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Preface

The primary goal of the ILO is to contribute, wittember States, to achieve full and
productive employment and decent work for all, udethg women and young people, a
goal embedded in the ILO Declaration 2008 Swrial Justice for a Fair Globalization,
and" which has now been widely adopted by the internaficommunity.

In order to support member States and the socrahgra to reach the goal, the ILO
pursues a Decent Work Agenda which comprises fotarrelated areas: Respect for
fundamental worker’s rights and international labstandards, employment promotion,
social protection and social dialogue. Explanatiohthis integrated approach and related
challenges are contained in a number of key doctsnan those explaining and
elaborating the concept of decent worka the Employment Policy Convention, 1964
(No. 122), and in the Global Employment Agenda.

The Global Employment Agenda was developed by th@ through tripartite
consensus of its Governing Body's Employment andigd?olicy Committee. Since its
adoption in 2003 it has been further articulated arade more operational and today it
constitutes the basic framework through which th® pursues the objective of placing
employment at the centre of economic and sociatipst

The Employment Sector is fully engaged in the impatation of the Global
Employment Agenda, and is doing so through a laeg®e of technical support and
capacity building activities, advisory services gmalicy research. As part of its research
and publications programme, the Employment Sectomptes knowledge-generation
around key policy issues and topics conforming e tore elements of the Global
Employment Agenda and the Decent Work Agenda. Téwo8s publications consist of
books, monographs, working papers, employment tejamd policy briefé.

The Employment Working Papeseries is designed to disseminate the main firsding
of research initiatives undertaken by the varioepaitments and programmes of the
Sector. The working papers are intended to enceueaghange of ideas and to stimulate
debate. The views expressed are the responsibflitiye author(s) and do not necessarily
represent those of the ILO

José Manuel Salazar-Xirinachs
Executive Director
Employment Sector

! See http://www.ilo.org/public/english/bureau/dgmichload/dg_announce_en.pdf

2 See the successive Reports of the Director-Getwthe International Labour Conferen&ecent
work (1999);Reducing the decent work deficit: A global challe(@001); Working out of poverty
(2003).

% See http://www.ilo.org/gea. And in particuldmplementing the Global Employment Agenda:
Employment strategies in support of decent worksitn” documentILO, 2006.

* See http://www.ilo.org/employment.






Foreword

This paper is a revised and substantially expanéesion of a background note that
was prepared for the report on tieuth Employment Crisis: Time for Actitrat will be
presented and deliberated at the 101st sessioheofnternational Labour Conference
(1 - 14 June 2012). The authors highlight salianpieical regularities. First, the youth
unemployment rate is typically twice the adult updmyment across low, middle and
high-income countries. Second, youth employmentisch more sensitive to business
cycles and policy-induced economic downturns thdmtaemployment. Third, short-run
demand shocks mutate into long-run ‘scarring’ éffenanifested in reduced employment
and earnings opportunities that can last decadmsngy people with limited skills and from
disadvantaged backgrounds are particularly vulherab'scarring’ effects. There are also
well-known negative externalities associated withighh and persistent youth
unemployment: higher incidence of unhappiness, drigitime rates, higher inequality,
higher fiscal costs in terms of foregone output kweer tax revenues, and higher political
and social tensions.

The authors draw on these stark and stylized fdotssuggest that recent
macroeconomic events, most notably the global Gredrand economic crisis of 2007-
2009 and the contentious fiscal austerity programthat are particularly evident in the
EU, have had rather adverse consequences on engitbypportunities for young men
and women. The authors note that many prominemniauists have joined long-standing
critics of fiscal policy in the advanced econontiesrgue the case for a gradual approach
to fiscal consolidation and to urge policy-makersrake a greater commitment to growth-
oriented policies.

The authors also provide a long-run and cross-cgyerspective on the drivers of
youth employment. Here, there is a perennial debatereen those who contend that a
skills mismatch and onerous labour market reguiatiprimarily inhibit employment
opportunities for young people and those who cahtbat lack of labour demand reflected
in the pace, volatility and pattern of growth is/ke understanding the challenges facing
the youth labour market. The available evidencentgoin the direction of the lack of
labour demand as a binding constraint on youth eympént, although skills mismatch and
insufficient labour market flexibility are also esfant.

The authors make specific policy recommendationsctéd towards macroeconomic
policy managers. There is a supply-side bias imcpalesign that needs to be rectified.
Central bankers and finance ministries can aid abet young job-seekers by alleviating
binding constraints on the growth of private secidris will entail promoting an agenda of
financial inclusion, investing in infrastructure daboosting spending on labour market
policies that can be accomplished at moderate (©ostésured as a proportion of GDP).
The exchange rate also emerges as a crucial padidgble that can facilitate structural
transformation and expand productive employmenbdppities. Lack of control over the
exchange rate can be a debilitating impedimentexslmers of the Eurozone have found to
their cost.

One hopes that readers will find this working pap@imulating and thought-
provoking and that it will encourage much-neededatie on crafting appropriate
macroeconomic policy responses to tackling theltyeatployment crisis.

Gianni Rosas Azita Berar Awad
Coordinator Director
Youth Employment Programme Employment Policy Department
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1.

Introduction: A scarred generation

The recent global financial and economic crisis 2if07-2009, the politically
contentious and contractionary nature of the fiseedterity programmes in the Eurozone
and the UK and the recent uprising in some Aratesthave reinforced policy interest in
tackling youth employment and unemploymértistorically, ‘young people have always
had a tough time finding work’ (Morsy, 2012:15). ¥his perhaps less well known,
especially among a non-specialist audience, isyinag people can suffer from a long-run
‘scarring effect’ if they do not participate in mgoth transition to the labour market. When
the economy is going through a downturn, as itididhe recent crisis, young men and
women find it particularly hard to find or retainjab because of their relative lack of
experience in the labour market. Such joblessres®t directly due to the ability or the
willingness of young people to work. Yet, joblessnat an early stage in life of work can
negatively affect the youth’s long-run earning jp@ss and job opportunities.

