, the effects of monetary policy take longer to pass through the economy but they
have not become less powerful.
Finally, I will argue that policies that can help raise productivity and competition in the services
sector may contribute to reduce the lags with which monetary policy is transmitted to consumer
prices.

The rise of the service economy
One of the most striking trends in advanced economies over the past few decades has been the
growing importance of the services sector in aggregate economic activity.
Three stylised facts document this rise.4
First, from 1970 to 2010, the share of services in total gross value added increased by more than
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20 percentage points in the euro area and by about 14 and 16 percentage points in the United
States and Japan respectively. You can see this on my first slide.

Second, and unsurprisingly given that many services are labour intensive, there has been an
even greater increase in the percentage of the workforce employed in the services sector. You
can see this on my next slide. In 2010, the services sector accounted for three-quarters of the
jobs in the euro area, while in 1970 this figure was about 45%. The situation in the United States
is even more stark. In 2010, the services sector accounted for nearly 85% of jobs.
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And, third, over the past 40 years we have seen a significant increase in the consumption of
services by households.5 You can see this on my next slide. Services in the euro area today
account for more than 50% of final consumption, compared with less than 40% in 1980. In the
United States, households today spend nearly 70% of their consumption expenditure on
services, and in Japan, this figure is 60%.
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These developments have been studied widely in the literature.6 William Baumol’s famous “cost
disease” channel, for example, predicted that lower productivity growth would raise the relative
price of services compared with manufacturing, which in turn would affect the sectoral allocation
of consumption and labour.7
You can see this clearly on my next slide. Across advanced economies, the output price of
services relative to manufacturing goods has risen steadily as productivity gains in the
manufacturing sector have outpaced productivity gains in the services sector. As a result,
households in advanced economies are allocating less and less of their expenditure to goods,
which are getting cheaper, and are instead spending more on services, whose relative prices
increase with income over time.8
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Work by David Autor and others, on the other hand, has documented how technological progress
and globalisation have caused profound sectoral shifts in employment in the United
States.9 Their research focused mainly on the flipside of the developments in the services sector
– that is, on the stark decline in manufacturing employment.
You can see this on my next slide. Since the 1970s, the manufacturing sector’s share of total
jobs in the United States and the euro area has practically halved. Today, only around 15% of
workers in the euro area are employed in the manufacturing sector. 10 In the United States, the
figure is less than 10%. The research by David Autor and others has sensitised policymakers to
the challenges that global trade and automation may bring in terms of inequality and social
cohesion.11
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Services, inflation and the transmission of monetary policy
A question that has received much less attention in central banking circles, however, is whether
and how the rise of the services sector has affected the transmission of monetary policy, and
whether it has contributed to the stubbornly weak inflationary pressures that we are observing
today.
There are at least two broad and complementary channels through which this may happen.
The first channel relates to a composition effect – that is, to the changing weight of services in
the consumption basket. As final consumption expenditures shift, so do the weights used to
calculate inflation. You can see this on my next slide. The weight of services in euro area core
inflation has increased by around 10 percentage points since the launch of the single currency in
1999.12 In the United States, services today account for three-quarters of the core CPI basket.
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If prices in the services sector differ in terms of level, volatility and persistence compared with
other sectors, this can be expected to affect aggregate inflation dynamics.
The second channel relates to a transmission effect – that is, differences in how the economy
reacts to monetary impulses from the central bank. If services and manufacturing differ with
respect to their nominal and real rigidities, or feature different interest and exchange rate
sensitivities, then monetary policy will be transmitted differently through the economy. To put it
simply, the investment-saving (IS) curve may have a different slope depending on the weight of
services in the economy.
In what follows I will argue that both the composition and transmission effects could help us
improve our understanding of recent inflation dynamics across advanced economies.
The composition effect
Idiosyncratic shocks in the services sector account for a larger share of aggregate fluctuations
today than they did in the past. Today, an arbitrary increase in service price inflation raises euro
area core inflation by nearly 25% more than it did in the mid-1990s. On my next slide you can see
that, all else being equal, euro area core inflation would have been around 15 basis points lower
in 2018 were it not for the increase in the weight of services in the euro area HICP.
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So, consistent with Baumol’s cost disease effect, the shift towards services, whose relative
prices increase over time, has tended to lift the level of core inflation.13 This is also consistent
with the limited support often found in the literature for global factors in driving domestic
underlying inflation, and with evidence of a declining pass-through of exchange rate changes to
final consumer prices since the 1970s and 80s.14
Put differently, those products that are most exposed to international competition, that are
imported or that have a large import content have gradually become less significant drivers of
aggregate inflation outcomes over time. For example, the import content of non-energy industrial
goods is close to 20% in the euro area HICP, compared with just 8% for services. I will come
back to this in a minute.
The transmission effect
Even more relevant for policymakers, however, is the effect of structural transformation on the
persistence of inflation. This can be best illustrated when considering the impact of the second
channel I mentioned before, namely the way monetary policy propagates through the economy.
To measure the effects of services deepening on the economy, Eurosystem staff have used a
structural model of the euro area to compare how the changes in the structure of the euro area
economy between 1970 and 2010 have affected the response of inflation and output to an easing
of monetary policy.15
On my next slide you can see the results. Three observations stand out.
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First, today the (simulated) immediate reaction of inflation to an easing of monetary policy is
roughly 20% smaller than it was in 1970.16 You can see this by the blue dashed line being well
below the red line for the first year or so.
Second, over a longer horizon, monetary policy affects inflation outcomes more strongly than
previously, meaning its effects are distributed more evenly over time.
Third, the real effects of monetary policy – that is, its effects on employment and growth – have
changed much less over the past few decades and are, at the margin, even slightly stronger
today. You can see this on the right-hand side.
Let me now try to make sense of these three observations.

