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Abstract

Youth unemployment in Spain is a persistent phenomenon that has worsened during the current
crisis. And at the levels now being registered (461% in 2Q11), the measures to fight it can be delayed
no longer. The evidence presented in this document indicates that there are serious shortcomings
in Spain's education system and labour market, which explain the country’s relatively high level

of youth unemployment. The former include early school leaving and the imbalance between

job supply and demand at the different education levels attained, which complicates youngsters'
access to the labour market and has a negative impact on their professional career. While the most
significant among the latter are the segmentation of the labour market and the ineffectiveness of
active labour market policies. Therefore, extenuating youth unemployment requires coordinated
action between education and the labour market trough measures as the ones suggested in this
document.

Keywords: Youth unemployment, early school leaving, overqualification, temporariness, active
labour market policies..
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1. Introduction

Youth unemployment is one of the main malfunctions in the Spanish labour market, impacting
directly on the current and future economic situation of those unemployed youngsters and

their environment and indirectly on the wider economy. While highlighted by the current crisis,

it has been a problem in Spain for several decades. The unemployment rate among the active
population under 25 years old has doubled that of the over-25s for the last four decades. In 2010,
youth unemployment rate reached 416%, 2.3 times more that among the active population of
over-25s (see Chart 1). And youth unemployment is not only high historically speaking, but also in
a comparative perspective. Unemployment among Spain's under-25s has been 15 times that in
the EU15 and 31 times that in Germany for the last 20 years. Having said this, the relationship in
Spain between youth unemployment and unemployment among over-25s is similar to the EUT5
average (see Chart 2), which suggests that the job insertion difficulties of youngsters compared
to those of over-25s is similar in Spain to those in the rest of Europe, even though the causes are
different, as we will see later.

The work conditions of the population, in general, and of youngsters, in particular, depend on the
effectiveness of the education system. In an environment in which there is surplus job supply
and increasingly demanding training requirements by companies, the likelihood of a youngster
obtaining a stable and adecuately remunerated job depend, among other things, on the quantity
and quality of education received. However, the relationship between the education system and
the job market is bidirectional. For example, when the probability of getting a job drops, or when
the job vacancies for a student wishing to work fall short of his/her expectations, the opportunity
cost of continuing to study falls, and this tends to have a negative impact on the percentage of
youngsters entering the job market, thereby limiting the rise in the unemployment rate.

For this reason, we need to look for the causes of youth unemployment in Spain in the
deficiencies not only of the education system but also of the labour market. Of the former,

the most important are early school leaving and the polarisation of education. While the most
significant among the latter are the segmentation of the labour market and the ineffectiveness
of active employment policies. However, the deterioration of youth labour force participation by
a discouragement effect, greater than that recorded in the EU15 average, has limited the rise in
unemployment. In Section 2 of this Economic Observatory, we make a detailed analysis of the
importance of each of these factors compared with other EU countries.

In order to quantify the impact of social and labor characteristics on the conditional probability
of an individual being unemployed in Spain, we have used a discrete-choice model based on
microdata from Spain’'s Active Population Survey (the EPA). Section 3 summarises the main
results of this model, with a special focus on the importance of an individual's age and their

level of education. The regression analysis confirms that the conditional probability of being
unemployed decreases with an individual's age and educational attainment, particularly during a
recessive cycle such as the current one. Age plays a particularly significant role during the early
years of a person's working life, and this can be seen in the importance that employers give to
work experience when taking their hiring decisions. The positive effect of education has also
grown during the course of the current crisis, to the extent where higher secondary education or
university graduates decrease a 20% the risk of being unemployed. And finally, Section 4 includes
some recommendations regarding economic policy, based on the main conclusions of the
analysis carried out in the previous sections.
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Chart 2
Chart 1 Relationship between
Youth unemployment rate unemployment levels based on age (Under-25s
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2. The interrelation between youth
unemployment and the inefficiencies of
the education system in comparative
perspective

Education-related decisions and the evolution of the labour market are interlinked. The success

of the transition process from the education system to the labour market is conditioned not only
by the training received but also by the employment situation and outlook and by the quality

of (worker-job) matching, all of which can have an impact on the decision to continue (or not)
studying. This means that malfunctions that complicate the efficient transition from the education
environment to the job environment will lead to increases in youth unemployment, the smaller
the unemployment-triggered disincentive to join the labour force, the greater the increase. Below,
we analyse some of the drivers behind youth unemployment.

21 Early school leaving

Spain stands out for its high early school leaving rate, which is taken to be the percentage of the
population between 18 and 24 that has not completed higher secondary education (or second
stage secondary education) and that is not participating in any kind of training. Chart 3 shows
how Spain's rate (306%) is high compared with other EU27 member countries; only Malta (38.0%)
and Portugal (34.3%) had higher rates during the five year period, 2005-2010. However, the

most worrying part is not the figure itself, but its recurrent nature and limited relationship to the
economic cycle over the last 15 years.
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Chart 3
Early school leaving rate (% of the population between 18 and 24 that failed
to complete higher secondary education and that is not participating in any training)
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Leaving the education system before completing higher secondary education complicates the
transition to the work environment for youngsters and has negative and persistent repercussions
on their professional career, not only because they lack of knowledge considered as basic for
insertion into the labour market!, but also because of their diminished propensity to participate in
training activities throughout the course of their working life (see Chart 4).

