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Q3 ECI: Cooling Compensation Growth a Sign of Jobs Market Softening
 
Summary
This morning's Employment Cost Index (ECI) reading offered additional evidence that the 
gradual softening in the labor market is translating to slower compensation growth. The 
ECI rose 0.8% quarter-over-quarter (not annualized) and 3.5% year-over-year in Q3, the 
latter being the softest year-ago reading since Q2-2021. The recent run rate suggests to 
us that the labor market is not a source of excess inflationary pressure at present.
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Moderation in Train
The cooling in the labor market is evident in the recent trend in 
labor compensation costs. The Employment Cost Index (ECI) rose 
0.8% in Q3, softer than expected and a slight moderation from 
the prior quarter's pace. Relative to a year ago, labor costs have 
increased 3.5%, the slowest since Q2-2021.

The ECI is generally considered a better barometer of labor cost 
growth than average hourly earnings because it controls for 
compositional shifts in industry employment, covers public sector 
workers and includes benefit costs. Benefit costs (e.g., paid leave 
and insurance) account for about 30% of total compensation and 
were up 3.5% year-over-year in Q3, unchanged from Q2.

Wages and salaries were also up 3.5% year-over-year in Q3 with 
some divergence underneath the surface. Wage growth for workers 
in the private sector strengthened to 3.6% year-over-year, up from 
3.5% the prior quarter. Meantime, state and local government 
workers saw wage growth noticeably moderate to 3.5% year-over-
year, down from 3.9% in Q2.
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One area on which we have been keeping an eye is the split in 
compensation growth between union and non-union workers. 
During the post-pandemic boom in the labor market, non-union 
workers saw rapid compensation growth, while old contracts kept 
union worker pay more restrained. However, as time passed and 
contracts were renegotiated, union pay experienced a catch-up 
period. The gap between the two has narrowed, although it remains 
historically wide. Additional convergence in 2026 seems likely, in our 
view.

The moderation in compensation costs has occurred alongside 
the slowdown in the jobs market. As reported in the JOLTS release 
Tuesday, the quits rate has fallen to a cycle low as job switching 
opportunities have gotten rarer within this low hiring environment. 
With labor turnover depressed, the pressure on employers to hike 
compensation to attract and retain workers has meaningfully 
quelled. In short, the labor market is not a source of excess 
inflationary pressure at present, in our view.
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