Services and price rigidities
The key insight for understanding these three effects is the different behaviour of price-setters
across economic sectors. In particular, there is a large and growing body of evidence that shows
that prices in the services sector are considerably “stickier” than in all other sectors in the
economy – that is, they adjust less frequently.17
Take the micro evidence presented by the Eurosystem’s Inflation Persistence Network. In the
euro area, 5.6% of prices in the services sector change each month, compared with 9.2% for
non-energy industrial goods and 28% for unprocessed food.18
Housing services, meanwhile, which account for a quarter of the services weight in the euro area
HICP, are among the most rigid prices in the economy. Apartment rents in Germany, for
example, remain unchanged for more than four years, on average.19 Ranking industries by
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frequency of price changes produces remarkably consistent results across economies, both
within and outside the euro area.20
Estimates of sectoral Phillips curves corroborate these findings. For France, for example,
estimates show that the frequency of price changes across sectors ranges from a single quarter
to almost two years. In virtually all service industries, the frequency of price changes is towards
the upper end of this range.21
There are at least two factors that may help explain why services prices may react more
sluggishly to changes in firms’ external conditions. One is that wages account for around 40% of
input costs in services, compared with 20% in the manufacturing sector.22
Just think of education, health, childcare, restaurants and so forth. Wage rigidity implies that the
costs of producing most services are relatively stable over time, resulting in less need for price
adjustments.
Another factor relates to competition. Evidence shows that markups in the services sector are
higher, on average, than in the manufacturing sector, partly reflecting reduced exposure to
foreign competition.23 Although the share of services in total global trade has increased
somewhat since 1970, they still only account for around a fifth of total global exports
today.24 Lower competition may allow services firms to adjust their prices less frequently.
The implication is that the rise of the services sector has measurably lowered the median
frequency of price changes in the economy and, therefore, the response of inflation to changes in
demand and monetary policy in the short term, as you can see on the left-hand side of my slide.
But in the medium term, as more and more firms readjust their prices as economic conditions
improve, inflation will respond more forcefully. The model predicts that, after around two and a
half years, the cumulative effects of monetary policy on inflation are higher today than in 1970. To
sum up, services deepening implies that monetary policy takes more time to be transmitted to
inflation, but its effectiveness has not diminished.
This is also true for the impact of monetary policy on growth and employment, as you can see on
the right-hand side. In a nutshell, there are two opposing forces at work. On the one side,
services are, on average, less interest-rate sensitive – that is, the IS curve is flatter, which in
principle makes a service-based economy less responsive to monetary policy.
But because prices are now more rigid on the whole, more of the adjustment in the economy
needs to happen through changes in quantities rather than prices. Rigid prices are the reason
why monetary policy has real effects in the first place. This latter effect may more than offset the
reduced interest rate sensitivity, leading to the picture you can see on the right-hand side.25