Several studies have shown that those who experianemployment early in their
life are more likely to suffer subsequent spellsunEmployment (among others, Morsy,
2012; Bell and Blanchflower, 2009). Earnings asoadversely affected. Oreopoulos et al.
(2010) finds that students graduating in a recessmmmence work with lower paying
employers and only gradually manage to make thesitian towards better paying firms.
Evidence shows that negative wage effects pemsisinbre than a decade (for example,
Genda et al., 2010; Khan, 2009). High youth unegrpknt is also associated with higher
incidence of unhappiness and mental health problesngsell as increased incidence of
burglary, theft and drug offences (Bell and Blahaier, 2009).

There is a positive correlation between poor yoathployment outcomes and
inequality. Morsy (2012) claims that rising youtmemployment in recent years has
increased inequality (measured by the Gini coeffiti by 4 percentage points in all
advanced countries and by as much as 8 percentigés pn Greece, Ireland, Italy,
Portugal and Spain. These are the countries that een hard hit by the global economic
and financial crisis of 2007-2009 and are miredléw growth and recessions.

High and persistent youth unemployment can alsm#®asignificant costs on national
budgets due to loss of output and tax revenuesneieged by underutilization of human
resources. A landmark report on youth unemploymenthe UK claims that the ‘net
present value of the cost to the Treasury, everkingoonly a decade ahead, is
approximately 28 billion (GBP)' (The ACEVO Commiesi on Youth Unemployment,
2012:4).

Lack of employment opportunities for young peome easily become a major source
of political and social unrest as recent develogménthe Middle East and North Africa
have demonstrated. In the Eurozone, notably in ttimsnsuch as Greece and Spain, which
now have some of the highest youth unemploymemsrat the world, social unrest and
political tensions have become quite conspicuous.

® Youth labour force refers to those aged betweearitb24. Adult labour force refers to those aged
25 years and above. Youth labour market outcomeshi® report are mainly captured by
unemployment rates and employment-to-populatioiosatOther relevant outcome measurements
for the youth labour market, such as incidencehoké neither in education nor in employment or
training (NEET), wages, contractual status, to nanfiew, are not analyzed. This is mainly because
of serious data constraints for developing coustfi®mm secondary data sources; and for high
income countries, analyses are done extensivedyvlsre. For example, see OECD (2008).



In light of the grim spectre of a scarred generatimd the negative externalities
associated with poor youth labour market outcomashgppiness, crime, inequality,
negative impact on national budgets, political abdity), it is important to have a deeper
comprehension of the drivers of poor youth emplayhaitcomes. Such comprehension,
based on a robust evaluation of available expegieartd evidence, enables appropriate
policy action on multiple fronts to be undertaken order to enhance durable and
productive employment opportunities for young peofilhe paper seeks to make a modest
contribution to that objective. In particular, than of the current paper is to clarify and
explore the impact of the macroeconomic policy emnent on youth labour market
outcomes vis-a-vis other structural and supply-digigtors. Such analyses will enable
governments and social partners in ILO member stateascertain the extent to which
changes in the macroeconomic policy environmenticgamove employment outcomes for
young people.

The paper is structured as follows. Section 2 eramthe impact and implications of
two major macroeconomic events: (a) the globalrom@ and economic crisis of 2007-
2009, and (b) the contentious fiscal austerity paognes in the Eurozone and the UK that
commenced between 2009 and 2010 and persists tdti@y evaluation presented here
suggests that a case can be made for reviewinfjsited austerity measures given their
contractionary consequences and adverse implicat@rthe youth labour market. Section
3 interprets the drivers of youth employment outesrfrom a long-run and cross-country
perspective. Here, the perennial debate seems toetvecen those who subscribe to a
structural, supply-side view of youth employmergnsiing from concerns about lack of
appropriate skills and onerous labour market remguia and those who see lack of labour
demand caused by the prevailing pace, volatility pattern of growth as key determinants
of poor youth employment outcomes. The evidenceraBed here suggests that, while
supply-side factors are certainly relevant, demsidd-factors have a potent influence on
the employment opportunities for young men and wariiéis is corroborated by evidence
from enterprise-level surveys in Section 4 thatwshthe typical binding constraints on the
growth of the private sector. Such binding constsaare compatible with a demand-side
interpretation of youth employment. Sections 5 #&docus on specific policy issues.
Section 5 highlights the fiscal implications of ¢alp market policies. They can be
implemented at moderate cost (measured as a ppaft GDP). They seem to be quite
effective in normal periods of growth. Hence, lomdamiddle income countries can boost
spending on labour market policies at moderatescaistl expect to reap some dividends.
Section 6 highlights the important role that thel@nge rate regime plays in facilitating
structural transformation and expanding employnaagortunities both for young people
and their prime-age counterparts. In particulag, ldtk of control over the exchange rate
can turn out to be a debilitating impediment, eslycduring downturns, as the Eurozone
economies have found to their cost. Section 7 sfeerconclusion by summarizing key
findings and reiterating the key policy messages.



2. The youth employment crisis: The impact
and implications of recent macroeconomic
events

This section briefly reviews the impact on the yolébour market of two major
macroeconomic events: (a) the global financial eoohomic crisis of 2007-2009, and (b)
the contentious fiscal austerity programmes inEbeozone and the UK that commenced
between 2009 and 2010 and persist today. Two kalinijs emerge from the discussion.
First, regions and countries that were badly hith®y crisis of 2007-2009 were, in general,
also the ones in which the youth unemployment siseply and youth employment fell
sharply. Second, the fiscal austerity programmaes lthve been implemented since 2010
appear to be associated with significant contrastim GDP growth. Indeed, both the
Eurozone and the UK are in the throes of a ‘dowde recession. One can make the
plausible conjecture that the corresponding chaimggsuth employment outcomes will be
rather adverse over 2012 and beyond — a view tgbhen corroborated by media reports.

The discussion commences with a review of well-knasnpirical regularities. First,
there is a strong correlation between youth uneympémt and adult unemployment. The
former is usually twice that of the latter (see Uf@ 1). At the same time, youth
unemployment is usually more sensitive to busimgstes than adult unemployment rates.
This is captured in Figure 2 which compares théodeirom 2005 to 2007 to the period of
crisis and slow recovery of 2008 to 2010. As carsden, in the hard hit developed world,
and especially the EU, the youth unemployment iadecased by 2.9 percentage points
while the adult unemployment rate increased by fefentage points. The developing
world in general did not suffer an outright receasduring 2008-2009 and recovered
quickly from the growth deceleration — which perhapxplains why the youth
unemployment rate declined at a faster pace tharathult unemployment rate over the
relevant time period in some developing regionsji@2011).

