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Global: Labor market and impact on inflation in DM countries 

 The post-pandemic reopening and massive wave of fiscal and monetary stimuli have led to an overheated labor 

market and consequent increase in inflation in the main developed economies. After the initial synchrony between 

countries, differences have become more pronounced recently, with implications for the importance that each 

central bank may attribute to inflation and economic weakening risks and to monitoring unemployment and 

imbalances between labor demand and supply (measured by the vacancy-to-unemployment ratio). This paper 

analyzes job markets in developed economies and estimates the sensitivity of inflation to labor market conditions 

in each of them. 

 The rebalancing of the labor market points to lower inflationary pressures down the road, creating room for greater 

monetary policy easing in developed economies, although not to the same extent in all of them. New Zealand and 

Canada are in the most advanced stages of labor market rebalancing, while Australia and the Eurozone are 

laggards in this adjustment. Furthermore, we estimated a modified Phillips curve for these economies, including 

the vacancy-to-unemployment ratio, and found that labor market tightness explains a larger share of recent 

inflation in the US, Australia, Canada, and New Zealand than in the Eurozone, UK and Sweden, where inertia 

and/or expectations components carry more relevance. 

The post-pandemic reopening and massive wave of fiscal and monetary stimuli have created labor market 

imbalances and overheating in the largest developed economies. During the reopening, employment accelerated 

sharply, and the unemployment rate fell below pre-pandemic levels and below the Non-Accelerating Inflation Rate of 

Unemployment (NAIRU) estimated by each central bank. After slowing down in tandem in 2022 and 2023, countries 

are showing clear divergence recently. Australia and the Eurozone still show solid employment growth and 

unemployment below the NAIRU, while Sweden now has a weaker labor market. 
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An alternative way of analyzing recent developments is through the imbalance between supply and demand 

for jobs, which was significant during the booming post-reopening period and is now cooling down. The 

Beveridge curve shows the relationship between the unemployment rate (proxy for labor supply) and the vacancy rate 

(proxy for labor demand). The vacancy-to-unemployment ratio (v/u) is a good indicator for how tight the labor market 

is, especially when it comes to its inflationary impact (discussed in the section below). In the US, for instance, the 

reopening followed by strong fiscal stimulus led to greater inefficiencies (mismatches) in employment allocation and 

imbalances between supply and demand (curve shift to the yellow points on the graph). 

Until now, the rebalancing of the labor market has taken place mostly through a reduction in job openings 

(vertical drop in the Beveridge curve), with a small increase in the unemployment rate. The rapid economic 

rebound with restricted job supply dragged the unemployment rate down to historic lows and significantly increased 

the vacancy rate, pointing to a tighter labor market (high v/u). Subsequently, 2023 and 2024 were marked by a 

normalization in this imbalance, largely due to rising immigration (also discussed below) and a return to pre-pandemic 

levels recently. 

US: Beveridge Curve 

 
Source: Haver, Itaú 

This adjustment process has been mixed among major developed economies. Sweden, Canada and New 

Zealand stand out with a looser labor market. The US and UK have returned to pre-pandemic levels, while the labor 

market adjustment seems to be lagging in Australia and the Eurozone. 
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Vacancy to Unemployment ratio (z-score) 

 
Source: Haver, itaú 

Labor force growth (see 1st graph), bolstered by immigration, has played a relevant role in achieving greater 

balance. Countries that experienced the sharpest labor force growth in 2022 and 2023, such as New Zealand and 

Canada, generally had a steeper decline in the v/u ratio in the same period (see 2nd graph). On the other hand, 

Australia had strong growth in the labor force but no greater rebalancing of the job market. In our view, different 

adjustment speeds may reflect structural characteristics of each country, such as the degree of labor market rigidity 

and openness to immigration, cyclical factors (such as the type of fiscal stimulus implemented during the pandemic, 

because the more measures were focused on supporting employment, the greater the friction through inefficient 

worker retention, labor hoarding, and delays in rebalancing) and idiosyncratic shocks (such as the energy shock in 

Europe). 
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Change in V/U vs Labor Force Growth (2022-23) 

 
Source: Haver, Itaú 
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Labor market conditions have been quite relevant to inflation, fueling discussions about an alternative 

formula for the Phillips curve. Before the pandemic, several estimates indicated flattening of the Phillips curve, 

demonstrating lower correlation between the unemployment rate and inflation (1st graph). However, according to this 

analysis, the decline in the unemployment rate in the US towards 3.5% would have implied 2.5% inflation —not far 

from the 2% target, and much lower than the actual 6.5%. What could explain this error?  

