
US labour market conditions 
and employment costs

DISCIPLINED BY NATURE. FLEXIBLE BY DESIGN.
The icons alongside represent our investment process. Through a 
disciplined provision of investment policy and security selection at 
the global level, regional portfolio management teams have the 
flexibility to construct portfolios to meet the specific requirements 
of our clients.

HIGHLIGHTED IN THIS PUBLICATION:

REGIONAL
ASSET ALLOCATION

REGIONAL PORTFOLIO
CONSTRUCTION

GLOBAL STRATEGIC
ASSET ALLOCATION

GLOBAL SECURITY
SELECTION

MACRO COMMENT

INFOCUS
AUGUST 2023



2  |  August 2023

US LABOUR MARKET CONDITIONS AND EMPLOYMENT COSTS

With US headline and core inflation remaining far above the Federal Reserve’s 2% objective, 
much attention is drawn to the recent surge in employment costs. But what factors 
determine how these have evolved and what is the relative importance of tight labour 
markets and high inflation? In this issue of Infocus, EFG Chief Economist Stefan Gerlach looks 
at the data.

1. Employment costs of the vacancy/unemployment ratio 

Employment costs and the tightness of US labour markets
What drives employment costs? To study this question, we 
look at the Bureau of Labor Statistics Employment Cost Index 
(ECI). It captures employers’ costs for wages, salaries and a 
range of different benefits.1 Thus, it captures employment 
costs broadly. 

Figure 1 shows that employment costs were growing at between 
3-4% between 2002 (when the data started) and the onset 
of the financial crisis in 2008. Thereafter, the growth rate of 
employment costs averaged between 1.5-3% until the second 
half of 2021, when the cost of labour started to rise rapidly. 

One such variable is the ratio of vacancies to the number of 
unemployed workers (the V/U ratio). The V/U ratio plays a 
central role in the transmission of shocks to the labour market 
and to employment costs. For instance, a boom in the economy 
or a rise in labour productivity will raise the demand for labour 
and the number of vacancies and push up employment costs 
as firms compete for workers.

Figure 1 shows that the V/U ratio moves together with 
employment costs in a striking manner. It slows after the 
Global Financial Crisis, then starts to rise gradually before 
declining sharply as Covid struck in 2020. Since then, it has 
risen sharply, peaked and started to decline. 

The determination of employment costs: empirical evidence 
In addition to the tightness of the labour market, much of 
the current debate about wage increases focuses on workers’ 
demands for compensation for past inflation. To consider 
the roles of the V/U ratio and PCE inflation in determining 
employment costs, we estimate a simple statistical model.2 
The model enables us to compute how the growth rate (over 
four quarters) of employment costs responds to shocks to CPI 
inflation (also measured over four quarters) and the V/U ratio. 
Moreover, we can decompose employment costs into the parts 
due to the different shocks. 

Responses to shocks
We first look at the responses of employment costs to a one 
standard deviation unexpected increase (or ‘shock’) to CPI 
inflation.3 The estimates in Figure 2 show that the growth rate 
of employment costs rises and peaks about 0.2% higher than 
the initial level three quarters after the shock, then gradually 
declines. The effect is long-lasting, reflecting the fact that the 
growth rate of employment costs is sluggish. 12 quarters later, 
employment costs are still growing 0.15% faster than when the 
shock occurred. 

The rise in employment costs reflects in part the tightness 
of labour markets. Traditionally, this has been measured 
by the unemployment rate. However, measures capturing 
both the number of unemployed and the number of job 
vacancies appear to contain more information about 
employment cost pressures. 

1 These include production bonuses, incentive earnings, commission payments, cost-of-living adjustments, paid leave, overtime pay and pay for working weekends 
and holidays, insurance benefits, retirement and savings benefits, Social Security, Federal and State unemployment insurance, workers’ compensation insurance and 
Medicare. See John W. Ruser, ‘The Employment Cost Index: what is it?’ Monthly Labor Review, September 2001, 3-16.