Figure 1.  Youth and adult unemployment rates, country-level averages for 1990-2010

High income countries Low and middle income countries
40 70
60 -
30 - 50 -
40

20
30

Y outh unemployment rate (%)

20 -

Y outh unemploymentrate (%)

0 5 10 1 0 5 10 15 20 25
Adultunemployment rate (%) Adult unemploymentrate (%)
Source: ILO (2011b).

Note: Following country income classification by the World Bank, the sample consists of 43 high income countries and 99 low and middle income
countries.



Figure 2. Before and after the crisis: Percentage point changes in youth and adult unemployment rates

World

Developed Economies and European Union
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Source: ILO (2011b).

Note: The figures represent percentage point differences between 2005-2007 and 2008-2010 period average unemployment rates for youth and
adults.

A more detailed examination of the labour marketcomes of young men and
women (15-24 years) vis-a-vis prime age men and avo(25-64) in the EU (27 member
states) also corroborates the higher cyclical seitgiof youth employment. For example,
between the third quarter of 2008 and the thirdrignaof 2009, in the EU as a whole,
employment declined by 10 percentage points fomgomen and by about 7 percentage
points for young women. The corresponding stasstie@ just over 2 percentage points for
prime age men and well below 1 percentage poirprione age women (Verick, 2011).

Consider now the contentious issue of fiscal aitgt@rogrammes that have taken
hold in more than 90 per cent of the advanced eo@® since 2009. This fiscal
retrenchment is particularly pronounced in the Eane and the UK. It was triggered by
the belief that the rich world faced an unsustdmaficrease in public debt following the
implementation of the stimulus packages to coph thi¢ negative aggregate demand shock
unleashed by the global economic and financialscd2007-2009. At the time, those who
advocated the fiscal austerity programmes arguddviour of bold and decisive action in
terms of spending cuts and tax adjustments onrtnend that the historical evidence shows
a positive association between fiscal austerity amgut expansion. Hence, the belief was
that kick-starting growth in the EU and other pasfsthe rich world require boosting
‘market confidence’ that would spur investment @neate jobs. This was best achieved,
went the argument, through ‘front-loaded’ fiscastuity programmeS.

More than two years have elapsed since the stanisosExperiment and the outcomes
have unfortunately not been friendly to the caugefiscal austerity advocates or
‘austerians’ as they have sometimes been calleekeTis a significant correlation between
the general government structural (or cyclicalljuated) fiscal balance and the contraction

® See Islam and Chowdhury (2012, 2010) for a reviéthe issues and evidence pertaining to fiscal
austerity and growth.



in GDP (Figure A.1 in the Appendix). Those courdrigith the highest changes in
structural balance in the EU have also been ths with the highest contraction in GDP.
Simple regression estimates show that a one pagemoint increase in fiscal tightening
would lower average GDP growth by 0.5 percentagetpoUnsurprisingly, the imposition
of austerity measures also entails severe consegsdar youth labour market outcomes.
As illustrated in Figure 3, the increase in youtfemployment between 2009 and 2011
tends to be higher for economies which have undergirong fiscal tightening; a one
percentage point increase in structural balanestisnated to significantly raise the youth
unemployment rate by 1.5 percentage points.

More elaborate macroeconometric models suggesttlibafiscal entrenchments will
be associated with negative employment growth ef dihder of 0.2 per cent over the
medium term (ILO and IILS, 2012). This is in linéthvthe standard Keynesian dictum that
fiscal consolidations are contractionary and becomen more so when actual output is
below potential output. This was certainly the cfsehe Eurozone and the UK given that
the tepid recovery which emerged after the glolcahemic and financial crisis of 2007-
2009 did not have sufficient time to take hold lasré was a decisive switch from fiscal
stimulus to consolidation between 2009 and 2010. cOfirse, these contractionary
consequences can be offset by expansionary monegtaligy and exchange rate
devaluations. Yet, members of the Eurozone do awehan independent exchange rate
policy, nor do they have independent monetary golic any case, monetary policy even
outside the EU, such as in USA and Japan, are stuakzero lower bound’, that is, the
policy rate cannot go down below zero. Hence, theractionary consequences of fiscal
policy have become painfully evident. Unfortunatelyg Figure 3 shows, young people will
become major victims with a high risk of ‘scarrieffects’’

Calls are now being made by prominent economigtisnaedia commentators — along
with long-standing critics of fiscal policy in tHeU and advanced economies in general —
that governments, most notably the Eurozone anddbKuld change course, especially in
light of growing concerns about the political amatial sustainability of fiscal austerity
programmes in the rich world. Policy-makers shogitdfor a gradual approach to fiscal
consolidation and find fiscally neutral ways in afitargeted interventions towards job
creation for young people can be suppoft&iven that individual member states do not
have control over monetary and exchange rate pslithe ECB and countries with fiscal
space are being urged to make a greater commitimgnowth at the EU level. Hence, the
ECB could be more pro-active in its ‘quantitativesimg’ programme. Its aim to inject

" For the United States, Kahn (2009) finds that &&ry after graduation, the wage loss arising from
entering the labour market during a recession atsotm 2.5 per cent and is still statistically
significant. Genda et al. (2010) compares unemp@ymrates at the point of entry and
contemporaneous unemployment rates between Jagaheinited States between 1983 and 2003.
The study finds that the school-based hiring systarhigh school graduates in Japan, combined
with labour market entry during recession, is asged with higher likelihood of non-employment
and part-time employment, translating into persistegative effect on earnings.

