
Chapter IV

EMPLOYMENT AND WAGES

The labor market weakened considerably in 1985. The downward trend in domestic
demand, which had set in at the end of 1983 and had already in 1984 caused the
labor market to slacken, reached a low in the second halfof 1985, with the launching
ofthe economic stabilization program. Domestic demand was sharply curtailed and
in the second halfofthe year reduced the gross domestic product by 5 percent. This
had the result that employment shrank, the unemployment rate rose, the labor force
patricipation rate declined, and labor productivity fell. The number of employed
persons fell by 1 percent by comparison with the ifrst half of 1985, and the rate of
unemployment rose from 6.2 percent in the ifrst half of the year to 7.2 percent in
the second half. However, the second half of the year should be divided into sub­
peirods: the sharp contraction of economic activity occurred in the third quatrer,
when the number of employed persons fell by 20,000 and the rate of unemploy­
ment rose to 7.8 percent. In the last quatrer, by contrast, there was some recovery:
the numberof employed persons rose again by 20,000, and the unemployment rate
fell back to 6.6 percent. This recovery did not continue into the first quatrer of 1 986,
and the rate of unemployment rose back to 7.2 percent.
In the year under review the increasing slack in the demand for labor decreased

the propensity to look for work, and in the second half of the year the labor force
patricipation of the population of working age fell sharply ­ by 0.8 percentage
points. This halt in the growth of the civilian labor force moderated the rise in
unemployment due to the slack in demand. In the second halfof 1985 the GDP per
man­hour (labor productivity) in the business sector fell by 5 percent. This decline
in labor productivity reflects the gap between the sharp contractionof the GDP and
the slower decline in the number of employed persons. It should, however, be
pointed out that the decline in the second halfof the year followed a cyclical increase
of 5 percent in the ifrst half of the year.
As stated, the weakening of the labor market had already become noticeable in

the previous year. In the year under review, the numberof employed persons grew
by less than 1 percent, after having irsen by 3.2 and 1.5 percent in 1983 and 1984,
respectively. The civilian labor force increased by 1.6 percent in 1985 following
growth rates of 2.6 and 3 percent, respectively, in the two preceding years. The
unemployment rate rose to 6.7 percent in 1985, having stood at 4.5 and 5.9 percent,
respectively, in 1983 and 1984. Labor productivity rose on average for the year by
3.7 percent, following a declining trend that has persisted since 1982.
Real wages had already begun to fall in 1984; the stabilization program adopted

in July 1985 by agreement between the government, the Histadrut, and the employ­
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Table IV­1
POPULATION, EMPLOYMENT, AND WAGE PER EMPLOYEE POST, 1979­85

(percent change over preceding peirod(

1985

July­Jan.­Jan.­
Dec.aJune"Dec.198419831982198119801979

1.11.12.22.22.01.81.82.52.6Working­age (14+) population
0.10.51.63.02.61.32.33.21.6Civilian labor force

Israeli employed persons
­1.00.40.71.53.21.42.01.12.3Number
0.81.72.30.02.6­1.14.0Man­hours

Residents of Judea­Samaira and the Gaza
­1.30.7­1.32.88.44.21.0­3.08.7District employed in Israel

Total employed in Israel
­1.00.40.61.53.51.62.00.82.6Number
0.31.92.60.32.6­1.34.4Man­hours

Real wage per employee postb
­12.1­3.1­6.9­2.54.7­0.911.1­3.48.5Estimate A

­17.4­2.9­9.2­0.45.9­0.410.5­3.110.1Estimate B

" Rates of change are from July­December 1984 to January­June 1985 and from January­June to July­December 1985.
n Both estimates are CBS data based on employers' returns to the National Insurance Institute, delfated monthly by the Consumer Pirce Index. Since

wages are on average paid at the endofthe month, delfation by the average CPI for the month biases the real wage upwards at timesof inlfation. Estimate
A is corrected for this 2­week timing discrepancy (the delfator for month t is the geometirc meanofthe indexes for t, t­1) and estimate B is not corercted.
Source: Central Bureau of Statistics (labor force surveys, family surveys for Judea­Samaira and Gaza Distirct) and Bank of Israel calculations.



