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Abstract

We review the causes of Spanish unemplayment by estimating a sim-
e macrocconomic model using the VAR methodology, In our model, the
labenur markel presents Mall hysteresis, hypothesis which provides a sulfi-
cient number ol identilying restrictions to be imposed in the estimaltion.
Owr results suggest that the eombination of a plausible mixtare of different.
Lypoes of shocks and extrame persistence mechanisims i1 the transimission
of them explaing the performance of the Spanish labour market in the last

two decades.
JIEL Codes: J60, 182

1 Introduction

No country in the OECD has as great an unemployment problem as Spain.
The Spanish unemployment rate is the highest and most stubborn: it rose
dramatically during the second half in the 1970s and the first hall in the 1980s
(from 5% to 21%) and, after a briel fall in the second hall of the 1980s (from
21% to 16%), resumed an upward trend at the beginning of the 1990s (from
16% to 24%). Only recently there are some signs of a pause in this unfavourable
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evolution. Asshown in the top panel of Fig. 1, this evolution is not too dissimilar
to that in the rest of the OECD. What really differs is the extent of the increase
in unemployment and is persistence: close to 23% nowdays, and almost 20%
on average for the last decade!.

Besides the magnitude of unemployment, the Spanish labour market perfor-
mance is striking as regards the evolution of hDoth employment and the labour
[orce over the last two decades (sce the remaining panels in Figure 1). In 1973,
the Spanish employment rate was 5 points lower than the BEU and the QECD
averages®. Since then, the employment rate has decreased intensively through-
out, with the exception of the second hall in the 1980s, and is nowdays almost
20 points Jower than the U average, This very low employment rate is the
Joint outcome of a low participation rate (mainly, among women) and a stag-
nant employment level. Net employment ereation has been negative sinee 1973,
Intense job destruction in agriculture {with a share of 30% at the beginning of
the 1970s and down to less than 10% nowdays, with a loss of 2.7 miliion jobs),
partially countervailed by the expansion of employment in the public scotor
(15% of employees in the wid-1970s and 25% nowdays), and a similar job ere-
ation performance in the remaining sectors to those in other BU countries, are

the main facts behind net job ercation in Spain over this period. Furthermore,
an overall decline in the participation rate during this period has precluded an
even higher increase in anemployment.,

Increasing unemployment has been simultancous with a slow disinfllationary
process.  As shown in Figare 2, the inllation rate soared to 25% in 1977, an
outeome which is related to the combination of the first oil crisis and the con-
sequences of the end of the Francoist dictatorship which engenderced a strong
political drive for redistribmtion and increased the influence of the trade unions.
Since then, the Spanish cconomy entered a prolonged period of disinflation, and
the inerease tn unemployiment was strikingly high. In fact there has taken al-
wiost fwo decades to produce an almost perfect erossing: the unemployment
rale is nowdays close to what the inflation rate was in 1977 and, converscly, the
inflation rate is down to roughly the uncmployment rate in the mid-1970s.

The goal of this paper s to identifly the canses of Spanish unemployment
in light of the above mentioned stylised facts. To achieve this aim we will fo-
cus on the role of persistence in the propagation of those shocks which allected
the Spanish economy. Indeed, in our view, the dismal performance of Spanish
unemployient is the result of a series of adverse shocks, which were difliculs
Lo absorb in a context of disinllationary policies and a rigid systemn of labour

YA initial reaction to these figures is Lo take them with disholel on the grounds of the
existence of a large black ccomamy which acts as a "shock absorber”. Nonetheless, the oflicial
unemployment rale is approximately correct: Laking account of the uaderground economy
and correcting for some technical problems in the clabaration of the Spanish Labour Force
Survey will reduce this rate by 3 points al most (see Tolaria, 1995).

“The employment, rate is delined as e ratio helween emplayment and working age
population.



market institutions. Accordingly, we claim that the propagation mechanisms
of those shocks are consistent with a extreme form of hysteresis so that every
change in unemployment becomes an equilibrium. To explain the main sources
of shocks and the most relevant features of their transmission mechanism, we
turn to a “Structural Vector Autoregression” (SVAR) approach®. We do so for
two reasons. First, 1o overcome some of the difficulties traditionally faced when
estimating small quasi-structural econometric models in line with the research
summarized in Layard et al. (1991) where measurement. problems in the con-
struction of some variables and dubious identification restrictions abound {see
Mannirg, 1993). And, sceondly, beeause we wish to gauge how robust are some
of the results obtained with the previous approach, under the comparing SVAR
methodology,

The rest of the paper is structured as follows. Tn section 2, we provide a brief
overview ol the main features of the Spanish labour market and its institutions,
in the light of various explanations which have been given for Spain’s staggering
unemployment rate and its evolution, In section 3, we present a simple model
which encompasses the main ingredients behind the above explanations. This
model is built upon the assumption of Mil hysteresis, an extreme assumption
whose validity is empirieally tested. In section 4, we cstimale a VAR in five
variables (output, employment, wage, price and unemployment) with the aim
of recovering five structural shocks (aggregate demand, wage-push, Pprice-push,
productivity and labour supply shocks) by making use of some long-run identify-
ing restrictions implied by the model. Having identified the shocks, we procecd
to <l”““t§f.\" then effects throngh iimpulse-response functions and lorecast error
varlance decompositions and. in this way, evaluate their importance in explain-
ing the nature of the unusually high and persistent. Spanish nnemployment.
Finally, Section 8§, briefly conchides.