Chart4
Participation in training activities (2005-2010) (% of population of each age groups and educational attainment)
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Source: BBVA Research based on Eurostat

As Chart 5 demonstrates, the rate of youth unemployment varied very little between the

different education levels until the end of the 90s. Then, during the first half of the last decade,
while youngsters with higher secondary education and tertiary education experienced lower
unemployment rates, those who had left the education system early saw their rate sticking above
195%. The effect of early school leaving on youth unemployment has become clear during the
current crisis. For example, unemployment among youngsters with the lowest level of education
rose almost 30 percentage points (pp) between 2007 and 2010 to 496%, 15.3pp more than
among those who reached the second stage of secondary education and 20.7pp more than
those who obtained a university degree?”.

1: See OECD (2000).

2: Casquero, Garcia and Navarro (2010) demonstrate that the level of education reached by a youngster is not only a factor that determines
the probability of accessing a significant job (one lasting at least 6 months and involving at least 20 hours per week), but also the speed
with which the incorporation into the labour market is achieved.
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Chart 6 shows how the Spain / EU15 differential on youth unemployment by educational
attainment has been continuously positive and across-the-board for the last 15 years. While the
data appeared to suggest -as for the active population as a whole- a certain convergence during
the preceding period of economic expansion, the deterioration in the job market during the crisis
has confirmed that Spain's youth, particularly those with the lowest level of education, continue
to have more difficulties accessing the labour market than their European peers. Overall, it is
clear that education is playing a relevant role in determining the risk of a youngster becoming
unemployed during the current crisis: the rise in the youth unemployment rate differential with
the EU15 has been significantly greater among those with the lowest educational attainment
(229pp between 2007-2010) than among those with a university degree (11.5pp).

Chart5
Spain: youth unemployment*
rate by educational attainment(%)

Chart6
Spain / EU15 differential for youth
unemployment by educational attainment (pp)
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2.2 Polarisation and education imbalance

The stubbornly high rate of early school leaving is not incompatible with the improved
educational attainment of the new population cohorts registered during the last three decades®.
However, the increase in training has been more focused on university education, and this has led
to imbalances between job supply and demand at the different education levels which condition
the youth unemployment evolution.

Charts 7, 8, and 9 show the breakdown of educational attainment by age in the European
population in 2010. There are three interesting observations to be made from the Spanish data.
Firstly, that the intergenerational improvement in Spain's educational attainment is in line with that
for the EU15. For example, the percentage of the population in the 20-24 age bracket with first-
stage secondary education or lower is 1.8 times lower than that in the 55-64 bracket, both in Spain
and in the EU15.

Secondly, that Spain's increase in human capital has not been sufficient to enable convergence
with the surrounding countries, particularly when referring to the population with higher
secondary education. Charts 7 and 8 show how Spain's youth continues to top the chart with the
lowest level of education compared with EU15 (38.8% of the Spanish population aged 20-24 has
no more than primary or lower secondary education, compared with 234% in the EU15) and bring
up the rear in terms of the relative importance of second-stage secondary education (401% of
under-25s in Spain compared with 611% in the EU15), mainly vocational education (VE)*.

3: Bedard (2001) suggests that the two phenomena are closely related. Using U.S. data, she finds that both the level of a population's
education and its level of early school leaving are greater in those regions that have universities. This is due to the loss of market value of
academic qualifications that are not gained through higher education. The easier access to university education in these regions means
that more average-ability students go to university, and in turn this encourages below-average ability students to leave school is they find it
impossible to pass for an average-ability student.

4: Box 1shows the relative lack of VE-qualified people in Spain compared with those countries where a dual education system is being used.
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And thirdly, that the progress made in Spain's educational attainment has been driven largely by

the increased importance of university education among the youngest cohorts. The data in Chart
9 shows that university graduates now make up 39.2% of the population between 25 and 34, 51pp
more than the EU15 average and more than double the percentage of university graduates in the

55-64 cohort (17.8%).

Chart 7

Population with first-stage

secondary education or less, by age groups
(% of total population in each cohort, 2010)

Chart 8

Population with second-stage

secondary education, by age groups

(% of total population in each cohort, 2010)
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Chart9
Population with tertiary education by age groups
(% of total population in each cohort, 2010)

Source: BBVA Research based on Eurostat

Chart 10

Education imbalance and underemployment
(% of university graduates employed in

ISCO 4 - 9 positions, selected countries)
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The polarisation of Spain's educational attainment has given rise to an imbalance between
the supply and demand for qualified work, resulting in high levels of graduate unemployment
compared with elsewhere in Europe® (see Chart 6), significant underemployment -or
overqualification- and a drop in the education wage premium.

5: The oversupply of university graduates is to be found mainly among those with law and social studies degrees, as pointed out by Dolado,

Felgueroso and Jimeno (2000¢).
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Chart 10 shows how underemployment® is not a temporary problem, but one that has existed
for the last two decades. The percentage of university graduates in jobs that require a lower
qualification has exceeded 30% since the beginning of the 90s, which is the highest rate among
EU27 countries and 10pp higher than the EU15 average’. The incidence of overqualification is
even higher among the younger cohorts of the population: the percentage of overqualified
employees in the 25-29 age bracket exceeds 40% in Spain (see Chart 11).