ers temporarily froze nominal wages. In the second halfof the year this resulteidn
a precipitous fall in the purchasing powerof wages: by comparison with the ifrst half
of the year, real wages per employee shrank by 12 percent ­ 11 percent in the
business sector and 16 percent in the public services.1 On an annual average, real
wages fell in 1985 by 7 percent, following a 3 percent decline in 1984. The move­
ment of wages viewed as income differed widely from that of labor cost to the
employer, since consumers and employers face different sets of pirces. In the year
under review, the government cut subsidies, sharply increased the burden of net
indirect taxation, and thereby raised consumer pirces steeply. A considerable
increase in the pirce of imports relative to the pirce of the domestic product and
higher charges for vairous public services further contirbuted to the pirce irse. These
measures raised consumer pirces and reduced the purchasing power of wages, but
reduced the pirces faced by employers (the pirceof business sector product at factor
cost). Therewas­therefore no decline in the business sector's real labor costs. More­
over, the fall in real wages viewed as income which began this year was less than
warranted by the measures mentioned earlier.2 Labor cost per man­hour therefore
rose by 10.5 (8.O)3 percent, while real wages fell by 3.7 percent. Labor productivity
rose by 3.7 percent in 1985 so that unit labor costs rose by 6.6 (4.1) percent
compared with 5.9 (3.6) percent in the preceding year (see Table IV­2)4 This average
annual increase in labor costs relfects a irseof 3.0 (3.3) percent in the ifrst half of
the year andof 6.5 (1.4) percent in the second half (each half­year compared with
the preceding one). These half­yearly changes were affected bycyclical lfuctuations
in labor productivity: in the ifrst halfof the year labor costs would have irsen much
more if it had not been for the cyclical upturnof labor productivity. In the second
halfofthe year there would have been no irse in labor costif labor productivity had
not fallen cyclically.

' In the conventional calculation of real wages, nominal wages­ which are usually paid at the
beginningof the month ­ are deflated by the consumer pirce index, which approximately relfects the
pirce level in the middleof the preceding month. Thisdifferenceof half a month causes the conventional
estimate of real wages to be upward­biased to a degree which depends on the inflation rate. In order to
correct for this bias, we have deflated nominal wages by a synthetic pirce index ­ the geometirc average
of two consecutive pirce indexes ­ which approximates the pirce level at the beginningof the month.

2 These effects are reflected in the change in relative pirces, Pc/Py, the ratioof the CPI to the implicit
pirce index ofbusiness sector NDP at factor cost. In 1 985, this ratio rose by 19.7 percent (see Table IV­2).
About two­thirdsof this increase is the result of higher indirect taxes, subsidy cuts, and higher charges
for public services. The remainder is mainly the result of higher relative import pirces.

J It has been suggested that inlfation may bias the real product estimates as well as the estimateof real
wages (see note 1 ). The entire set of these effects has not yet been researched. The present chapter
therefore presents real wages and labor costs in two ways: corrected for the inflation bias and not
corrected. The latter vairant is here shown in parentheses (it is vairant B in the tables).
" Annual changes in wages and real labor cost and so on are usually calculated from annual nominal

data. Under inlfation, this method gives greater weight to changes occurirng at the endof the year than
to those occurirng at its beginning, and this leads to a substantial bias in a year such as 1985 when these
magnitudes behaved very differently in the twohalvesof the year. Accordingly, the 1985 change in wages
and real labor cost were corrected for the bias as follows: the change was calculated from a geometirc
mean of the change in each quarter over the corresponding quarter of 1 984. The corrected figures are
4'/2 percentage points below the uncorrected ifgures.
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­TableIV2^/1

,1976­S53BUSINESS SECTOR LABOR COSTS.

change over preceding period)(percent<

perLabor cost
LaborRelativew/PyyReal labor cost,w/Pyman­hour,man­hour, w/PcWages per30

productivity,price,m
yPy/PcBABANet"Gross"r

0.0­2.612.211.612.211.67.48.71976
0.05.62.92.82.92.87.48.51977<

0.20.45.75.55.95.74.06.11978pc

0.9­3.25.73.96.64.8­3.41.81979
w

3
5.61.1­8.8­9.2­3.0­J 4­3.5­2.31980
2.59.2­1.6­1.00.81.414.310.71981SD

00

­1.5­1.66.15.65.54.91.13.21982u*

­0.5­0.73.22.12.71.61.90.91983
­1.43.1­3.6­5.9­5.0­7.2­6.7­4.11984

1985
3.7­19.74.1C6.6C8.0'10.5c­0.1­3.7January­December
5.0­8.33.33.08.68.23.5­0.1January­Juned

­5.0­12.01.46.4­3.61.3­5.8­10.6July­December"

a Symbols are as follows: w is compensation ofemployees per man­hour, y is labor productivity (real business sector NDP at factor cost per man­hour),
Pc is the Consumer pirce Index. and Pt is the implicit pirce indexofy. Thus w/Pc and w/Py are real wages viewed as income and labor cost, respectively.
Real labor cost (identical with the distirbutive share of labor in value added) is then given by

P^y~PcX Ty ' y'
wages relative pirces labor productivity

For the explanation of vairants A and B, see note b to TableIV­ 1 (the two w/Pc columns are both estimate A).
b Estimated as explained in Chapter V, but here corrected to conform to the conventional definitionofcompensationof employees. The net ifguer is net

of income tax and (employer and employee) contirbutions to national insurance.
c See note 4 in the text.
" See note a to TableIV­1.
Source: Based on data of the Central Bureau of Statistics.