2 Facts and Explanations

This seetion provides a brief deseription of the evolution of labour market struce-
ture and unemployment performance over the past two decades with a view
towards pinpointing key stylized facts which underlic some of the various ex-
planations which have been put forward (o explain Spanish unemployment. For
this parpese, Tables 1 and 2 sumimarise some relevant information on the evo-
tion over the last two decades of employment, anemployment, labour foree,
labour costs and a few macrecconomic indicators.

Most pundits have a story whereby adverse starting conditions, stemming
from the Irancoist autarkic model of development {high protectionism, high
share of agriculture, anthoritarian and paternalistic labour relations, and a con-
centration of manufacturing production in sectors intensive in the use of energy),

Frer empirical applications of the SVAR methodaology see, mder alia, Blanchard and Qual
(19893, Bean (1992} and Gali (1992),



together with a wage explosion at the beginning of the 1970s, in the advent of
democracy and its unfortunate coincidence with the oil price hikes, led to an
important shock, triggering a quick initial tise in unemployment®. The inher-
itance from the past ol high employment protection, the amplification of the
size and coverage of unemployment henefits, and the rise in labour taxation to
finance the unemployment protection system, has led to a high degree of hys-
terests and a slow process of disinflation with large sacrifice ratios in terms of
unemployment. Hencelorth, the permanence of a large part of these institu-
tions, combined with a progressive catch-up of labour supply which, as in most
Catholic countrics, stems from very low female workers’ participation rates, and
further negative demand shocks at the beginning of the 1990s, have been the
sources of the current staggering u nemployment rate®.

In what [ollows, we take these arguments separately and discuss in more
detail which is their likely contribution to the whole story.

i) Iwitial Conditions. 1t is clear that Spain’s initial conditions at the begin-
ning of the 19705 was one of an archaic system of labowr relations with a sul-
stantially higher share of agricultural employment than in other EU countries.
During the Franco period, Spain had a rigidly controlled labour market. Trade
union activism was prohibited and the soctal sceurity benefits of the modern
wellare state were largely absent. In their place there was a set of ridigly de-
fined working conditions which provided social protection hoth by making firing
workers difliculy and by setling generous severance pay lor dismissals. Marimén
and Zilibotti {1994) take the initial sectoral composition of the labour force as
a crucial explanation of why Spain has created less net employment than other
U conntries over the last two decades. Their idea is that the shedding of labour
out of agrienlture into mamifacturing and services has taken place in a period
where the rate of techuological progress was higher than in the past (sce Table
1}, Hence, by choosing less labour-intensive techniques, nel employment growth
has been lower. This argument, no doubt, has an element of truth., However,
there are the contrasting cases of Ttaly and Portugal which also had a large
share of agrieniture. Particalarly relevant is the ease of Portugal, a neighbour-
g economy which shares with Spain similar initial conditions, including the
end of & military dictatorship, and has, nonetheless, absorbed the labour force
surplus front the raral sector (sce Blanchard and Jimeno, 1995). Furthermore,
employment in the Spanish public sector by having created 1.1 million jobs since
1972, ought to have had a conntervailing effect on the fall of 2.1 million jobs in
agriculture.

i) Wage Push. This is one of the argmnents which has been favoured to
explain Spain’s diversity. However, the evidence is not too strong at least uni-

TGee, inder elin, Dolado ot ol {1986), Bentolila and Blanchard {1989) and Andres ol al.
¥
{1990).
5o tact that unemployment, affects mostly second-earners within the family is clearly one
ol the main reasons ehind the Jack of a social upheaval and the low job seareh intensity. So
i J Y y
g the anempleviment rate of heads of houschold is 12% in 1995,



formly across the sample period. First, although real wages and the fliscal
wage wedge’ have grown substantially since the beginning of the 1970°s, labour
productivity growth has more than oflset the growth in unit labour costs (see
Table 2}, Tt is true that unit labour costs grew above the BU rate during the
1973-85 period, with the governinent and the employers giving free rein to wage
aspirations in the hope of casing the transition from dictatorship Lo democracy.
Nonetheless, it not less true that they behaved much more moderately since the
mid-1980s. However, a rise i wage rates has been observed at the beginning
of the 1990s, despite a sharp rise in unemployment which, as will be discussed
below, can he interpreted in terms of a strengthening of the bargaining power
of “insider” workers in wage setting. This could be due to the segmentation of
the labour market in workers with permanent and fixed-term jobs (sce Bentolila
and Dolado, 199:1).

iii) Lobour Supply. Starting from very low participation rates, labour force
was [airly stable wntil the begiuning of the 1980s, with a large llow of emigrants
towards other Furopean conntries helping to keep unenmployment rates low until
the mid-1970s. Thercalter, as shown in Table 1, labour [oree evolution (0.8%
per year} has been dominated by an inerease of female participation in the cen-
tral age groups (2.2% per vear). 14 is [rom the early 19905 Chat labour foree
growth has decelerated as a result of early retirements, discouraged worker of-
feats and the wider coverage of compulsory education (see Bover and Arellano,
1995). Summing up. there is evidence that its evolution somchow countervailed
that of employment, putting a brake to the lall in anemployiment, over the ex-
pansionary years of the late 1980s. Apart [rom that, its role as a direct cause
ol nuemployiment scems limitad.