In articles recently published by the US Federal Reserve, Barnichon and Shapiro (2024)1 show that the v/u 

ratio provides a better explanation of the inflation dynamics than the unemployment rate (graph on the right). 

Furthermore, according to Benigno and Eggertsson (2024)2, after a certain threshold (v/u = 1 in the US, for instance), 

the Phillips curve becomes steeper, and inflation reacts more to the labor market. In the US, the labor market exerted 

intense inflationary pressure due to the abovementioned imbalances but is now closer to levels that are more balanced 

for inflation, so that the Fed’s reaction function can attribute more weight to activity and the cooling labor market 

(graphs for other countries in the Annex). 

 

To assess the sensitivity of inflation to the labor market in different countries, we used a methodology that is 

similar to the one used by Benigno and Shapiro (2024). We estimated this simplified Phillips curve for each 

developed country using data since 2000: 

𝜋𝑖𝑡 =  𝑐𝑖 + 𝛼𝑖𝜋𝑖,12𝑚,𝑡−1 + (1 − 𝛼𝑖) 𝜋𝑖,𝑡
𝑒 + 𝛽𝑖  

𝑣

𝑢
 𝑖,𝑡 + 𝜖𝑖,𝑡 

Where  𝜋𝑖 é is the annualized quarterly change in core inflation in the country 𝑖, 𝜋𝑖,12𝑚 is year-on-year headline inflation, 
𝑣

𝑢
  is the vacancy-to-unemployment ratio (in standard deviation to allow comparison between countries) and 𝜋𝑖

𝑒 is the 

inflation expectation in the long run. 

The dispersion in the elasticity of inflation to the labor market is quite wide across countries, with the US 

standing out as the most sensitive and the Eurozone and Australia as the least sensitive. The graph on the left 

shows that a drop of 1 standard deviation in the v/u ratio is associated with a 0.68pp drop in core inflation in the US, 

compared to declines of only 0.23pp in the Eurozone and 0.18pp in Australia. Furthermore, in the US and Canada, 

inflation dynamics are more strongly associated with inflation expectations, while in European countries, inflation 

inertia is comparatively more relevant. Distinct levels of labor market flexibility, price regulation and indexation may 

explain the differences between countries. 

 
1 Barnichon, R. and Shapiro, A. (2024). Phillips meets Beveridge. FRBSF Working Paper 2024-22. 
2 Benigno, P. and Eggertsson, G. (2024). Revisiting the Phillips and Beveridge Curves: Insights from the 2020s Inflation Surge. 

US: Phillips Curve 

 
Source: Haver, Itaú 

 
US: Beveridge-Phillips Curve 

 
Source: Haver, Itaú 
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This breakdown explains the different drivers of inflationary dynamics among developed countries (the Annex 

shows the historical breakdown of core inflation in these countries between the components of the Phillips curve: 

inertia, expectations and degree of labor market tightening). The exercise shows that the labor market had a smaller 

weight in the recent dynamics of inflation in European countries (Eurozone, UK and Sweden) while inertia had a 

greater contribution (apparently related to the energy price shock in the region). On the other hand, in the US, Canada 

and New Zealand, labor market dynamics are key to explaining inflation dynamics. Thus, the slowing labor market in 

these countries explains the sharper drop in core inflation in these nations (the graph below shows the contribution 

over time). Australia is the exception, with a significant delay in the adjustment of its labor market that justifies greater 

pressure on core inflation. 

Contribution of V/U to Core CPI QoQ saar 

 
Source: Itaú 
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Phillips Curve:  Beta (Inertia vs Expectations) 

 
Source: Itaú 
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Importantly, our analysis assumes a linear relationship between the v/u ratio and inflation, for the sake of 

simplicity and to facilitate comparisons between countries. In the event of non-linearity above a certain threshold, 

as argued by Benigno and Eggertsson (2024), we could be underestimating the slope of the Phillips curve in tight labor 

markets (above the threshold) and overestimating it in looser situations (below the threshold). 