Table IV­3

SECTORAL COMPOSITION OF EMPLOYMENT, 1970­85
(percent(

Business sector
Financial

and businessPublic
IndustryservicesTotalservicesTotal

Composition
24.25.276.123.9100.01970
24.46.973.126.9100.01975
24.07.870.829.2100.01979
22.79.470.729.3100.01983
22.99.570.729.3100.01984
22.99.670.429.6100.01985

Average annual rate of change
2.98.81.95.22.71970­75
2.76.32.25.13.01975­79
0.85.31.51.91.61979­85

Source: Central Bureau of Statistics, labor force surveys.

The real labor cost to employers is deifned as the distirbutive share of com­
pensation of employees in value added (i.e., in business sector NDP at factor
cost). When laborcosts rise, returns to capital fall and production tends to become
less proiftable. Real labor cost therefore affects growth and employment and the
country's competitiveness in foreign trade.5
The recorded changes in real labor cost are averages for the business sector as a

whole. In the year under review they are the resultof different trends in the various
subsectors (the export sector versus the sector producing for the domestic market,
or the goods sector versus the ifnancial sector). The contractionofdemand this year
mainly affected the sector producing for the domestic market; the export sector, by
contrast, continued to expand. Estimates of real wages andof industrial output in
terms of the effective exchange rate show that in 1985 the share of labor costs in
output for exports was 9 percent lower than in 1984. However, at the beginning of
1986 it rose again to a level 3 percent above that of 1984.6 It follows that the
average rise in the real labor costs of the business sector this year relfects a sub­
stantial decline in proiftability of production for the domestic market while the
proiftability of exports rose. The sharp rise of real interest rates may have increased
profits in the financial sector at the expenseof the domestically oriented sector (the
export sector enjoys preferential credit terms and therefore suffered less from the
irse in real interest rates).

5 A change in real labor costs affects the supply sideof business sector product; the levelof economic
activity isof course also determined by factors on the demand side.

6 The data indicate that the proiftability of exports rose in 1985 and shrank in early 1986, since input
pricesofexports did not increase relative to output prices. The estimatesof real wages presented here are
adjusted for inflation bias (see note 1 ). For a more detailed discussionofexport proiftability, see Chapters
VI and VII. .
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­FigureIV1
REAL WAGES PER MAN­HOUR AND REAL LABOR COST,

BUSINESS SECTOR, 1975­85
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It is, however, the long­term trend of labor costs that is mainlyof interest, since
it reveals the basic processes at work in the labor market (see Figures IV­1 and
IV­2). In the second half of the 1970s and again in 1982, real labor cost rose
considerably above the levelofthe ifrst halfofthe 1970s. This trend, which indicates
falling proiftability, is linked to the stagnationof business sector product since the
beginningof the 1 980s. Since 1981, business sector product (with an annual average
growth rate of 1 .9 percent) has lagged behind working­age population and civilian
labor force, both of which grew at a rate of 2.1 percent, while labor productivity
failed to rise.
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­FigureIV2
REAL WAGES PER MAN­HOUR, BUSINESS ECTOR, 1975­85
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Government policy contributed to the rise in labor cost: a long­run trend of ifscal
expansion increased the public sector's demand for labor while increasing the tax
burden, thus reinforcing the upward pressure on wages in the business sector. At the
same time, government policy was designed to prevent unemployment and accom­
modated itself to market pressures: whenever wage demands were accepted and
increased the upward pressure on labor cost, the government rescued the business
sector by devaluing the currency and through subsidies ­ thus increasing the
budget deficit and the foreign debt. This compensated employers ex post for exces­
sive wage increases which they had paid in reliance on this government policy.
Policy therefore both encouraged wage demands and weakened the resistance to
them. The result was that inflation was accelerated, the link between wages and
productivity was weakened, and labor cost rose as profitability declined.
The stabilization program succeeded in halting this trend by a reduction in real