iv) Unemployment Prolection System. Blanchard and Jimeno (1995} argue
that some characteristics of the Spanish system may lic behind the very diflerent
ol evolntion of nnemployment in two economies subject to similar shocks: Porta-
gal and Spain. Whereas belore the mid-1980s less than 30% of non-agricultural
workers were cligible for unemployment compensation, by 1995 over 60% were
receiving compensation. In contrast, this coverage rate was very low in Portugal
throughout the 1980s. However, in Spain, neither the replacement ratio {70%)
nor duration are out of range with what is available in other BU economies.
Nonetheless benefits, particularly during the first year of joblessness, are high
enough to make unenployment tolerable®. Long-term unemployment share is
52% nowdays, having falien alter the introduction of fixed-term jobs in 1984
and s mainly concentrated on youngsters and women with no work experience
who are, therefore, not entitled to unemployment beneflits. Thus, reductions of
the replacemnent ratio, as these which took place in 1992 may take a long time
to become oflective. Nonetheless, the difference between insurance and assis-
tance benelits is weak. The first one should be more closely related to insurance
principles, whilst the assistance benefits should be means-tested and integrated

6See Bover ef al. (1996).



within general social wellare policies (see Jimeno and Tolaria, 1994).

v} Wage Bargoining. Tt is often argued that wage rigidity is very high in
Spain. However, in terms of the cross-country comparisons of real and nominal
wage rigidities carried out by Layard el al. (1991}, Spain does not appear to
be an outlier on cither count. It should be noticed that coordination is not too
high, especially among employers, that synchronisation is low, as wage selting
is spread throughout the year, and that the system has an inflationary hias in
the relationship between taril wage and wage-drift (sce Felgueroso, 1995). Al
though, in theory, the industrial relations system is characterised by three-tier
bargaining at the central, sectoral and firm level, de facto, collective agreements
al the industry level are more frequent. They establish wage level (loors for
subscquent negotiations at the firm level, which then push for additional wage
inercases (wage drift). Thus, the Spanish coliective bargaining system delivers
neither the benefits of centralisation nor those of a decentralised one (see Cahn-
fors and Driflil, 1988)7. These arrangements were interrupted by a series of
national pacts lrom 1977 to 1986 which, though ensuring some wage modera-
tion, fostered a marrowing of wage diflerentials, precisely at a time where labour
reallocation was badly needed. This has had perverse effects on labonr mehility
which has been much reduced (see Antolin and Bover, 1994). Purthermore, this
tow [actor mohility has heen exacerbated by the existonce of restrictive rules on
work practices aud geographical amd Mnctional mobility inherited frow the old
regime, together with a distorting housing price policy.

viy fmgloyinend Secwrily Legistation. This has been claimed as one of the
main obstacles to employment creation, Until the mid-1980s, with the excep-
tion of temporary jobs in scasonal activities (like agriculture and towrisim), by
law, the employiment relationship was assumed to be a permanent one. Workers
could only he dismissed under limited conditions, cutailing sizeable redundancy
payments. Average severance payments grew [rom just over 4.5 months in 1081
to over 12 months pay by 1993, Morcover, collective dismissals needed adminis-
trative approval by the Labonr Ministry and the agreement of worker represen-
tatives, and whether fisdividual dismissals are “fair” or “unfair™ is decided by
labour courts. Because of this involvement, dismissals entail large “red-tape”
costs, like costly bureancralic procedures, which place an additional financial
burden on employers. To avoid those costs, most <dismissals cases are settled ont
of court at amounts above the legal levels. As mentioned above, these rigidities
have heen somchow compensated by the introduction in the mid-1980s of fixed-
term conbracts with low redundancy payments. Since their introduction, this
type of contract has been extensively used, representing nowdays over one-third
of total employment. So, in this sense, the unions’ claim that Spain has a very
flexible Jabowr narket ts only partially correct, since it is also a very segmented
market. The eflects of such short-tenure contracts on the various dimensions

Irade union density is low, around 12%, bul the caverage of collective bargaining is high,
around W%, For deseriptions of Spanish pay-selting institutions, see Milner and Metealf
(1994} and Jimeno and Toharia (1994).
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of the labour market have heen extensively analyzed, inter alia, by Jimeno and
Toharia {(1993) and Bentolila and Dolado (1994). They seem to have increased
labour turnover, lowered labour and total factor productivity and, most impor-
tantly, they have enhanced the power of “insiders” {workers wilth permanent
jobs}, leading to unjustified wage rises at the beginning of the 1990s.

vil) Mismatch. There is general consensus that high, structural unemploy-
ment in Burope has been concentrated among unskiiled workers, Spain being
no exception to this overall trend. Tn this respect, the working of the colloc-
tive bargaining system, preventing wage differentials from rising, and the fiscal
wedge, which s particnlarly high in terms of the lower tail of the wage distri-
bution, have contributed to bins demand away from unskilled labour. At the
same Lime, long-term unemployment, by reducing skills and the will to search
for new jobs, has heen a major lorce behind the outward shifts in the UV curve,
as reflected in Figure 3 (see Dolado and Gémez, 199G). In this respect, it is
important to notice that Spain is one of the couniries where “active™ labour
market policies have played a secondary role. Although public expenditure on
labour market progranmes, as a percentage of GDP, is among the highest in the
OLCD cconomies, it Is not snrprising that the largest share goes o nnemploy-
ment compensation and so, for exaanple, Spain is one of the Buropean countries
which dedicates least resources to public employment servicesS.

vili) Prices and Compelition. Spain hias shown all the symptoms of a dual
inflation economy, with a tradeahle sector highly exposcd to international comn-
pelition and & nop-tradeable scelor subject to excessive regulasion and nsulli-
cient competition. The difference between home good inflation and traded good
inflation has been on average almost, 3% since the mid-1970s. Althougl, in part,
some of this differential may be due to the productivity hypothesis which at-
tributes it to more rapid productivity growth in Ue traded good sector, it is also
true that the service sector has been protected fromy competition by legislation,
distribution networks and tradition, and by an oversized public sector which
in & relatively short period las absorbed labour surphis shed by the other see-
tors. I'hese rigidities have been particularly tangibie in telecommunicalions and
transport, which pul up the price of many intermediate inputs such as electricity.
The real-state and honsing reutal markets are also highly regulated, inducing
severe distortions on labour and capital mobility across regions®. Some of these
rigidities have heen corrected following Spain’s eutry in BC in 1986, However,
many still persist, maybe refllecting the lack of conflidence of a private sector
which has & low propensity to invest in spite of having one of the highest return
of capital in the OBECD or the need for voting support [rom large segments
of society which are used to Lhe paternalistic role of the staie. Naturally, the