Finally, market is actually pricing in longer monetary easing cycles in countries with more balanced labor 

markets and, therefore, with less inflationary risks going forward. The graphs below show the correlation 

between interest rate cuts priced in countries with V/U and annualized core inflation at the margin. 
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Source: Bloomberg, Haver, Itaú 

 
Core CPI vs Rate Cuts Priced in until 2025 

 
Source: Bloomberg, Haver, Itaú 
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ANNEX 
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Macro Research – Itaú 

Mario Mesquita – Chief Economist 

To access our reports and forecast visit our website: 

https://www.itau.com.br/itaubba-pt/macroeconomic-analysis 
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Expectations
V/U
Residual
Model - - -

-3%

-2%

-1%

0%

1%

2%

3%

4%

5%

6%

7%

8%

2
0

0
6

2
0

0
7

2
0

0
8

2
0

0
9

2
0

1
0

2
0

1
1

2
0

1
2

2
0

1
3

2
0

1
4

2
0

1
5

2
0

1
6

2
0

1
7

2
0

1
8

2
0

1
9

2
0

2
0

2
0

2
1

2
0

2
2

2
0

2
3

2
0

2
4

UK: Core QoQ saar vs Phillips

Core QoQ saar
Constant
Inertia
Expectations
V/U
Residual
Model- - -
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US: Core QoQ saar vs Phillips

Core QoQ saar
Constant
Inertia
Expectations
V/U
Residual
Model - - -

https://www.itau.com.br/itaubba-pt/macroeconomic-analysis
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Relevant Information 

1. This report has been prepared and released by the Macro Research Department of Itaú Unibanco S.A. (“Itaú Unibanco”). This report is not a product of the Equity 
Research Department of Itaú Unibanco or Itaú Corretora de Valores S.A. and shall not be construed as a research report (“relatório de análise”) for the purposes of 
Article 1 of the CVM Instruction NR. 20, dated 2021. 

2. The exclusive purpose of this report is to provide macroeconomics information and it does not constitute and shall not be construed as an offer to buy or sell or a 
solicitation of an offer to buy or sell any financial product, or to participate in any particular trading strategy in any jurisdiction. The information herein is believed to 
be reliable as of the date on which this report was released and it has been obtained from public sources believed to be reliable. However, Itaú Unibanco does not 
make any explicit or implied representation or warranty as to the completeness, reliability or accuracy of such information, nor does this report intend to be a 
complete statement or summary of the markets or developments referred to herein. Itaú Unibanco has no obligation whatsoever to update, modify or amend this 
report and inform the reader accordingly. 

3. The opinions contained herein reflect exclusively the personal views of the analyst responsible for this report and were prepared independently and autonomously, 
including in relation to  Itaú Unibanco, Itaú Corretora de Valores S.A. and any other companies within their economic group. 

4. This report may not be reproduced or redistributed to any other person, in whole or in part, for any purpose, without the prior written consent of Itaú Unibanco. 
Additional information on the financial products mentioned in this report may be available upon request. Itaú Unibanco and/or any other company within its 
economic group is not and shall not be liable for any investment decisions (or otherwise) based on the information provided herein. 

Additional Note: This material does not take into consideration the objectives, financial situation or specific needs of any particular client. Clients must obtain financial, tax, 
legal, accounting, economic, credit and market advice on an individual basis, based on their personal characteristics and objectives, prior to making any decision based on 
the information contained herein. By accessing the material, you represent and confirm that you understand the risks related to the financial instruments described in this 
material and the laws in your jurisdiction relating to the provision and sale of financial service products. You acknowledge that this material contains proprietary information 
and you agree to keep this information confidential for your exclusive use. 

For inquiries, suggestions, complaints, criticisms and compliments, talk to Itaú’s CSCC: 0800 728 0728. Or contact us through our portal https://www.itau.com.br/atenda-
itau/para-voce/. If you are not satisfied with the proposed solution, please contact the Itaú Corporate Ombudsman: 0800 570 0011 (on weekdays from 9 AM to 6 PM) or 
our PO Box 67.600, São Paulo-SP, Zip Code 03162-971. Hearing impaired, every day, 24h, 0800 722 1722. 
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