Chartn
Education imbalance and underemploymentamong  Chart 12
youngsters (% of university graduates aged 25-29in  Spain: returns to education (wage premium versus

jobs with an ISCO rating of 4-9, in 2007) salaried worker with primary education or less, %)
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The oversupply of university graduates and the resulting overgualification not only helps to
explain the extent of youth unemployment rate among graduates®, but also the level among
those youngsters with the lowest level of education. Firstly, because the advances in technology
have led to an increase in the relative demand for gualified workers and reduced that for
non-qualified®. And secondly, because the qualified workers take over the positions that have
traditionally been occupied by non-qualified workers, either as a result of an oversupply of labour
or due to an increase in the hiring standards of the employers®.

At the same time, underemployment has reduced the education wage premium. Unlike in
surrounding countries”, salary dispersion by level of education has dropped in Spain since the
beginning of the 90s, particularly among males®. As Chart 12 shows, while the education wage
premium rises according to the level of education achieved and the quality of the worker-job
matching, it has dropped during the last two decades (the higher the qualification the bigger the
drop in yield): ceteris paribus, the salary received by a university graduate with a job matching
their degree in the mid 90s was 80.3% higher than that of a primary-education employee, 10pp
more than the current differential.

6: An employee with a university degree is understood to be underemployed when their professional status is between groups 4 and 9 of
the International Standard Classification of Occupations 1988 (ISCO88):

Group 4: Administrative workers.

Group 5: Catering, personal, security, and retail service workers.

Group 6: Qualified agriculture and fishery workers.

Group 7: Artesans and qualified workers.

Group 8: Machine and systems operators.

Group 9: Non-qualified workers.
7: OECD (2010) shows that underemployment among those with higher secondary education is lower in all developed countries. However,
as with university graduates, Spain is at the top of the list: in 2007, the percentage of employees with a higher secondary education who
were carrying out non-qualified work (ISCO88 category 9) stood at 17%.
8: Blazquez (2005) found that overeducation had a negative effect on the probability of remaining in work in the Spanish labour market.
9: As shown by Berman, Bound and Machin (1998).
10: The idea of the expulsion effect as an explanation for the increase in the incidence of unemployment among the least qualified was pro-
posed by Thurow (1975). Dolado, Felgueroso and Jimeno (2000a and 2000b) demonstrate that the combination of the rigidities inherent
in the Spanish labour market together with the increase in the relative supply of qualified workers explains the difference in the unemploy-
ment rate that exists from one education level to the next. And finally, Dolado, Felgueroso and Jimeno (2000c) find that the expulsion effect
helped to limit the rise in the unemployment rate among university graduates in Spain during the recessions at the end of the 70s and at
the beginning of the 90s.
1: See Strauss and de la Maisonneuve (2009) and Boarini and Strauss (2010).
12: See Felgueroso, Hidalgo and Jiménez-Martin (2010).
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2.3 Segmentation of the labour market

The problems of youth job insertion and employability not only depend on the education
received over the course of the training phase but also on the labour market's institutions. And it
is here that temporary hiring plays a relevant role.

From a regulatory standpoint, companies prefer to hire a youngster without work experience on

a temporary basis if the difficulty of knowing their productivity ex ante is big. In the same way, an
individual deciding to enter the labour market may opt for a temporary contract if they consider it
to be the best way of obtaining a stable job. However, data indicates that only 124% of temporary
workers below the age of 25 in Spain have voluntarily accepted a non-permanent contract (versus
14.4% in Europe)®. In addition, international empirical evidence™ shows that temporary work can turn
out to be a trap for certain groups among the youth population that repeat these kinds of contracts
in what turns into a vicious circle of temporariness-unemployment-limited training opportunities.

Chart 13 shows how in Spain a quarter of all wage earners aged 16 to 64 have temporary work
contracts, lpp more than the EU15 average. The temporary rate decreases with age in virtually

all EU27 countries: in Spain, it ranges from 58.6% among the under-25s (similar to Germany,
56.9%, and France, 55.2%) to 11.7% for those wage earners in the 50-64 age bracket®. Overall, the
concentration of temporary among the youth population is lower in Spain than for the whole of
the EU15: while in Spain the percentage of under-25 wage earners with a temporary contract is 2.3
times the total temporary rate, in the EU15 it is 31 greater.

Chart 13 Chart 14
Temporary rate by age groups Spain: temporary rate by age groups
(% of wage earners with temporary contract, 2010) (% of wage earners with temporary contract)
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13: See Eurostat (2009).

14: See OECD (2007).

15: Although temporariness has been a distinguishing characteristic of youth unemployment since the mid 80s, its recent performance has
been relatively favourable, especially during the second half of the 90s (see Chart 14).
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Chart 15 Chart 16
Temporary rate Spain: performance of the temporary rate among
by age groups and educational attainment those who were 18 in 2000 (% of temporary
(% of wage earners with temporary contract, 2010) workers among total wage earners in each cohort)
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What role does education play in determining the type of contract? Chart 15 shows how, in the
EUI5 as a whole, education reduces the probability of a temporary work contract right across all
age groups. In Spain, the importance of education as an explanatory variable in the stability of
employment is only detected among the over-25s. This indicates that the temporary work contract
represents the way into the labour market for Spain's youth, irrespective of their level of education.

If the temporary contract were the best vehicle for gaining experience and achieving stable
work, the type of contract with which a youngster enters the labour market would be irrelevant.
However, empirical evidence demonstrates that temporariness is a persistent phenomenon
among Spanish youngsters. As Chart 16 shows, 85% of those youngsters entering the labour
market as wage earners do so with a non-permanent contract. Although this percentage

drops over the course of their working life, it does so only slowly and in a decade later 35% still
hold temporary contracts'®, having alternated between periods of employment (temporary),
unemployment and inactivity".