EAceording Lo OIECH (1991), the murber of unemplayed per stafl member in public em-
ployment. services in J98R was 712 in Spain, while in Germany, United Kingdenm and Sweden
it was 86, 53 and 14, respectively

See also Bentolila and Dolado (1990), Antolin and Bover (1993) and Jimeno and Bentalila
(1995).



permancnce ol these rigidities has strong eflects on the credibility of inflation
targets and is one of the main forces behind the slow and painlal disinflation
process since Che mid-1970s.

ix) Aggregate Demand Policies. As regards fiscal policy, it had a very limited
role until the mid-1970s, in the absence of a proper tax system. Later on, after
the arrival of democracy and the implementation of a comprehensive tax reform,
the direct impact of public intervention on aggregate demand has expanded
significantly with the shares of public expenditure and receipt rising from 25%
of GDP at the beginning of the 1970s to 49% and 42% of GNP nowadays,
respectively. As it can be observed in Table 2, fiscal stance (measured by changes
in structural budget deficits) was fairly restrictive in the second hall of the
19705 and expansive in the 1880s, with ihe exception of 1986-87 where a fiscal
consolidation took place. Later, as a resull of unsocial unrest due to wage
restraints in the first ball of the 19808, trade unions pushed for an extension
of the social benelit system, giving rise to increasing structural lmdget deficits,
which reinflorced the strong demand pressures ag the time.

With regard to monetary policy (measured by deviations of money growth
rates from targel rates and ex-post real interest rates)'®, Table 2 shows Lhat
it was restrictive during the late 1970s, up to the mid-1980s, in parallel with
the disinflation process which slowed down inflation from 25% in 1977 1o 4.6%
in 1987, As a result of the loose fiscal policy in the late 1980s and the large
capital inflows afler Spain®s entry in the BC, monctary coutrol hecame more
diflicult sl devialions from target started 1o arise. The response of the Spanish
anthorities was to enter the EMS in 1989, while the Bank of Spain increased
resarve coclficient and established eredit controls in 1988 which were lifted in
1991 alter demand pressures slowed down. In the absence ol supply side reforns,
there was a progressive lack of eredibility in the government’s inflation targets
whicl were offset by higher real interest rates and a progressive overvaluation
of the peseta exchange rate aimed ab altracting foreign capital inflows (sce
Revenga, 1993} These flows helped to restore production capacity and gave
rise Lo the “golden years” of the Spanish cconomy. Nonetheless, those [lows
were not as permanent as initially thought and when a demand-led recession was
propagated across the [3U, [ollowing the EMS crisis, investiment and employment
plummeted and the peseta was devalued four times since September 1992,

e money target (17") has been computed as Am® @ LAY + 7* where § is {log, of)
potential owtput and 7° is the inllation target. The value 1.6 corresponds Lo the long-run
meome clasticity ol demand for MA as ostimated by Vega (1994); Ajj is taken as 2.5% por
year, and ' is constructod as a 1% percontage point per year reduction in inflation from 1677
to 1094,



3 Empirical Evidence: A Structural VAR Ap-
proach

According to the descriptive evidence presented above, Spain has heen bhufleted
by similar shocks as the remainder of Europe since the 1970s. Fhe specility
comes lrom the permanence of rigidities inherited from the France legacy which
have given rse Lo strong persistence mechanisms, Thus, although the analysis of
the nature of the shocks is interesting in itsell, these shocks alone cannot provide
a satisfactory causal explanation of the rise in unemployment in 20 percentage
points over two decades, unless there are propagation mechanisms that translate
temporary shocks Into permanent changes in unemployment. Indecd, in our
view, Spanish unemployment is just the resuit of a serics of adverse demand and
supply sliocks amplilicd by specific labour market institutions (a combination of
the structure of collective bargaining, high firing costs, barriers to competition
in Lhe goods market}. Thus, in what follows we will place a strong emphasis on
hysteresis to characlerise and quantily the importance of varions shocks which
somehow reflect the vartous explanations above mentioned.

3.1 A Simple Model of Hysteresis

Our starting point is the simple framework set out in Blanchard and Quals
(1989}, augmented by specific behavionural relationships which help us in iden-
Lifying a wide varicty of shocks, in a context of hysteresis. In particular we will
be able (o identily five types of shocks which, in light of the previous disenssion,
scem important to us in explaining Spanish unemployment: aggregale demand,
wage push, price push, productivily and labowr supply shocks, respectively.

The model i fairly standard and basically consists of five cquations. The
first three equations are as follows:

y = ¢(d-p) (1)
TR T (2)
p=aw—{4p (%)

where i, p, n, w and (d— p) denote the logs of oniput, price level, employment,
nominal wages and reat aggregate demand (reflecting fiscal and inonetary poli-
cies); in turn, 0 and ge represent shift, factors in productivity and price-setting
respectively, and d is a index of nominal expenditure.

Eeuation {1} is a siinplified version of an aggregate demand function where
¢ > 0, Equation (2) is the (long-run} production function under a CRS tech-
nology. Finally, equation (3) desceribes the corresponding price setting rule as a
rmark-up on unit labonr cost.



