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Abstract 
This paper provides an empirical investigation of the wage, price and unemployment 
dynamics that have taken place in Spain during the last two decades. The aim of this 
paper is to shed light on the impact of the European economic integration on Spanish 
labour market and the convergence to a European level of prosperity. We found that 
the Balassa-Samuelson effect, product market competition, and capital liberalization 
have been the main driving forces in this period. The adjustment dynamics show that 
Spanish inflation has adjusted in the long run to the European purchasing power parity 
level (as measured by the German price level) corrected for the Balassa-Samuelson 
effect. In the medium run this long-run convergence was achieved by two types of 
Phillips curve mechanisms; one where the inflation/unemployment trade-off was 
triggered off for different levels of the interest rate and real wage costs, another one 
where the trade-off was a function of the real exchange rate and the interest rate. 
Excess wages and/or increasing cost levels in the tradable sector led to higher 
unemployment rather than higher prices. Thus, much of the burden of adjustment was 
carried by unemployment in this period. 
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Figure 2: The graphs of quarterly inflation (upper panel), unemployment rate (mid-

dle panel), and government bond rate (lower panel)

been empirically significant for a number of other European countries (Juselius, 2006

Chapter 20-21).

5.1 Centralized Wage Bargaining and an Aggregate Wage

Relation

In most of the investigated period Spanish wages have been set by centralized wage

bargaining with the bargaining power of the unions strongly affected by the unem-

ployment rate. A proposed pay rise by the labor union reflects generally a trade-off

between a higher consumption wage against a lower employment as a result of an

increase in the real product wage (Moene et. al., 1993). Whether the pay rise is

accepted or not by the employers’ organizations can be seen as a trade-off between

future profits and firm competitiveness against the increased risk of a union strike.

In this vein, wage formation can be seen as a struggle over the mark-ups, where

expectations of future outcomes of key variables play a significant role. Under this

assumption, unions strive to maximize their share of the productivity increase with

productivity defined as output per employment,  = − 
8 The employers’ unions

attempt to maximize the mark-up on unit labor costs, defined here as−(−−)
accounting for the expected effect of the real product wage increase on its compet-

itiveness. Hypothetically, the mark-up is assumed to be a function of the expected

real exchange rate,  = (−  − )

  where  is the nominal exchange rate, 

 is

8In this section all variables, except interest rates, are expressed in logarithms.
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