24 The limited effectiveness of active labour market
policies

With the aim of boosting labour force participation and reducing structural unemployment,
Directive 7 of the "Europe 2020 " strategy suggests integrating the principles of flexicurity into the
employment policies of Member States. These include active labour market policies (ALMP), which
attempt to minimise episodes of unemployment and ease the transition process to new jobs.

Although the ALMP form a vital tool for improving the employability of the active population as a
whole, their importance for youngsters -especially those who left school before completing higher
secondary education- is absolutely key, given their limited specific training, lack of experience, and
lower coverage in terms of unemployment benefit. For this reason, youngsters are one of the most
highly represented groups in the activation programmes, particularly in those countries where
youth unemployment is relatively high. As can be seen in Chart 17, Spain stands out for its guantity
of ALMP participants as a percentage of the active population: around 15% of the total active
population and 30% of the active population under 25 have benefited from activation measures

16: Estrada, Izquierdo and Lacuesta (2009) find a similar result using the Continuous Sample of Working Lifes. They suggest that the expla-
nation for the ongoing nature of temporariness may lie in the difference in severance costs between the different types of contract, which
complicate the conversion of temporary workers in to permanent workers.

17: Toharia and Cebrian (2007) show that 25% of those wage earners in 2004 who had entered the labour market before 1990 had never
had a permanent contract, and that they had made Social Security contributions during no more than 65% of the maximum time possible
(versus 88% in the case of those who had always enjoyed a permanent contract).

18: "Europe 2020" is the name given to the EU's growth strategy for the next decade. It is built around five objectives covering employment,
innovation, climate change & energy, education, and social integration. In order to achieve these objectives, the EU has set out 10 directives.
More details at: http://ec.europa.eu/europe2020/index_enhtm
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over the last five years. This means that the limited effectiveness of ALMP when it comes to
reducing youth unemployment in Spain has little to do with the level of youth participation in
activation programmes; but instead, probably, with the result of the small amount of resources
destined to the introducing of measures and of the erroneous focussing of the programmes.

Although Spain's ALMP spending relative to GDP was higher than the EU15 average during the
last five years®, the amount per individual-looking-for-work was lower. Chart 18 shows how ALMP
spending per individual-looking-for-work was €1,740 in Spain during the 2005-2009 period
(average figure), amount that was 12.5% lower than the EU15 average and 3 to 4 times less than
the amounts invested by the Netherlands and Denmark, the two economies that represent

the paradigm of labour flexicurity. Chart 18 also shows that spending on employment policies
involving activation programmes was relatively reduced in Spain: over the last five years, ALMP
absorbed 46.2% of the resources used for employment policies in Sweden, 37.2% in the case of

Denmark, 269% in the EU15 and 25.2% in Spain.

Chart 17
ALMP participants (% of active population
in each group, average 2005-2009)

Chart 18

Employment policy spending

(€ per individual-looking-for-work on
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An analysis of the breakdown of ALMP spending reveals that activation strategies may not be
the most effective?®. Chart 19 shows how Spain channels almost half the resources earmarked

for ALMP into encouraging the hiring and retaining of personnel (mainly by subsidising the
company's Social Security contribution), while the EU15 assigns only a quarter. On the other hand,
spending on training, labour integration, and professional recycling is relatively reduced. For
example, during the 2005-2009 period, 24.5% of Spain's ALMP spending was used for training -
versus 400% in the EU15-, and labour integration and recycling accounted for just 3.8%, compared
with an EU15 average of 141%, 51.9% in Denmark and 634% in the Netherlands. Given that part of
the job destruction that has taken place in the construction sector is structural, it is disappointing
to see the relative lack of focus on activation measures that would increase the employability of
this group of workers through capacitating them to take up positions in other sectors?.

In addition to the inadequate focus of ALMP spending, there have also been imbalances in some
of the programmes that have conditioned their efficiency. Firstly, the training programmes have
focused on those already in work instead of those out of work: less than 7% of the more than

3.8 million participants in training activities in 2010 were unemployed. Similarly, just 34.2% of the
spending budgeted for job training programmes in 2011 is earmarked for the unemployed.

19: The average spending exceeded 06% of GDP in Spain, compared with 0.5% for the EU15.

20: A detailed definition of each of the ALMP can be found in Eurostat (2006).

21: Bear in mind that the downturn in Spain's construction sector accounts directly for 27.0% of the job destruction that has taken place
among under-25s and 794% of that among over-25s since the beginning of 2008.
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Secondly, the unemployed who take part in training activities tend to opt for assignments with

a low level of specialisation, with a reduced element of specific training, and excessively short
courses. Data from Spain's Ministry of Employment and Immigration (MTIN) show that: i) a quarter
of the unemployed who completed training programmes in 2010 acquired generic knowledge on
training and management; and i) half of the unemployed who underwent training in 2010 took
part in courses that lasted less than 200 hours, and only 19.3% completed programmes of 400
hours or more (see Chart 20).