To Tarther characterise the supply side of the labour market, the following
three equations are added to the model,

it =clw—p)—buT (1)
w=w" 4y + 1184+ Y2Ep (;—))
w'=arg{n = (1 - Nn., +M_} (57

where [ is the log. of the Jabowr force, n® is the expected value of (log.) cm-
ployment, w(=l-n) is the unemployment rate, 7 is a labour supply shift factor
and g4, €4 and g, are i.8.d. shocks to wages, demand and prices, respectively,
to be delined below.

Ieuation (1) is a labowr supply Mnction which depends upon real wages
{(w — p), the unemployment rate (1) ~capturing a “discouragement” effect- and
other supply shift. factors {changes in parlicipation rates, cte). We expeet
¢ > 0 and b > 0, the latter reflecting the demoralisation of the long-term wn-
employined.  Equation (5), in turn, characterises the wage-sctting behaviour.
Wages have hoth a backward looking component and a forward-locking one. As
in Blanchard in Sunmers (1986), targeted nominal wages are chosen one period
in advance, and are sel s0 as 1o equate expected employment to a weighted

it

average of lagged abour supply and employinent, In {57) we allow eflectively
hargained wages to bhe partially indexed to price and demand surprises through
the indexation coellicients v (i == 1,2}, so that il v = 0{y; = 1) there is 1o (com-
plete} indexation. Furthermore. there in an £.4.d. wage shock reflecting changes
in unien’s bargaining power, cle’'. As is well known, the microfoundations of
(5} follow typically from an insider-outsider framework (sce, e.g. Blanchard and
Summers, 1986G) which [its well with the characteristic of Spanish wage-selting
as discussed in Section 2. This parameterisation leads Lo partial-hysteresis when
0 < A< ] and to ull-hysteresis when A =0,

To close the model, as enstomary, we need to specily the stochastic pro-
cosses governing the evolution of the exogenous shift factors defined earlier. For
Hlustrative purposes, we consider that d, 0, p and T evolve as simple random
walks

Ad = Ed (())
A =gy (7)
App =g, (8)
AT =g (M

where €4, €5, €, and g are Li.d. uncorrelated aggregate demand, productivity,
price and labowr supply shocks.

Tiwe used just, gp and g4 as subject of indexation, rather than the whole array of shocks,
Deeanse under allernative identification resteiction which allowed for that possibility, we could
not reject that the long-run offects of g4 and £ on w were zero.
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solving cquations (1)-(9) for nnemployment yields

_ a1 f =d(d = y)eq 4+ [o(1 — y2) — ) et
(1= pljw=(1+0) { (14 ¢ — Py + €1 + g (10)

where L ois the lag operator and p = ”]ri’_b\ Thus, in this partial hystcresis
framework, the persistence of unemployment is an increasing function of both
the discouragement ellect (b) and the influence of Jagged employment on wage
determination (A). Note that, for finite b,p = 1 is equivalent to A = 0, so
that a Muil-hysteresis framework is equivalent to unemployment rate being 1(1).
A Tormal unit root test does not reject the unit root restriction: for example,
an angmented Dickey-Tuller test based on an AR(G) with constant and $rend
for the sample 1972:1-1994:1, yiclds & p-vaiue on the unit root hypothesis of
0.12 and « 95% confidence interval for Lhe largest autoregressive root of (0.97,
1.03)12. Fven a test of a sceond unil, rool, 4.¢., 1 is [(2) cans only be rejected at
the 5% level. Therefore, we believe that the assumption that w is 1(1), or A=,
is reasonable, at least as a local approximation for the period and the cconomy
al hand, and we will use it in what folows!S.

Under Ml hysteresis, solving out {1)-(10), for employment, output, wages,
prices and the unemploviment vields

Ar= (1 =y )ey + (0 — Dy ~ (1 + yade, — gy, ()
Ay == (= y)ea + g — (1 4 )y, — ey, (12)
A == 46y 4 yagy, -+ 4 (13}

Ap =g - g5 - (1 92)e, + €4, {14)

o w1 ool =y )eg + (= ) — d e+ -
S (i + b} { "i“(i A+ - Q’J))Ss + &+ (j)&‘w (1))

Tlms, agaregate demand shocks (4) inerease {decrease) employment foutpat
(unemployment) if indexation is not complete, Faqually, they increase wages/prices
unless there is complete rigidity. Priceshocks (g,,) deerease employment foniput,
increase wages/prices and inerease unemployment il the labour supply schied-
ule is relatively inelastic, t.e., ¢ is small. Wage shocks () decrcase employ-
ment /ontput and increase wages/price and unemployment. Prodnctivity shocks
{£4) increase outpnt and employment {the latter il ¢ > 1), raduce prices and
rise unemployment if ¢ < 1. Note that, by allowing for full hysteresis, all shoclks
have permanent oflects on unemployment.

%00 Stodk (1991).
H5ee Dalado and Lopez-Salide (1996) for a detailed discussion of the sources of [ull hys-
Leresis in Spain over a similar sample perioed.