The rise of services as a production input
And yet, one may correctly argue that, even when taking into account the transmission effect,
underlying inflation in the euro area today remains too low, given how much time has elapsed
since we launched our monetary stimulus. Low inflation appears even more of a puzzle when
considering the composition effect, which should cause inflation to rise over time, all else being
equal.
Of course, a number of factors may currently be at play, many of which we do not yet
understand properly, such as firms’ state-contingent pricing decisions. 26 Structural
transformation is also still ongoing. Consider Spain. The services sector’s share of total
employment has increased by more than 8 percentage points, to 78% since the start of 2008
alone. The unwinding of imbalances is often the catalyst for large reallocations of economic
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activity across sectors, which may further delay the pass-through of policy changes.
But I would argue that part of the puzzle may also relate to structural changes within the services
sector, which is itself subject to transformation. I would like to highlight two of these changes.
First, all services are not made equal. Recent research shows that some services industries,
mostly those that can be delivered at distance, such as telecommunications and finance, are
among the most productive and thriving industries in the economy. 27 As a result, a portion of
services have been found to feature a falling relative price as income rises, much like
manufacturing industries.28
Indeed, on my next slide you can see that the difference between price inflation for services and
non-energy goods has been steadily trending downwards over time, reducing overall inflationary
pressures in the economy. In other words, the pace with which the relative price of services is
increasing over time – Baumol’s cost disease channel – has gradually started to decelerate, at
least in the euro area.29

The second structural change relates to the input-output structure of our economies. Services
not only account for a much larger share of consumption and employment, they also make up a
growing share of intermediate inputs used in the production of both services and manufacturing –
a development that some have coined “servicification”.30
You can see this on my next slide for the case of the United States, where reliable long time
series data are available. For the manufacturing sector, the proportion of total inputs accounted
for by services increased from around 28% in 1970 to 32% in 2010. For the services sector, the
increase is even more striking. Intermediate services increased their share of total inputs by 14
percentage points, to 87%, over the same period.
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The implication is that sticker services prices spread much more widely through the economy via
their effect on firms’ marginal costs. 31 On my next slide you can see the impact on the
transmission of monetary policy. Eurosystem staff have calibrated the same model I mentioned
before, but this time for the US economy, also taking into account the change in the input-output
structure.
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Clearly, the “servicification” of the US economy has contributed to further dampening the impact
of monetary policy impulses on inflation in the short term, meaning it takes even longer to see the
full effects of monetary easing. Data on input-output structures for the euro area suggest that the
effect is likely to be of a similar magnitude on this side of the Atlantic.32
Again, current inflation outcomes are likely driven by a host of factors. But, all else being equal, it
is now easy to see that the increase in wages that we have observed over the past year or so
can be expected to take longer to pass through to final consumer prices than it did in the past.

Conclusion
I will leave you with three key takeaways tonight.
The first is that the rise of services in production and consumption over the past few decades
has contributed to lift core inflation across advanced economies – making current low inflation
appear even more puzzling.
The second key takeaway is that services deepening has had a profound impact on the
transmission of monetary policy, also in the euro area. It has lowered the median frequency of
price changes in the economy, increasing the lag with which monetary policy is transmitted to
consumer price inflation.
The third and final takeaway is that the service sector itself is subject to change. The rise and
expansion of “modern” services that can be delivered at distance means that competition and
aggregate productivity may increase over time, thereby contributing to reducing price rigidity.
Completing the single market for services in Europe, and reducing barriers to trade for services,
would support this process and thereby also facilitate a faster transmission of monetary policy.33
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