Chart19 Chart 20
Breakdown of ALMP spending Spain: unemployed who completed a training
(% of GDP, average 2005-2009) activity, by duration of the activity (%, 2010)
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And finally, the effectiveness of the ALMP is limited -not only in Spain- by the existence of
perverse effects resulting from design errors on some of the activation programmes. Particularly
important here are the "deadweight effect” and the "substitution effect”. The former refers to the
certain amount of employment generated by policies that would also have been created without
the policies; and the latter refers to the fact that a percentage of new workers benefiting from the
programme are occupying positions that would have been occupied by individuals that did not
participate in the programme. The available empirical evidence indicates that both effects are
sizeable: together they may have accounted for 90% of the jobs generated by measures relating
to salary cost subsidies for the newly employed in Belgium, Ireland, and the Netherlands®.

2.5 Labour force participation and the discouragement
effect

The deterioration in youth unemployment has led to a widespread reduction in the propensity
to participate in the labour market among under-25s in several European countries, and this has
limited the rise in the youth unemployment rate during the current crisis.

As Chart 21 shows, Spain was the EU country that registered the largest increase in active
population over the last decade: immigration flows into Spain were so great between 2000
and 2010 that the active population in the 25-64 age bracket rose by 56 million (36.5%) to 209
million. On the other hand, the active population below the age of 25 dropped significantly (-452
thousand people since 2000, -181%), almost six times the drop registered in the EU15 (-31%).

While in the EU15 growth in the active population under 25 increased according to the level of
education, in Spain this relationship had an inverted u-shape: over the last decade the size of the
active population fell more among those with a primary education and with university degrees
(194% and -290% respectively) and less among those who had attained higher secondary education
(-78%) (see Chart 22). These developments in labour participation help to explain the lower relative
dispersion of the youth unemployment rate across the different education levels in Spain.

22: See Martin and Grubb (2001) and Betcherman et al. (2007).
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Chart 21
Active population by age groups
(accumulated growth 2000-2010, %)
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Chart 22

Active population by age groups and
highest level of education attained
(accumulated growth 2000-2010, %)
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The drop in the size of Spain's young active population is explained not only by a lower inflow
from inactive status but also by an increase in the outflow to inactive status. Chart 23 shows what
percentage of inactive youngsters in a quarter remain inactive during the following guarter. Over
the last five years -especially since mid 2008- the probability of a youngster remaining inactive
increased almost 6 points, while that among the 25-and-overs was virtually unchanged. Chart

24, meanwhile, shows the probability of passing from active to inactive in each age group. We
can see how the percentage of youngsters abandoning the labour market has risen since 2008,
while that among the over-25s has fallen slightly. The increase in the outflow among youngsters is
explained by the "discouragement effect”, which offsets the drop in the probability of going from
holding a job to becoming inactive: job destruction and the increase in the amount of time that
they tend to remain unemployed have caused a gradual reduction in the intensity with which the
young unemployed look for work, and this increases their propensity to become inactive.

Cha

rt23

Spain: inactive population in quarter t-1
that remains inactive in quarter t

(%

of total inactive population, ma4)

Chart 24
Spain: active population in quarter

t1

that remains inactive in quarter t

(% of total active population, ma4)

96 15
- - i g "
93{n—s —a—u 12 ey A g g ="
90
87 9
o1 "il-l-...,.,....------l
3
78
7:Logogogor\r\r\r\oooooooo OkaDLOkDI\I\I\I\waOCOO\ChCDO\OOOO‘_‘_
8888555588883 333222285F 0000899900000 000 555500
OCJO’O’OO’OO’OOO’O’O’O’O’OQO’O’O’TN O!O'OOO'O'O'O’O!O'O'O’OIO!O'O,_NMV-.—QJ
R R e P A g e P O LT
LVOOOLNNINRN 000X o 50 O===290
900089908860820008555%2 26008990806038260835559%
< o} 999069 o} QQ <
§099999399Q3990Q9% N FO235¥2RATIIQIIIQZ TN
—— Total —=— Under-25s —=— 25 and above —Total -= Under-25s --=-- 25 and above
Source: BBVA Research based on INE data Source: BBVA Research based on INE data

Page 13



Working Papers
BBVA ‘ RESEARCH Madrid, 27 September 2011

3. Factors that determine the probability of
being unemployed: the importance of age
and educational attainment during the crisis

The descriptive analysis in the previous section suggests that the risk of becoming unemployed
falls with individual's age and level of education. But it does not allow us to isolate the impact of
each of these characteristics on the probability of being out of work.

In order to pinpoint which of an active individual's characteristics affect the probability of them
being unemployed and so as to be able to quantify this effect, we need to carry out a regression
analysis. In the specific case in guestion there is then an additional problem: the group that

is unemployed people is a restricted and no random sample of the population. If this lack of
randomness is not corrected, the estimation of the factors determining the risk of becoming
unemployed could produce bias (and inconsistent) results. Bias arise when unobserved factors
that affect the probability of being unemployed are correlated with other factors that condition
the decision to form part of the active population. For example, an individual's natural abilities
may condition not only the probability of them being unemployed but also their propensity to
participate in the labour market. If only the most capable individuals decide to form part of the
active population, the estimated impact of the different characteristics on the probability of being
unemployed would have a downward bias. So in order to avoid erroneous conclusions, we need
to correct the effect of each variable on the probability of being unemployed for each individual's
propensity to participate in the labour market?.

The results of the regression analysis® confirm the important role played by an individual's age
and level of education in determining the probability of them being unemployed, particularly
during recessive cycles like the current one. Charts 25 and 26 show the changing effects over
the last decade that age and level of education have had on the probability of an individual being
unemployed, based on their place of residence, individual characteristics (sex, marital status,
nationality, etc.), and the details of their home (size and breakdown, whether or not there are
dependent children and, if so, how many, etc.)