3.2 A Structural VAR Approach

In order to identily the five shocks defined above, we consider the following VAR
model

AIVAX, = v, + 1, (16)

where Xy is a 5x1 vector of variables including (y, n, w, p, w); AL} is k — (h
order matrix of polynomials in the lag operator L with all its rools oulside
the unit eircle; » is a vector of deterministic terin -including, say, a constant
and seasonal dummies- and 9 is a vector of zero-mean i.4.d, innovations with
covariance matrix £, The Wold moving average reprosentation of (16) is given
Ly

A.X{ = ].)(L)T).t (17)

where D{L) = A(L) "}, D, = I, and the deterministic terms have been omitted
for simplicity. The innovations are expressed as lincar combination of the shocks,
w6, o= S, where S s a (5x9) mapping matrix. Assuming without loss of
generality that the g;s are nncorrelated £.4.d. shocks with unit variances, we get,
the strectural moving-average representation

‘AJ\:{_ = (T(J’J)Er (18)

where C(L) = D{L)S, O, = 5. To identify the 25 clements in 5 we need 10
restrictions (n{n-1}/2), given that the orthonormality of &, imposes already [if-
teen rostrictions (n(n4-1)/2). Those required restrictions can be easily obtained
from the structure of S i (11)-(15), by exploiting the absence of permanent ef-
fects of some shocks on some variables. In particular we chose Lhe following
set ol nine long-run restrictions: =5 has no permauent eflect on productivity
(g = 1) and real wages (w — ph g, has no permanent effect on Lhe wage share
(w0 - p — yh £, has no permanent effect on productivity and read wages;
and ¢, does not aflect y, 1, w and p in the long-run. To these nine long-run
restrictions a lurther short-run restriction was added, namely, $hat g4 does noi;
aflect the wage share within the initial gquarter, wlhich allows to distinguish ey

from &,,.1

4 Results

4.1 Data

All the data are drawn from the Quarterly National Account and the Statistical
Bulletin of the Banco de Espaia and correspond Lo non-scasonally adjusted

e model is clearly overidentificd. We tried different identilying restrictions and chose
to report the results for (he restrictions in the text on Lthe basis of the shapes of the impulse-
response functions,  Nonatheless, the results in section 4.3 are fairly robust to alternative
identilying restrictions choices.
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form. The variables used to estimate the VAR in (16) are GDP in 1986 prices
(), total employment {n), average monthly labour costs (w), GDP dellator (p)
and the total unemployment rate (1), The VAR was estimated using quarterly
data from 1972:1 to 1993:4 with a constant and three seasonal dummiecs. The
optimal lag length was derived using the AIC and BIC criteria, leading to a
choice of four tags for cach series. All the variables appeared to be 1{1), with
the exception of the wage and price levels which were borderline 7(1)/1(2).*°
Given this evidence, and the fact that the Johansen (1988} procedure did not
indicate signs of cointegration among the variables, the VAR was specified in
first diflerenced form, in agreement with the model in the previous section.
The estimated VAR coefficients are not reported here for the sake of hrevity,
but there were no signs of misspecification in any of the equations, Instead,
the next section considers the impulse response (IR) functions and the forecast
error variance (FV) decompositions embedded within the VAR,

4.2  Impulse-Response Functions and Variance Decompo-
sitions

Figure 4 plots the IR function of outpat, employment, real wages and unem-
ploymient with respect to an innovation in cach of the shocks equivalent, to 1%
point rise. I the top panel we get the dynamic pattern Lo an g4 shock: employ-
ment and onéput rise with no oflect, on productivity after 10 years; real wages
are only marginally allected in the short run and wnemployment fall by less
thai the increase in output/employment, as predicted by equation {15), which
implics a positive value of the discomragerement coeflicient eflect (b) of about
0.5, i the secoud panel, the dynamic effects of an &, shock are depicted: they
decrease nnemployiient. and ouly increase real wages in the short-run. In the
third panet, we get the effccts of an g, shock: they decrease employment and
output while they reduce real wages and increase unemployment, which, in turn,
implics that @(1 4+ y2) > ¢, .e., labour supply is not too elastic. In the fomth
pancl, appear the eflfects of an €, shock which leaves the wage sharve unaflected
and tends to inerease nnemployment in the short and medinm-term while it is
neutral in the long-term, indicating that ¢ = 14+ ¢ . Finally, in the bottom
panel, by assumption in the identilying procedure, g has only permanent of-
feets on unemployment while real wages, after an initial decline, show a slowly
MCAI-ICVerHing process.

As regards the FV decompositions, shown in Table 3, we [ind evidence that,
aggregale demand shocks dominate the variability of output at ail horizons
and, to a lesser extent the same feature iy shared by employment, whare price
and productivity shocks also play a role. The variability of wages is basically

Fgome preliminary tosts suggested that thore was evidence of a shift, in the mean arowlh
of wages and prices in 1978:1, Thus it was removed priov to the analysis. Using Perron’s
(1989} testing procedure we could reject the null hypothesis that w and p were 1(2) against
the alternative hypolhesis thal they were 1{1) with a inean shift,



explained by its own shocks whilst, that of prices scems to be dominated by
wage, price and productivity shocks. Lastly, and most importantly, the short-
run variability of the unemployment rate is mainly explained by productivity
and labonr supply shocks, whereas in the long-run the contributions of the
different shocks do not differ by much. The latier result scems to provide some
faveurable evidence for our ¢conjecture that ne shock alone plays an influential
role in explaining Spanish unemployment. Rather, it results from a series of
adverse supply shocks, compounded by disinflationary policies and a system of
labonr market institutions which have exacerbated the hysteretic mechanism in
the propagation of those shocks,

4.3 Interpreting the results

To extend the interpretation of the rise in unemployment, FFigure 8 shows the
accumulated eflects of cach of the above identificd shocks, in terms of percentage
points of unemployment, for five significant sub-samples with the sample period.
Bars above the zero line plot unemployment increases whilst, those below the
zero line depict reductions!.