8 Krugman (2012), Romer (2012a, 2012b), SummersJR0Aeisbrot and Montecino (2012), and

Wolf (2012) have consistently criticized the stamdefiscal policy in the advanced economies in

general and the EU in particular. Romer (op.citlesahat successful cases of ‘back-loaded’ fiscal
consolidation can be found in the experiences efUsA, Sweden and Australia during the 1990s.
An example of a fiscally neutral intervention t@ias young people find jobs is to make it mandatory
for public sector organisations to hire long-ternemnployed young workers for, say, two years, and
spend an equivalent of the unemployment and jolckd#nefits that would be spent on them. This
will transform the role of government as a providétunemployment and job search benefits to an
employer of last resort.



liquidity in the banking system has avoided a sysitebanking collapse, but it could
purchase bonds directly from debt-distressed ecwm®rmm the EU and thus reduce
borrowing costs. This can provide crucial breattdépgce for these economies to engage in
targeted interventions to promote growth and exgabdopportunities for young people.
Net creditors in the EU could engage in more expaasy fiscal policy and support a
generous scheme of low conditionality fiscal trensfto debt-afflicted economies in the
EU (see, for example, Grauwe (2011).

Figure 3. Fiscal tightening and youth unemployment across selected OECD countries
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for general government structural fiscal balance (% of potential GDP).

Note: Correlation coefficient = 0.69; R2=0.47.



3. Along-run and cross-country perspective
on the drivers of poor youth employment
outcomes: Issues and evidence

There is a perennial debate on the causes of pmghyemployment outcomes that
transcends current concerns about the deleteramsequences of recent and contemporary
macroeconomic events. Beyond cyclical fluctuatiarg, youth facing difficult entry into
the labour market due to a sustained shortfaleimahd that spans over many years, caused
by the pace and pattern of growth? Are they dusupply-side and structural factors
manifested in a skills deficit and skills mismatgbfare they primarily due to insufficient
labour market flexibility that penalizes young emis to the workforce because they face
institutional barriers to access jobs, especidllg regular type?

Explaining youth labour market outcomes by skiliel &ducational attainment has
perhaps been the most popular approach by anadystspolicymakers, including the
international organizations, as they are seen to‘tieatable’ by appropriate policy
responses. The same can be said for labour market flexibility seems fairly
straightforward, but not necessarily easy, to chaagpiece of legislation or remove an
institution. What is much more elusive to policyraekis how to generate new jobs that are
of desirable quality. The discussion in this andssguent sub-sections reviews the
pertinent evidence on the different approachesotghylabour market analysis. The main
argument put forth is that a shortfall in labouma@ed, cyclical and structural, caused by
the pace and pattern of growth is the key reasbhmbtigpoor youth employment outcomes.

3.1 Skills deficit and mismatch

Are young people not sufficiently skilled to getj@b when there is a vacancy
available? Such question may seem almost supesfliothe medium- to long-term when
each generational change is accompanied by loreges yf schooling, in most countries in
the world, and young entrants are often referredst@ cohort that is ‘better skilled than
ever'’ Yet, when such young people have difficulties étting jobs that are acceptable to
them, the tendency has been to focus almost exelyson the kind of skills that they have
acquired and their relevance as to which skillsd@manded in the market. As a result,
much policy pressure is put on the providers dhing to flexibly and continuously adapt
to the labour market. But institutional and curtizuadjustments to short-run fluctuations
are fairly costly operations, particularly in a deping country context where labour
market information is often missing or inaccessill®ping with cyclical fluctuations
would require a better balance between on-the-ubiastitutional training. In the longer
term, institutional adjustments would indeed bedeeeto enable the supply side to match
demand. The ILO advocates a ‘common framework kdissdevelopment’ in which (a)
there is a consistent attempt by all relevant adimmatch supply to demand for skills, (b)
workers and enterprises are assisted by the goesrinto adjust to change, and (c) efforts

° This is witnessed by a proliferation of ‘treatmefiiect’ literature in labour economics, especially
in the 2000s. For example, see Imbens and Wooldri@)09) for a recent review of existing
approaches and their applications.

1% This said, education and training continues ty plaery important role in enabling young people
to successfully enter the labour market.



are invested to build and sustain competenciesfifture labour market needs (ILO,
2011a:18).

As an example of longer term shifts in skills dedesh in the labour market, an
important issue that confronts more advanced cmsntras become a growing concern.
One influential study on the United States has shthat demand for medium-skilled jobs
that pay close to the median wage has fallen whédee has been an increase in the demand
for high-skilled jobs as well as for low-skilled® (Autor et al., 2003). This ‘missing
middle’ and the polarization of the labour markeashconstrained employment
opportunities for many young people forcing thenseek entry into low-skilled jobs, such
as in the cyclically sensitive retail sector. Ther@also some evidence of this phenomenon
in the UK (The ACEVO Commission on Youth Unemploym)e2012). More generally,
projections for the 27 EU countries show that, lesmvnow and 2020, the proportion of
jobs requiring medium-level qualifications will gtzate while the proportion of jobs with
high qualifications will increase significantly @, 2011a).

Have there been any skills deficits in the long famyoung entrants? An examination
of the relationship between young people’s edunatiattainment and their labour market
outcomes shows that the nexus is fairly straighthod among high income countries, but
much more complex among low and middle income amsit(Figure A.2 in the
Appendix). There are clear positive returns to &mgears of schooling for young people in
high-income countries, with respect to unemploymatgs and employment-to-population
ratios (EPRs). Countries with longer average yearschooling tend to have lower youth
unemployment rates and higher EPRIn low and middle income countries, there appears
to be a reverse relationship. Countries with loryesrage years of schooling tend to have
higher youth unemployment rat€sThis relationship is partially capturing the fabgt
unemployed youth in low and middle income countaes relatively better educated than
their employed counterparts. As for lower employtrierpopulation ratios in countries
with relatively more educated youth, it is captgriwo aspects. First, longer average years
of schooling implies that more young men and woratay out of the labour force to
remain in education. Second, there may be an aygphg of educated youth in low and
middle income countries, relative to demand. Meaary of schooling probably act as a
surrogate for the socio-economic background of gopeople in low and middle income
country settings. In the absence of comprehensnamployment benefits schemes and
other passive labour market measures, young pdapte poorer households can neither
afford to stay unemployed nor remain longer in edioa™

Furthermore, the relationship between educatiomainanent and youth labour market
outcomes are complicated by youth’s supply behavibyobs that offer adequate pay for
invested skills are not found, young people eithrcome inactive, discouraged,

' Some of the countries that exhibit both long ageraears of schooling and low youth
unemployment rates include: Germany, Japan, Kiteayay, and Switzerland. The countries at the
opposite end of the spectrum are Bahrain, Cro&tadi Arabia, Spain, and Poland.