Even though the conditional probability of being unemployed decreases with age, its effect is
noticeable during the initial years of an individual's working life, before then remaining virtually
constant from the age of 30 and through to retirement. This finding corroborates the importance
that employers give to work experience (or the lack of it) when hiring, irrespective of the youngster's
level of education. Education also has a negative impact on the probability of unemployment.
Particularly noteworthy are the importance of -at least- a primary education and the small difference
that exists between the effects of compulsory secondary school education, higher secondary
education, and university, during the previous expansionary period. Undoubtedly the oversupply of
university graduates and the relative lack of VE qualifications contribute to this result.

The most significant finding from the regression analysis is the growth of the returns to
experience and education -in terms of employment- during the current crisis. Ceteris paribus,
the probability of a 25-29 year-old being unemployed during the 2000-2007 period was 4.4%
lower than that of a 21 year-old; by 20711, those in the 25-28 age bracket were 11.6% less likely to be
unemployed than a 21 year-old.

23: To estimate the factors determining the likelihood of being unemployed, we use a probit model, with sample selection. It is assumed
that the latent risk of each individual being unemployed (y*) is determined by an equation y*= X 8 + u, where X, denotes the combination of
determining factors of y* But y*is unobserved; only is observed the binary variable y, which is equal to 1 when the individual is unemployed
and O when they are employed: y = y*> 0. However, y only has a value when the individual is active (y,). which will be the case when y,
=X,y +u,>0,where X, c X,. Given that the correlation between u, and u, is other than zero, the failure to consider the propensity to be
active when estimating the probability of an individual being unemployed can lead to bias results.

The estimation is based on maximum likelihood, and takes into account the possible existence of heteroscedasticity and intra-household
correlation.

More details on the probit model with sample selection can be found in Van de Ven and Van Praag (1981) and in Wooldridge (2002), chapter 17.

24: Detailed results of the estimates are available on request.
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The change in the importance of education since 2008 is even greater. While the labour return

of a primary education hardly rises at all (the conditional probability of an individual with primary
education being unemployed in 2011 is 96% lower than that of an individual without schooling,
compared to a 75% during the 2000-2007 period), the return to higher secondary education

and, above all, to university education rises significantly. The completion of higher secondary
education reduces the probability of being unemployed by 17.2%, 6.8pp more than during the
previous expansive cycle. The return, in terms of employment, to a university degree rises to 21.5%
in 2011 from 11.6% during 2000-2007.

Chart 26

Chart 25 Spain: conditional probability of being
Spain: conditional probability of being unemployed unemployed by educational attainment
by age groups (under-21=1; annual averages) (no schooling=1, annual averages)
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4. Conclusions and economic policy
recommendations

Youth unemployment in Spain is a persistent phenomenon that has worsened during the

current crisis. And at the levels now being registered (461% in 2Q11), the measures to fight it

can be delayed no longer. Choosing the right policies to ease the problem requires the correct
identifying of its causes. The evidence presented in this Working Paper indicates that there are
serious shortcomings in Spain's education system and labour market, which explain the country's
relatively high level of youth unemployment.

The former include early school leaving and the imbalance between job supply and demand at
the different education levels, which complicates youngsters access to the labour market and has
a negative impact on their professional career. Although Spain has stood out for its high rate of
early school leavers for the last two decades, it is only since the onset of the current crisis that this
has had a clear repercussion on youth unemployment. For example, unemployment rate among
youngsters with the lowest level of education rose more than 30pp between 2Q07 and 2Q11 to
526%, 10.3pp more than among those who reached the second stage of secondary education
and 195pp more than those who obtained a university degree.

Spain's high level of early school leaving means that the relative weighting of the least educated
youngsters is higher here than anywhere else in Europe. This, together with the extraordinary rise
in the weighting of university graduates among the youngest cohorts to the detriment of those
with a higher secondary education -particularly those with VE gualifications- has led to education
polarisation of the population, which in turn has led to an imbalance between job supply and
demand, a high rate of underemployment, and a fall in the wage premium of education.

Of the various labour market malfunctions that aggravate youth unemployment in Spain two of
the most significant are the high level of segmentation and the limited effectiveness of ALMP. In
the case of the former, data indicates that temporariness is now a common phenomenon among
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Spain's youth, its main characteristics being its high persistence, which condemns youngsters to
a vicious circle of uncertainty, insufficient opportunities for specific training, and unemployment.
And in the case of the latter, while youngsters make up one of the largest groups participating

in the activation programmes, the reduced amount of resources channelled into ALMP and the

wrong focus of measures conditions their effectiveness.

Now that we know the main causes, what measures might help to alleviate the problem of youth
unemployment in Spain?

In terms of education, it is absolutely vital to reduce the rate of early school leaving. And to
achieve this, action is required on two fronts. Firstly, through improved control and support

for those students at risk?. The introduction of an early-warning strategy together with the
compulsory participation in intensive support classes (the most possible personalised) would
help to meet this objective. In this respect, the measures approved by the Cabinet on July 29,
which included the bringing forward to 15 the minimum age for entry into the Initial Professional
Qualification Programmes (PCPI), together with easier access and an extension of the programme
periods to two years, ought to encourage certain groups of the population to remain in the
education system?.