The results match satisfactorily most of the disenssion in section 2. Over the
second hadl of the 1970s there is & large price shock lollowing the delayed eflects
of the lirst oil crisis in the Spanish economy which was partly accommodated
by monctary policy, paving the way for price risc At the same time, the
social pacts which were signed Trom 1977 reduced the negative effects of the
wage shocks in that perjod. During Che first, half of the 1980s, monctary policy
was tighter while [iscal policy bhecane more expansive, selling the basis of {he
wellare state, implying a joint neutral effect of ageregate demand shocks on
neemploynent. Price shocks bDecame negative as a refllection of the progrossive

opening of the Spanish cconomy, while wage shocks became the most, important
source of uneniployment. Over the scecond hall of the 1980s, the so called “golden
years™, [liscal policy continaed being expansionary overcoming the tightness of
monctary policy. gually, price margins, adjnsting to the increase in loreign
competition following Spain’s entry in BC, behaved very lavourably giving rise
Lo largest negative shock over the sample period. Finally, during the first hall
ol the 1990s, Bolh a very negative demand shock and a wage shock took place.
The former was wainly due Lo monetary policy, rellecting the turbulence in
the BRAM after Germany’s rennification. The latter, in turn, probably reflected
the strengthening of the insider eflects following the wide use of fixed-term
contracts and some redistributive eflects by unions to restore the wage share.
As regards productivity and labour supply shocks, the lormer scem to have
been more important, particularly in the seeond halves of the 1970s and 19805
where labonr productivity slowdowns decreased unemployment, in the short run,

Wliven that all shocks have potentially permanenl. effects on unemplioyment, the unem-
playment rate in cach sub-period is the outcome of the shocks during the period and the
projection [rem the past. Figure § only depicts the shocks.
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via a fairly elastic labour supply. The latter, in term, seem to have played a
more minor role and yel they could have been downplayed by $he inclusion of
deterministic components in the VAR,

In sum, we have shown that, the permancnee of rigidities in both good and
tabour markets have implied an extreme degree of persistence in the propagation
on shocks which have played diflerent roles in diflerent significant sub-periods
during the sample period. Furthermore, the existence of strong hysteresis has
had serious consequences on the slowness of the disinflation process. This is
so sinee in such an economy, compared to one without hysteretic features, the
presence of Lysteresis makes it easier to raise unemployment and harder to re-
duce it, particularly if those rigidities lower the credibility of ambitions inflation
targets {sce Appendix).

5 Conclusions

iy this paper we have estimated a small veclor antoregressive model of the Span-
ish cconomy i order Lo guantify the contribution of several potential factors
which might have explained the staggering rise in uncimployment, over the last
two decades. We have identified five types of structaral shocks and associated
them to various arguments which have been put forward to explain Spanish
unemployment. Qur resuits suggest that Spanish memploymeont results from a
series of adverse shocks, compounded by disinflationary policies and a sysbem
of labour market institutions and product market rigidities which convert tran-
sitory shocks into permanent ones, In partienlar, we find that price and wage
shocks dominated the second of the 19705 and the first hall of the 1980s, peri-
ods in which unemployment rose by 3 and 9 points, respectively. In tnrn, the
recession of the carly 1990s is the onteome of negative demand shocks and, to
a lesser extent, of wage and productivity shocks. On the other hand, the boom
i the second hall of the 1980s is dominated by favourable demand and price
shocks,  Nonetheless, the permanence of many hysteretic features provented
unemployment (rom [alling below the 16% mark.

Our shock accounting excreise is somehow consistent with the following po-
litical cconomy interpretation of the conrse of events. Many inefliciencics in-
herited from the old antocratic system were bound to be reformed, hut un-
fortunately the political reform coincided with the two oil price shocks. To
offsct the initial rise in unemployment, a neo-corporatisi, arrangement (social
pacts) was tried. These arrangements generally operated in favonr of capital
and the otherwise unemployed, and against the interests of the employed {par-
ticlarly skilled workers). In order to ensure the unions’ participation in the
agreement, the governmend provided much more generons welfare benelits and
maintained employinent protection from the past. This led Lo an increasing
divergence between the employed and the unemployed, with the state inherit-
ing an irreversible increase in social security outlays. In these ciremmstances,



adverse shocks to the cconomy triggered undesirable adjustments, Bmployment
destriction took place In hig chunks. In addition, more inactive people meant
less Lax revenue, more benelits to be paid and, consequently, higher tax rates
and non-wage costs. This cansed further insctivity and an increase in the [is-
cal wodge, thereby lessening the incontive Lo create jobs. At the same time
disinflation has been very slow, in spite of several agaressive attempis to re-
duce inllation, This is so beeanse, unless the mechanisms leading to persistence
are corrected, a small rise in unemployment today has large adverse eflects on
unemployiment in subsequent periods.

What are the normative conclusions for the future? The fact that Spain
hag the highest and most stabborn unemployment rate in the OBECD means
that the “Spanish disease” is nnigue and thereflore needs specific remedies. In
Llis respect, the recent CLIEPR report on Spanish nnemployment by Blanchard,
Jimeno et al. {1995) argnes that Uhis is the right moment to call for a social
pact, without the constraints of the past. Redistributive policies in favour of
capital are no fonger needed, as refllectod by e [all of the wage share lrom 78%
in 1975 Lo 66% nowdays, and a “wo-handed” approach scems feasible (sce, also,
Bean, 1991) which wonuld entail lowering firing costs, eliminating quasi-monopoly
rents in many product markets and implementing a more expansionary demand.
Likewise, an intensification of ellicient active labour market policies targeted on
long-tera memplovment is badly needed. Otherwise, history wiil repent, itself,
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Appendix