12 These countries include Bolivia, Chile, Fiji, 86nka, and Swaziland.

13 The quality of education and training output i® tlmain issue of interest. As a preliminary
background data analysis, the relationships betWd8A average scores on mathematics, reading,
and sciences and youth labour market outcomes bat®000 and 2010 were examined. The
relationships turned out to be orthogonal, howebeth for high income and low and middle income
countries. Moreover, the number of observations liow and middle income countries was
extremely limited. For this reason, the currentgrapses mean years of schooling as a proxy for
educational and skills attainment.



unemployed, or enter the labour market by graspimg job available. The amount and
duration of expectation adjustments also dependgheroverall economic climate. If the
economy is booming, adjustments to youth’s resematages occur fairly slowly. Young
people may continue searching for jobs, as lontipes can afford it. If youth perceive that
the economy is in recession or stagnation, adjusBn®® their reservation wages can
happen fairly rapidly, and they may undertake aythat comes their way. Once young
men and women settle for compromised opportunitiethe labour market, the ‘scarring
effect’ kicks in. This poses greater barriers —eeggily for those with limited skills — to
make the transition to better jobs later on in. IHence, an initial short-run demand shock
can mutate into long-run labour market impairmeimsiuding lower life-time earnings for
young workers (Genda et al., 2010).

This has important implications for the ‘skills oé#f thesis as an approach to
understanding poor labour market outcomes for yopegple. It suggests that the
relationship between skills and youth employmert amemployment is not independent of
the business cycle. In other words, downturns aeilise an adverse shift in this relationship
that cannot be immediately remedied during the vego period, leading to poorer
employment and earnings opportunities that canigieoser time at any given level of
skills. Attributing this shift to a skills deficior a skills mismatch will be inappropriate
because it will overlook the crucial role that mesis cycles and economic shocks, such as
the one detailed in Section 2 of this paper, phainfluencing the earnings and employment
prospects of young people. On both the conceptudleanpirical fronts, this sub-section
has argued that supply-side oriented policy measal@ne are not the key to improving
youth employment outcomé$.

3.2 Insufficient labour market flexibility

Another influential view on factors that depress ttemand for labour relates to the
impact of specific labour market regulations — sashhigh minimum wages and high
severance pay. These regulations set the ruleseofiame in the formal segment of the
labour market. The price, it is claimed, is borgeybung workers who then are ‘priced out’
of the labour market. For instance, it is well kmothat youth unemployment rates in the
Middle East and North African region are among lilghest in the world. A recent study
claims that they are largely due to the supply siohel overly rigid labour market
regulations? The discussion expands this thesis by focusingapminimum wages and
youth employment, and (b) severance pay and yauffloyment. It draws on a new IMF
database on labour market regulations across Gesiritr offer an empirical evaluation of

4 The section has attempted to claim that filling gkills gap may not be the most effective way
forward in improving youth labour market outcom8sch claim has to be based on the premise that
the on-going policy efforts to improve educatioaald skills outcome would indeed continue and
further develop, as they should. However, meastoestimulate the demand side of the labour
market are in order, and supply-side policies rieede better coordinated with such demand-side
measures. For example, Rothstein (2012) claimdithiatt a historical perspective (1983-2011) in the
United States, there has been an unexplained lamgipward trend in the long-term unemployment
share of 0.5 percentage point per year over thetpasdecades. Such trend is not attributable to
changes in structural factors, such as skills asmgaphical mismatches, but rather to a sustained
shortfall in labour demand.

15 See, for example, Yasser (2011). For an altereafiew, see Tzannatos et al. (2011).



the thesis that labour market regulations repreaangjor impediment to job creation for
young people'®

The key message is that cross-country evidence doesecessarily support this
contention. The policy implication is not necedsarnore or less regulation, but an
appropriate mix of policies and regulations thah caaximize ex-ante net benefits for
young workers in terms of protection against labooarket risks while preserving
employment opportunities. This message is congistéh state-of-the-art findings in the
pertinent literature. For example, a study by th® land IILS (2012) provides a meta-
analysis of more than 100 studies and finds thaethdence of the impact of employment
protection legislation on employment is rather waakl mixed. There also appears to be a
non-linear relationship between labour market ragomhs and employment, with both too
lax regulations and excessive regulations leadmngdor employment outcomes. More
importantly, the study finds that, since 2007, doeninant trend is a decline in employment
protection:’

Having set the context, the rest of the sectiocudises some new evidence on the
relationship between labour regulations and youtpleyment.As noted, the focus is on
minimum wages and severance pay both of which@mteantious and the subject of current
policy discourse cutting across low, middle andhhigpcome countries. While the
neoclassical theoretical prediction associatesdnighinimum wages with higher youth
unemployment raté% the empirical relationship is by no means asratea (Figure A.3 in
the Appendix). Country-level averages for the pkrd®80-2005 show that, both among
high income and low and middle countries, youthnupleyment rates are only minimally
and insignificantly associated with the averagellef minimum wages? In middle and
low income countries, this weak relationship tetmlde negative, albeit not statistically
significant. Hence, long-run youth unemploymenésadre determined by factors other than
minimum wages, including country-specific diversity

The other side of the coin is the relationship leetw average growth in youth
employment and average growth in minimum wagesufieid\.4 in the Appendix). Growth
in minimum wages is expected to be associated htler growth in youth employment-
to-population ratios. There is a significant negatirelationship among high income
countries. However, there is a positive but indigant relationship among low and middle
income countrie&’ In high income countries where minimum wages hesen faster
during the period under consideration, employmergdpulation ratios also tended to

® The evidence on labour market regulation is takem the IMF database, described by
Aleksynska and Schindler (2011).

" See also Bell and Blanchflower (2009) and Berg léndera (2008) for a review of the evidence
on the regulations-employment nexus.

18 Neoclassical framework is the one that is usuatiylicitly or implicitly adopted when gauging the
impact of a change in minimum wages on employmEat. this prediction to hold, the level of
minimum wages has to be above the so-called mal&ating wages.