wages accompanied by a cut in the public sector deficit and a restrictive monetary
policy. These measures eliminated the need for further inflationary erosionof wages
and created the conditions for stabilizing the exchange rate and the price level.
Nevertheless, the long­term maintenanceofthese conditions has not been guaran­
teed; the program provided for wages to rise at the beginningof 1986 to a level which
is incompatible with the preceding year's rise in the burdenof net indirect taxation.
An excessive irse in real wages jeopardizes economic stability: it makes it tempting
to prevent the expected irse in unemployment by adopting an accommodating
policy of ifscal expansion and devaluation, which would lead to resumption of
inflation and to an increase in the balance­of­payments deficit.
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Since the government encountered diiffculties in reducing its direct demand, its
chief meansof reducing the budget deifcit was to raise indirect taxes. An indirect
result of the higher taxes (and higher import prices) was that labor costs rose,
because the purchasing power of wages in fact fell by less than implied by the fiscal
measures. This suggests that the useoftaxation as the main instrument for reducing
the deifcit interferes with the attainmentof policy objectives. Resumptionofgrowth
and structural change require a level of labor costs moderate enough to make the
business sector more competitive and to promote growth. A heavy tax burden runs
counter to the achievementof these aims, and so long as it remains necessary, wage
restraint must be stressed. To that end, the government must continue to restrain
public sector employment and wages since these affect business sector wages. The
government must therefore refrain from an accommodating policyofcompensating
employers for excessive wage increases, even at the cost of a temporary irse in
unemployment. Strengthening the link between wages and productive effort will
raise labor productivity and reduce labor costs.
In October 1985, a new cost­of­living agreement came into effect under the

stabilization program. This provided 80 percent compensation for inlfation once in
three months or whenever pirce rises amounted to 4 percent. Once inlfation had
settled down at a lower rate, the compensation for pirce increase was further reduc­
ed, and the cost­of­living agreement signed in May 1986 put the threshold at a pirce
increaseof7 percent. At the same time a scale depending on the rate ofinlfation was
introduced: compensation was set at 80, 75, and 70 percent of the stipulated 7
percent increase, depending on whether it had taken one month, two months, or
more than two months to occur.
The processes operating in the labor market are illustrated by the development of

the labor force participation and employment rate,7 corrected for changes in the
composition of population.8 Figure IV­3 shows that employment, which has been
slack since the beginningof the decade, dropped futrher in 1985, especially in the
third quarter, as implementation of the stabilization program depressed domestic
demand sharply. In the last quarter employment picked up slightly. Most of the
decline was in the business sector; as employment weakened, labor force patricipa­
tion declined, that is, there is a decline in the propensity to seek work (the discour­
aged worker effect). Figure IV­3 illustrates how unemployment irses as employ­
ment (adjusted for the decline in patricipation) falls. Thus in 1985, unemployment

7 The employment rate (the ratioof employed persons to working age population) in the 1980s was
as follows (percent):

1980 48.6 1984 47.6
1981 48.5 1985 Jan.­Dec. 46.6
1982 48.0 Jan.­June 47.0
1983 48.2 July­Dec. 46.1

(standardization based on 1985). Sectoral employment rates are shown in Figure IV­3; they are deifned
as the ratio of persons employed in the sector to total working­age population.

8 Labor force participation is determined pirmairly by personal characteristics (age, sex, educational
level), whereas the specific participation rates for each category are determined by cyclical economic
developments. To estimate the effectof the latter one must eliminate the effectofchanges in the age, sex,
and educational composition of population. The method of standardization used here holds specific
participation rates constant. For the formal presentation, see BankofIsrael, Annual Report 1980, p. 76.
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Figure IV­3

LABOR FORCE PARTICIPATION AND EMPLOYMENT RATES ADJUSTED FOR
EFFECT OF CHANGES IN AGE, EDUCATION, AND SEX COMPOSITION OF THE

POPULATION, AND THE UNEMPLOYMENT RATE, 1979­85
(percent)

Annual Data Quarterly Dataa

Employment rate ­
total

Employment rate
business sector
1

Employment rate
public services

Unemployment rate

j L 1 1

1982
level

1982
level

1982
level

1982
level

1982
level

3213218584! 1828 379 80 8

84193981
adjusted.Seasonally

23* +

1 985

Source: Central Bureau of Statistics, labor force surveys, and Bank of Israel calculations.

rose while employment declined, particularly in the third quarter; in the last quarter,
employment picked up, and unemployment declined somewhat.
The ifrst stage ofthe stabilization program included, as stated, a sharp contraction

of domestic demand which reduced business sector product. It is therefore hardly
surprising that the business sector's shareofemployment declined in 1 985; it has not
yet recovered, as it should eventually do under the stabilization program. Employ­
ment fell most sharply in construction, transport and trade. The share of industry
remained unchanged. The numberof persons employed by the central government
and in government enterpirses declined by 2 percent ­ evidenceof restraint under
the stabilization program. The evidence on public services employment as a whole
is conflicting. The Labour Force Surveys show an increase of 1 .7 percent, while the
National Insurance Institute's data on employee posts show a decline of 1 percent
from 1984 to 1985 (annual average) or 2 percent from the second half of 1984 to
the second halfof 1985.
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