To analyse the effects of hysteresis on inflation, we use a slightly different
version of the model in the main text. The model consists of four equations:
a Phillips curve, an aggregate demand, an oggregote supply and a policy rule
equation. The Phillips curve is an expectations augmented one such that,

n=n"— Fu— (1~ Nu_q]+z (A1)

where 7 ==iaflationr, 7% =expected inflation, © =unemployment rate, x =shift
factors. As in the model in section 3, A denotes the degree of hysteresis, so that
= [} implies full hysteris. The aggregate demand equation is simply written
as
YE=me—p (A2)
where y = (log. of) output, m = {log. of) money stock and p = (log. of) price
level. Note that n = p — p—y = Ap. Lettingy §(¢) represent the log of potential
outpuf which, for simplicity, is assumed to be a linear trend, the underlying
production function (assuming CRS) implies

v - = (A3)
Lastly the policy rule is stated as
Am - —y{w — ") (Ad)

where 7% =government’s inflation target. The parameter -y represents the degree
of accommodation of monetary policy, i.e., v = 0 implies fully accommodating
policy whilst « == 1 implies no accommodation, namely Am = 7*,

Solving the three equations in terms of « and # yields

U= 1. + ol 4+ 7 —7") (AB)
=" = —dytey +do(z 4 7€ — ") (AG)
where ¢; = 1 — ﬁ%, dy = %,Cg = ﬁ“ﬁﬁ;}-,and dy = Ef

The variable {7 — m*} represents the deviation of expected inflation from
target inflation and can be interpreted as an index of lack of eredibility, namely,
the more credible are inflation targets, the closer will be the market’s expec-
tations to them. From (A.5)-(A.6), it follows that the lower is A {increasing
hysteresis) the lower is the effect of lagged unemployment on inflation, for a
given inflation target, and the higher the persistence of unemployment. Finally,
the lower is credibility the larger will be infiation and unemployment for given
past unemployment and inflation target.
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Table 1
Labour Force Employment and Unemployment
(Average Percentage Changes)

Period 1973-85 1986-95 1973-95

Labour Force

Total 0.31  (100) 127 (100)  0.76  (100)
Male 01 (73) 020 (68) 002 (62)
Female 150 (27) 324 (32) 223 (38)
Employment

Total -1.25 0 (100} 1100 {100)  -0.18  (100)
Male 4500 (78) 031 (71)  -0.68  (65)
lemale -0.60 (27) 127 (29) 094 {35)
Unemployment Rate (%)

Total 165 (100) 13 (100} 178 (100)
Male LA (65) 09 (6G0) 135 (49)
FFemale 200 (35) 3.2 (40) 242 (51)
Sectoral Employment

Agriculiure -38 0 (25) -8 (18) -7 {10)
Non-Agricniare -l (67 22 (GG) 0.2 (73)
Pablic Sector 4.5 8 1.8 (16 340 (47

Note: The bold figures represent average annnal % changes over the relevant.
period. The figures in parenthiesis represent the proportions of male and lemale
labour foree, employinent and wnemployment in 1973 (column 1), 1985 (cohnun
2) and 1995 {cohunn 3}, The sectoral employment hreakdown is with respect
to tolal cmployment. Sonrce: Spanish Labonr Foree Survey.
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Table 2

Spanish Unemployment:

Unemployment Rate (%) Total
Spain 24.3
furope 114
1. Labour Costs 1973-85
Spain 2.6
Furope 1.7
2. Productivity

Spain 2.8
rurope 2.2
3. Real Unit Lahour Costs

Spain -0.2
Enrope -0.5

Monetary Policy
1. Monetary Stance -1.4
2. Real Interest, Rate 1.2

Fiscal Policy
1. Fiscal Stance 1.4

Main Features

Long-term

n2.7

46.1
1986-95

0.9

1.1

2.3
1.9

-1.4
-(0.8

0.1

Unskilled
70.5
49.2

1973-95
1.9
1.4

2.6
21

-7
-0.7

-0.7
2.9

0.8

Youth
45.1
22.0

Note: For unskilled, the talle gives the proportion of nnemployed with iow
levels of qualification. The monetary stance indicator is defined as the diflerence
bolween annual woney growth (M4) and the money growth target (see footnote
10}, A positive sign indicates expansionary monetary policy; the fiscal stance
indicator is defined as the change in structural budget deficit. Source: Furopesn

LEeonomy, 1906,
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Table 3
Forecast Error Variance Decomposition

Period/shock Pemand Wage Price Productivity Labour Supply

Output
i 83.6 6.3 6.3 3.1 0.7
| 78.0 141 3.3 4.1 04
o0 52.0 23.2 7.9 16.4 0.4
Employment
1 40.3 0.7 25.9 28.4 4.7
4 427 3.4 19.1 24.2 6.4
o0 31.5 13.1 29.5 19.6 6.3
Wages
1 0.1 91.G 6.7 1.2 0.4
4 0.3 31.8 117 3.7 2.0
oo 3] 7.9 13.0 5.7 2.0
Prices
i 8.8 17.4 27.1 10.8 6.0
4 1.9 20.5 20.1 o2 1.3
oo 6.9 21.8 20.2 46.6 1.5
Unemployment Rate
1 19.6 3.9 14.7 36.7 25.1
4 25 3.4 11.1 36.6G 25.4
o0 22.5 13.0 23.0 25.5 16.0
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Figure 1
Unempiloyment Employment and Participation Rates

UNEMPLOYMENT RATES

o o0t
EMPLOYMENT RATES

e ooy -ooics
PARTICIPATION RATES

-1
Ldg X
1973 1976 1979 1982 1985 1988 95

23




Infiation rate 1%)

25

20 &

15

10 -

Figure 2
The Phillips Curve
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Figure 3
The Unemployment-Vacancy Curve
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Figure 4
Impulse-Response Functions
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Figure 4 (continued)
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Figure 4 (continued)
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Figure 5
Accumulated Structural Shocks
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