¥ The time period coverage is different from thevjes analysis to adapt to labour market
regulation data available from the new IMF databasedescribed in Aleksynska and Schindler
(2011).

2 Note that the youth EPR is estimated from a coossstry regression model.
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decline fastef! In low and middle income countries, however, fagi®wth in minimum
wages was associated with faster growth in youtplegment-to-population ratios. In this
group of countries, average changes in minimum wage poor predictors for average
changes in employment-to-population ratios in trglrun.

In summary, neither the level nor the change inimiim wages clearly contributes to
youth labour market outcomes, even in high incomentries. It requires a much more
careful country by country examination on how chlemm minimum wages affect labour
market outcomes, relative to its past performantthile evidence on the extent of
compliance with minimum wages is not included ir ttMF database, it shows that
compliance with minimum wages and the prevalencehef wage labour market in a
country may play an important role.

On severance pay, it should first be noted thahllegset severance pay does not
change very often. The total number of incidencepward or downward changes in the
maximum severance pay amounted to nine cases iiha@me countries, thirty three
cases in middle income countries, and eleven éases income countries. Moreover, due
to limitations on youth employment and unemploymasiia, many episodes of change in
severance pay regulation cannot be related to ésaingthe youth labour market outcome.
With such limitation in mind, the summary tabledselshows that, on average, higher level
of severance pay was associated with lower episofigsuth unemployment (Table 1).
Hence, higher level of maximum severance pay dasssaem to be associated with
episodes of high youth unemployment rate. Rathar,agerage, it was more closely
associated with episodes of low youth unemploymetet

The topic of severance pay can also be used wirglie¢ how labour regulations can be
reconfigured without reducing them. It seems toshékingly high (when measured in
terms of maximum months of pay) in developing paftshe world and rather modest in
developed parts of the world. For example, severgray ranges from 8.2 months in the
Middle East and North Africa to 16.3 months in batAmerica. On the other hand, it
ranges from 1.1 months in North America to 3.4 rherih Western Euro.This is due to
the fact that there is a reasonably comprehensinemployment benefits scheme to
compensate for modest severance pay at the firal-leNgh severance pay is a contentious
issue for employers in the developing world becdhsg are seen to be bearing an unfair
burden of financing periods of unemployment for kews. One way of resolving this issue
is to broaden the coverage of unemployment bersfiieme for formal sector workers and
combine them with employment guarantee schemesruml and informal economy
workers. Political commitment and adequate resourobilization are needed to support
such initiatives.

In sum, the relationship between youth unemployna employment and labour
market regulations is complex and diverse in amdszccountrie&® This is particularly the
case for middle and low income countries. It mdstly reflects the weakness of labour

%L For example Estonia, Hungary, Japan, Poland anttfited Kingdom.
22 puthors’ estimates based on Aleksynska and Soéir{@D11).

3 Since labour markets tend to be ‘imperfect it lef themselves (missing information, asymmetric
information between job seekers and employers ninges to keep information asymmetric on the
job, network effects, discrimination based on agerabserved attributes of a sub-population, etc.),
the rationale for regulating labour markets is miroHence, the question is not about regulating
versus not regulating, but rather about how to legu
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market institutions in these countries, in termstloéir implementation capacity and
coverage. Hence, at this preliminary stage, itas possible to judge the implications of
labour market regulations for youth. This also nsetinat labour market regulations do not
seem to have a decisive impact on youth labour edartcomes, at least in the long run.
Moreover, even in high income countries, the pdyfafm regulations depends on what
happens to the labour market over time, includin@nges in the macroeconomic
environment that affects the demand for workers.

Table 1. Average severance pay in episodes of high and low youth unemployment

Maximum severance pay (months) Episodes of high YUER Episodes of low YUER
High income countries 55 58

Middle and low income countries 7.7 12.1

Source: IMF (2011a) and ILO (2011b).

Note: YUER = youth unemployment rate. Episodes of high youth unemployment rate refers to periods when youth unemployment rate in period tin a
country was greater than or equal to the 1980-2005 period average in that country.

3.3 Shortfalls in labour demand

Labour market regulations and skills mismatch gyl to be more visible in times of
recession or deflation than in times of economipagsion. For instance, when there is
sufficient demand for workers, employers may owekla mismatch in skills as long as
young job applicants possess a core set of skilsdan be further developed on the job.
During contractionary period, on the other handréhmay be a tendency to seek out
‘perfectly matching’ job applicants, as employerns hard-pressed to make ends meet. This
subsection examines the long-run demand side ofjdhemarket, as captured by the
countries’ GDP growth rates and other macroeconeaniables.

From a pooled cross-country data spanning over 192010, the distribution of GDP
growth rates can be categorized into ‘low’, ‘mediuand ‘high’. ‘High’ growth should be
associated with better youth labour market outcomvede ‘low’ growth is expected to be
associated with poor youth labour market outcormis. ‘low’ threshold is defined as two-
third of the median GDP growth rate in the poolegadbetween 1990 and 2010 and the
‘high’ threshold is defined as four-third of the dien. To derive the relevant median, the
data was sub-divided into a sample of ‘high incormed ‘middle and low income’
countries® For example, the median GDP growth rate among lmglome countries
between 1990 and 2010 is 3.1 per cent. Two-thirthisfgives the ‘low’ cut off point at 2.1
per cent and four-third gives the ‘high’ cut offipbat 4.2 per cent (Table 2.

Table 2 shows the long-run cross-country relatignsdlong the classification of
countries according to the distribution of GDP &BBP growth volatility around their

24 For further details, see World Bank (2012b).

% There are some difficulties associated with tiigraach to classifying countries by comparing the
median from the total observations and the periedien for each country. The number of
observations per country differs due to constraintsdata availability, and the median of all
observations is influenced by countries that haeeenobservations than those that have less. Hence,
Table 2 does not represent a true cross-countrypadson of averages. Nevertheless, the
preliminary results provide some interesting inssgh
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median and their average youth labour market outsoriVith respect to annual GDP

growth rate, the table shows a diverging patterryémth labour market outcomes between
high income countries on the one hand and low aiddimincome countries on the other.