At the same time, it is important to encourage youngsters to remain in the education system
via policies that improve education appealing (particularly that which is vocational-related) to
both students and parents?. It would help if both were made aware of the return on education
-in terms of employment-, which means that there have to be public information and advisory
services. And finally, greater control over school absenteeism would also help.

The second front would involve the reincorporation of early school leavers into the education
system. This would require increasing the flexibility of education programmes, and in this respect
the recent reform of the VE system is a step in the right direction?®. The fact that those students
who have completed the compulsory modules of the PCPI can now access the medium-level VE
cycles is particularly positive, as is the access to higher-level VE cycles for those having passed a
bridging course. Also beneficial are those training programmes aimed at youngsters over the age
of 17 who left the education system early.

In addition to measures that try to combat early school leaving, it is important to improve the
probabilities of job insertion among the younger population, easing their transition from the

education system to the labour market, and avoiding underemployment situations. Undoubtedly, the
introduction of a dual VE system similar to the one described in Box 1, would help to partially rebalance
the structure of the education system and increase the employability of those youngsters with higher
secondary education?. For this, business leaders need to be more involved in the design of the
training on offer and in the establishing of the working conditions for interns.

As for university education, what is really needed is a reform of the number of degrees, their content,
and their duration. In particular, the possibility of obtaining a degree after three years of transversal
training -as in France for example- would help reduce not only the number of youngsters that fail

to complete their university studies, but also the cost of training, and underemployment. In order

to improve the employability of graduates, we need to see greater links with the private sector.

For example, certain subjects should have compulsory internships that provide the student with
experience and specific knowledge. As with VE, it would be nice to see companies playing a bigger
role in the creation of the training plans and in the financing of the internships.

25: De la Fuente and Doménech (2010) propose focus training efforts on the first schooling stages -particularly among minors from disad-
vantaged groups-.

26: See Royal Decree 1146/2011, of July 29, which served to modify Royal Decree 1631/2006, of December 29, and under which the minimum
level for Compulsory Secondary Education is established.

27. De la Fuente and Doménech (2010) propose offer the right incentives to each one of the participants in the educative process in order
to improve the quality of the education. Particularly, they suggest increase the election possibility set of parents, modify the teaching
personnel retribution sketch introducing concepts link to productivity, encourage the competition among centres through the publication
of the standardized test results and increase their decision capacity in certain topics. In this regard, Woéessmann (2003) obtain that a large
autonomy of educative centres on hiring and administration decisions and a large academic freedom have a positive effect in educational
results.

28: See Royal Decree 1147/2011, of July 29, which sets out the general plan for the Spanish education system's vocational education.

29: In fact, the reform of VE, mentioned earlier, makes timid progress in the dualisation of the system by allowing for the possibility of
developing youth training programmes that allow part of the learning process to take place inside companies. Also, the Royal Decree-Law
10/2011, of August 26, covering urgent measures for promoting youth employment, tries to work towards improving the employability of
those youngsters out of work. It establishes a new temporary contract for training and internship aimed at under-25s with few qualifiactions;
the worker will combine his/her formal training -received in an education centre- with a work activity related to his/her training activity.

The time spent working cannot represent more than 75% of a maximum working day. This new contract offers a relative reduction in the
hiring costs of unemployed youngsters, given that it subsidises 100% of the companies' Social Security contributions for new employees at
companies with a workforce of less than 250 (and 75% for those with 250 workers or more).
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With regards to the labour market, the main priorities are the reduction in segmentation and a
more successful activation of unemployed youngsters. The best way to prevent temporariness
becoming a trap that threatens young people's professional careers, difficult human capital
accumulation in the company and reduce their chances of employment is to create a single
permanent contract (partial or full time). In this respect, BBVA (2009) proposed combining:

i) a new single contract -that would not affect existing contracts- with severance costs that
would rise according to the amount of time the worker had been with the company®®; and i) a
dismissal insurance system financed with social security contributions, similar to that in Austria,
that would accumulate in individual accounts. If the worker decides to change company, they
could take the account with them, and this would encourage labour mobility; if the worker is
never dismissed throughout his working life, the sum accumulated in their account would be
added to their retirement pension®. Also recommended is an extension of the trial period on
permanent contracts, so as to encourage the hiring of youngsters without experience and whose
productivity cannot be assessed.

And finally, the redesigning and refocusing of ALMP are bound to improve their effectiveness.
Firstly, and given the size of the problem, more funding is needed for activation programmes. An
alternative (@and one that is especially attractive during periods of fiscal consolidation), would be

to improve their effectiveness. This would require: i) a rigorous evaluation of each measure, so

as to maintain those that work and refocus those that do not; and i) the implementation of new
policies on small groups so as to test ex ante their effectiveness. Secondly, the breakdown of ALMP
spending needs to be modified, with a reduction in the employment incentives -which should

be aimed specifically at those groups with significant job insertion difficulties- and an increase in
spending on professional recycling and training. When the cycle is adverse, the unemployed -not
the employed- should be the focus of any training, the duration of which should be extended so as
to impart more detailed knowledge. A continual updating of the catalogues containing the courses
in which companies participate would help adapt the training on offer to the type of qualifications
needed by the market. In the specific case of youngsters, the successful experiences in other
economies® suggest implementing an early activation strategy, the development of job-search
assistance programmes that demand an active role from the participants, and the setting up of
personalised plans that provide the unemployed youngster with integrated attention and advice®.
To achieve all this, it will be necessary to strengthen the Public Employment Services, to revise

the structure of pay incentives for the personnel responsible for guiding the unemployed and to
consider the suitability of private placement agencies.