2 We estimate a second-order VAR model on data spanning Q4 2002 – Q1 2023.
3 The VAR model needs to be “ identified”, that is, assumptions must be made about the within-the-quarter causal pattern between the variables. If the errors 

in the VAR model are uncorrelated, then this issue does not arise. In this case, the correlation between the residuals in the employment cost and inflation 
equation is 0.36. Here it is assumed that, within the quarter, employment costs respond to inflation but not conversely. However, making the opposite 
assumption leads to a small temporary increase in inflation but a longer-lasting response of employment costs from one quarter onwards.  This suggests 
that the identifying assumption made here is plausible.

Source: FRED. Data as at 25 July 2023.
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2. Responses of employment costs to inflation, the vacancy/
unemployment ratio and to own shocks (together with 95% 
confidence bands)

Turning to the responses of the growth rate of employment 
costs to a one standard deviation large shock in the V/U ratio, 
the estimate shows a long-lasting and statistically significant 
response of just less than 0.2% for, at least, 12 quarters after the 
shock. The reason the response is so protracted is that the V/U 
ratio evolves only gradually over time. 

Movements of employment cost growth to its own shocks (that 
is, movements that cannot be attributed to inflation or the 
V/U ratio) raise the growth rate of employment costs by about 
0.15%. This effect is also highly persistent and significant. 

3. Decomposition of the growth rate of employment costs into the 
parts due to inflation, the vacancy/unemployment ratio, and 
own shocks (relative to deterministic components)

Historical decompositions
Overall, the estimates point to statistically highly significant 
and persistent responses of the growth rate of employment 
costs to shocks to inflation and the V/U ratio. Next, we turn to 
the question of how these shocks have shaped variations in 
the growth rate of employment costs in the period studied. 
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The results shown in Figure 3 indicate the slowdown of 
employment cost growth after the Global Financial Crisis that 
started in 2008 was largely due to the decline in the V/U ratio, 
that is, labour market slack. From 2015 onward, the decline in 
inflation plays a growing role in lowering employment cost 
growth. Turning to the recent surge in employment cost growth, 
the results attribute that to a combination of a tight labour 
market, as captured by the V/U ratio, and rising inflation. 

Own shocks to employment cost growth appear to have 
played a modest role. The exception is before 2008, when 
they were the main driver of movements in employment cost 
growth, pushing it up. In 2009-15, they lowered employment 
cost growth. They have also provided little upward pressure to 
labour cost growth during its recent surge.

Variance decompositions 
Another way to look at the relative importance of these 
factors is to look at forecast errors during the sample period 
and explore whether they are explained by an unexpected 
movement in inflation, the V/U ratio, or if they cannot be 
attributed to either of these factors (i.e. they are due to 
own shocks). This exercise can be repeated for a variety of 
forecast horizons. 

Figure 4 shows the results. Within the quarter, most forecast 
errors cannot be attributed to movements in inflation or 
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4. Forecast error variance decomposition

Source: EFG estimates on data from FRED. Data as at 25 July 2023.
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the V/U ratio and are therefore attributed to own shocks. As 
longer forecasting horizons are considered, the importance of 
inflation shocks and V/U shocks rise sharply to about 50% and 
20%, respectively, at a horizon of four quarters. At a forecast 
horizon of 12 quarters, the fraction of the forecast error 
variance that can be attributed to inflation shocks falls to just 
under 50% while the fraction attributable to V/U shocks rises 
to just over 1/3. 

Overall, fluctuation in inflation appears to be the main 
determinant of movements in employment costs followed by 
variations in the tightness of labour markets. 

Conclusions 
The recent surge in employment costs has been a source of 
unease for the Federal Reserve and market commentators 
alike. Key questions concern what factors have determined 
how employment costs have evolved and the relative 
importance of tight labour markets and high inflation in 
causing them. The analysis in this report suggests that about 
half of the movements in employment costs are due to labour 
market responses to high inflation and a further third to the 
recent tightness in labour markets. As tighter US monetary 
policy increasingly impacts the economy, these factors are 
likely to fade, lowering the growth rate of labour costs and 
inflation pressures. In turn, that will enable the Fed to start 
relaxing monetary policy at some future date. 
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