In high income countries, the economies that haavgrfast on average during the past
couple of decades tend to have slightly higher lyautemployment rates than those that
grew more modestly. At the same time, the averagghyEPR among the fast growers is
low. Such situation may seem counter-intuitive, iutan be explained by taking into

account young people’s supply behaviour and ingestito invest in education. For

example, because of fast economic growth, the pertepportunities for better jobs have
expanded. It gives incentives for youth to stayammger in education in order to realize the
emerging employment opportunities (and hence tinedcaverage EPR among the fast
growers). Higher average youth unemployment rat®rgmthe fast growers may be

reflecting an over-supply of young labour forcer@sponse to the growing economy, as
well as difficulties faced in having and retainiagpb.

Among low and middle income countries, the mediautly EPR rises as the
countries’ average growth rate rises. Higher groistassociated with better employment
outcomes, even though the gain in the EPR is guddest: 35.2 per cent for a group of
countries growing at less than 2.9 per cent asagdil.4 per cent for a group of countries
growing at more than 5.7 per cent. There is alseshaped pattern in youth unemployment
rates; countries that grew in the medium range {2.8.7 per cent) exhibited the lowest
median youth unemployment rate (17.8 per cent),levhiedian unemployment rate
increases to 20.0 per cent with faster GDP growthst As is the case for high income
countries, this could be reflecting the supply hvitar of young workers in the market. It
also means that growing as fast as possible iaoc¢ssarily the most effective way to
improving youth employment outcomes. Yet, slow dtofess than 2 per cent per annum
for developed countries and less than 3 per cerddweeloping countries) adversely affects
jobs for young people.

The relationship between GDP growth volatility, measured by the coefficient of
variation, and the youth labour market outcome shithwe same pattern in high income and
low and middle income countries with respect to {loeith unemployment rate but a
different pattern with respect to the youth EPR.FG@rowth volatility is associated with
higher youth unemployment rates. Growth volatilitplies higher average turnover in the
economy, including jobs. With regard to EPR amomnghhincome countries, growth
volatility is as also associated with high youthRERAt implies that the process that
generates volatility may also be generating joltb emcouraging youth participation in the
labour market. In low and middle income countrieswever, high growth volatility is
associated with lower youth EPR.

One of the possible channels by which high growthatlity leads to low EPRs
relates to decisions on investmé&hYolatility in output increases risks and hencerdases
the expected returns from investment. Yet, it ipanticular long-term investments across
key strategic sectors that tend to generate neulaiegmployment opportuniti&s both as

% For the determinants of unemployment, Frenkel Rod (2006), for instance, find that fast
investment growth is associated with unemploymeetlides or only moderate increases in
unemployment. There is also a significant corretatibetween investment volatility and
employment. See ILO and IILS (2012).

2" Such key strategic sectors are determined by d¢hetdes. For investments to be employment-
generating, not all strategic sectors need to beuintensive (e.g. energy-related sectors). The
sectors that provide basic inputs to a wide rarnfgetler sectors (e.g. electricity generation and
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a direct result of investments and often indiredly a result of positive externalities arising
from such investments. Without investments thadl lEaexpansion of existing economic
activities and generation of new ones, only limiadployment opportunities for new
entrants can arise — mainly to replace those thae lexited from the labour force for
reasons, such as age and health.

Table 2. Growth, volatility and youth employment/unemployment
Sample of high income countries Thresholds Number of Median YUER Median YEPR
countries (%) (%)
Low (<2.1%) 9 138 419
GDP growth (%) Medium (2.1% to 4.2%) 22 13.9 45.0
High (>4.2%) 16 15,5 345
Low (<0.7) 5 136 325
GDP growth volatility (CV) Medium (0.7 to 1.3) 29 13.5 41.0
High (>1.3) 13 176 423
Sample of low and middle Thresholds Number of Median YUER Median youth
income countries countries EPR
Low (<2.9%) 27 28.7 35.2
GDP growth (%) Medium (2.9% to 5.7%) 78 17.8 403
High (>5.7%) 31 20.0 414
Low (<0.7) 42 17.3 439
GDP growth volatility (CV) Medium (0.7 to 1.4) 47 18.1 38.4
High (>1.4) 47 213 38.8

Source: IMF (2011b) for GDP growth, from which the coefficient of variation was calculated; and ILO (2011b) for youth unemployment rates and
employment-to-population ratios.

Note: YUER = youth unemployment rate; YEPR = youth employment-to-population ratio.

Furthermore, certain sectors are also susceptibkEconomic shocks. As the global
recession of 2008-2009 has shown, young employédtn traded (such as garments) and
non-traded goods sectors (such as constructiom)atieasensitive to regional and global
business cycles can be badly hit (Islam and Ve@6i4,1). A study by the ILO has shown
that, in the case of Tanzania, a moderate reductioits generally high degree of pro-
cyclical spending could have added almost 170,008 per year over the period from 1991
to 2008, equivalent to 10 per cent of its curremplyment level (ILO and IILS, 2010).
Reducing macroeconomic volatility requires the aseémely and targeted counter-cyclical
policies. This in turn necessitates enhanced figodlinstitutional capacity for countries to
undertake counter-cyclical measures.

The descriptive analyses presented above can bplesugnted by econometric
investigations. Tentative insights can be gainexinfithe multivariate regression results
presented in Table 3. The estimated model attetopt®nnect macroeconomic variables
with youth labour market outcomes. Youth unemploynrates are determined by supply-
side and demand-side factors. The former is rougllgtured by proxy measures for
educational attainment. Demand-side factors areugagh by investment, measured as gross

distribution, infrastructure) have a potential tngrate jobs elsewhere. Hence, a combined targeting
of investment in sectors that provide inputs toidewange of businesses and households and sectors
that are labour-intensive may lead to a broad-basgdase in employment opportunities.
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fixed capital formation as share of GDP, and thdtachemployment rate, which is used as
a proxy measure for the overall economic and labmarket environment. Dummies for the
countries’ income group categories and five-yearetiperiod intervals are included to

capture unobserved differences that can arise betvdifferent income levels of the

economy over different time periods. Investmensizare of GDP, in turn, is postulated to
depend on key macroeconomic indicators. The models upooled OLS, seemingly

unrelated estimation (SURE).