30: A similar proposal for a single discipline contract can be found at:

http://www.crisisO9.es/propuesta/?page_id=37. Bentolila and Jansen (2010) suggest that severance pay could differ according to the circums-
tances of the dismissal (fair or unfair).

31: Even though Law 35/2010, of September 17, which covers urgent measures for reforming the labour market, considers the second part
of the proposal, the widespread introduction of the contract that encourages permanent hiring is unlikely to lead to the kind of decrease in
duality that we would probably have seen with a single contract, which long-term implies -by definition- a zero temporary rate.

32: Compiled from Betcherman et al. (2007), OECD (2010b) and the European Commission (2011).

33: The reform of the ALMP, approved in February, promises progress on some of these issues. See Royal Decrete-law 3/2011, of February 18,
covering urgent measures for the improvement of employability and the reform of active employment policies.
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Box 1. Vocational Employment as a problem and the dual system as a solution

As shown in Section 2, Spain has a relative lack of people
with higher secondary education. This shortfall is explained
by the reduced number of people completing vocational
education compared with the number passing their
baccalauréat (A-levels). Chart 27 shows Spain to be at the
bottom of the OECD ranking that measures the proportion
of the population with vocational studies relative to those
who have completed higher secondary education (35.8%).
At the other end of the scale are Denmark, Switzerland,
Austria, and Germany, all of which stand out for the relative
importance of vocational education in post-compulsory
secondary education.

What do these four countries have in common? A dual
system for vocational education, the original form of which
was introduced in Germany at the end of the 60s following
the approval of the Law for Education and Vocational
Training and the creation of the Federal Institute for
Vocational Training (BIBB in German)*.

After completing the orientative stage -which lasts the first
two years of compulsory secondary education- students
have to choose one of the three types of school on offer
based on their capacities and preferences for university
education: first-cycle secondary schools (Hauptschulen),
general education secondary schools (Realschulen), and
post secondary educationbaccalauréat (A-level) centres
(Gymnasium)®. Roughly two third graduates from these
three types of school that go on to higher secondary
education opt for the dual system and complete it (see
Chart 28).

The vocational education system is referred to as dual
because the learning process -which normally lasts three
vears- takes place in the vocational education schools

and in the companies participating in the programme
simultaneously. This means that the responsibility for
training is shared: the interns attend the school one or
two days a week, where they receive both general training
and training specific to the profession they have chosen;
and during the rest of the week they are trained in the
company.

The learning process is centred on the concept of the
profession: it does not focus on the specific needs of the
company providing the training, but on imparting the
knowledge and abilities required for carrying out a specific
trade or job®. With this objective in mind, employers,
union organisations, and the BIBB agree on the syllabus

and training material, which are then later adopted by
the competent authorities. At the same time, the training
should prepare the students for a continuous learning
process over the full length of their professional career, in
order to make sure that their level of employability does
not diminish.

Although companies are not forced to participate in

the dual system, data shows that roughly a quarter of
them provide training within this framework®. This figure
increases according to the size of the companies, with 90%
of companies with 500 workers or more taking part in the
dual system.

As with the training responsibilities, the financing is

also shared. The cost of the education provided in the
vocational education school is paid for by the Government,
the Federal Employment Service, the Lander, and the local
authorities. And the companies foot the bill for the on-the-
job training. In some sectors -such as construction- the
financing of the system comes from a sector fund that
has been financed with previous individual contributions.
Figures show that companies bear between 60% and 70%
of gross training costs®. The intern's salary -negotiated
under the sector's collective bargaining agreements-
accounts for approximately half the gross cost met by the
companies, and it varies according to the sector and the
trade. The salary is relatively low: a student can expect to
receive three times less than the average qualified worker.

The dual system, however, is not problem-free. There are
difficulties such as imbalances between the supply of
intern positions and demand; imbalances caused by the
concentration of the most qualified youngsters -those
coming from the Realschulen- in the professions with the
best possibilities, and of the least educated -those from the
Hauptschulen- in the least valued professions; the system's
lack of flexibility when it comes to adapting to changes in
work methods, and the increased difficulties moving into
the workplace faced by those interns coming from smaller
companies. However, all in all, the empirical evidence
shows that a vocational education system increases the
employability of youngsters and reduces the problems
associated with their transition from the education system
to the workplace, basically because it provides them with
specific training and the initial experience that enables
them to continue their career®.

34: See http://:www.bibbde/en/index.htm

35: A fourth option is integrated schools (Gesantschulen), but these are not available in all the Lander.

36: Specialised training is allowed, but only as a complement to career training.
37: See Hippach-Schneider, Krause and Woll 2007).

38: An estimation of the real net cost would require a calculation of the intern's contribution to the company's results. BIBB (2006) shows that the profitability of a student
depends on the size of the company, on the geographical region, on the sector and on the specific trade. But on average, the intern's contribution is equivalent to 47% of the

total gross cost.

39: A detailed description of Germany's dual system can be found in OECD (1994) and in BMBF (2003).
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Chart 27 Chart 28
Proportion of vocational education graduates among population Breakdown of higher secondary education
with higher secondary education (2008, age group 25-64, %) graduates by type of training (2000-2009 average, %)
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