Table 3. Youth unemployment rate and macroeconomic indicators
Dependent variable: SURE, with pooled data
youth unemployment rate (%) (1990-2010)
High income countries (N = 343) COEF. S.E.
Youth unemployment rate (%): Supply side
Labour force with tertiary education (%) -0.063 0.033 *
Constant 16.743 1.495 b
Youth unemployment rate (%): Demand side
GFCF as % of GDP -0.194 0.046 b
Adult unemployment rate (%) 1.720 0.061 b
Constant 9.875 1.268 b
GFCF as % of GDP: Macro determinants
Real interest rate (%) -0.204 0.068 b
Debt as % of GDP -0.055 0.007 b
CV of annual inflation 0.755 0.331 *
Current account balance as % of GDP -0.079 0.034 *
Total reserves in months of imports 0.518 0.101 b
Constant 23.686 0.680 b
Chi-squared statistics:
Youth unemployment rate (Supply) 7.68
Youth unemployment rate (Demand) 904.16 b
GFCF 121.03 b
Low and middle income countries (N = 204) COEF. S.E.
Youth unemployment rate (%): Supply side
Enrolment in secondary education (%) 0.021 0.040
Constant 11.755 6.544 *
Youth unemployment rate (%): Demand side
GFCF as % of GDP -0.205 0.081 **
Adult unemployment rate (%) 0.845 0.068 b
Constant 12.519 4.030 b
GFCF as % of GDP: Macro determinants
Real interest rate (%) -0.113 0.028 b
Debt as % of GDP -0.024 0.010 *
CV of annual inflation -0.018 0.260
Current account balance as % of GDP -0.265 0.036 b
Total reserves in months of imports 0.331 0.095 b
Constant 20.807 2.445 b
Chi-squared statistics:
Youth unemployment rate (Supply) 10.54 *
Youth unemployment rate (Demand) 179.00 b
GFCF 104.47 b

Source: IMF (2011b) for data on inflation and debt; World Bank (2012b) for real interest rate, current account balance, and total reserves in months of
imports; and ILO (2011b) for youth unemployment rates.

Note: ***, ** and * denote significance levels at 1%, 5% and 10%, respectively. Dummies for 5-year time interval (1990-94, 1995-99, and 2000-04) are
included to account for time period effects. Dummies for OECD countries are included in the sample of high income countries, and dummies for low
income and lower middle income countries are included in the sample of low and middle income countries. They are to take into account of other
income-group specific effects that might exist. For reasons of space, the coefficients on these dummies are not presented.
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In high income countries, the youth unemploymetd fa negatively associated with
the share of labour force with tertiary educatibtha ten per cent significance level (Table
3). In low and middle income countries, there is statistically significant relationship
between the secondary school enroliment rate angidth unemployment rate. It suggests
that increasing skills via higher education may hetthe most effective policy tool to
combat youth unemployment. On the demand side,ythgéh unemployment rate is
negatively associated with investment among bath mcome and low and middle income
countries at the one per cent significance levelestment, in turn, is a negative function of
the cost of credit (the real interest rate), tharalof debt in GDP, and the current account
balance. In the case of high income countries,tlityain the inflation rate seems to be
positively associated with investment, while no iolrg relationship can be discerned
among low and middle income countries. Other thaacoounted factors captured by the
constant term, adult unemployment rate seems tnbeof the single biggest explanatory
factor for youth unemployment (significant at orex pent).

While the supply side and regulatory environmenthim labour market as well as the
demand side matter for youth labour market outcotoes varying extent, this section’s
analysis has demonstrated that stimulating labemashd needs further attention. How
widely are policy interventions used to boost tieenend for skills and services of young
people? The answer seems to be: surprisingly.littlea review of 289 interventions
targeted towards the youth labour market in 84 ti®8) one study finds that programmes
pertaining to wage subsidies were identified inchges and public works programmes
directed towards youth were implemented in onheaases (Puerto, 2007). There were no
identified cases in which alleviating the financ@instraints on private sector growth
played a key role. In general, there was a biastdsvsupply-side interventions. This bias
is striking because it seems to presume that stgiéy factors are more important than
demand-side factors in influencing youth labour keéiroutcomes. Such presumption
cannot be supported by the available evidence (I2010b; World Bank, 2010a;
Betcherman et al., 200%.

% See also Table 2.1 in ILO (2012) for the differéyies of interventions to boost employment
opportunities for young people.
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4. Binding constraints on the private sector
as a vehicle of job creation: Issues, evidence
and macroeconomic policy implications

It is frequently argued that structural factors,sinaootably lack of experience and
skills as well as labour market regulations, cduatdi major barriers to employment for
young men and women. This notion, however, negletis relevance of the
macroeconomic environment in influencing youth esypient. The relationship between
GDP growth and youth labour market outcomes ant libween investment and some
macroeconomic variables have been examined inrdee@ing section. A further step is to
examine the perceptions of the private sector wepect to binding constraints on the
expansion of business operations. Macroeconomicigsican therefore play a constructive

role in employment generation by alleviating cosmisiis on the capacity of the private
sector to create jobs.

Enterprise level surveys show that across varieg®ns of the world, particularly in
developing countries, firms highlight access toafioe and use of reliable supply of
electricity as major constraints for doing busineBse issue of inadequate financing is
particularly severe in Sub-Saharan Africa, the Bedt and Pacific region as well as in
Eastern Europe and Central Asia where more thgmeflsent of firms identify a lack of
access to finance. Problems related to infrastreciue most prevalent in South Asia and
Sub-Saharan Africa where supply of electricity Haeen found to hamper business
operations for 29 per cent and 23 per cent of sedefirms, respectively. Labour
regulations, on the contrary, constitute a busimessstraint for less than five per cent of
firms across all regions and are, except for fiimsigh income OECD countries, less
problematic than access to finance and electr{Eityure 4).

Figure 4.  Major business environment constraints faced by firms across regions of the world
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Source: World Bank (2012a).

Note: SSA = Sub-Saharan Africa; SASIA = South Asia; OECD = High income Organization of Economic Cooperation and Development; MENA =

Middle East and North Africa; LAC = Latin America and the Caribbean; EECA = Eastern Europe and Central Asia; EAP = East Asia and the Pacific;
All = All regions of the world.

A similar pattern emerges when alternative datarcesu are used. For instance,
executive opinion surveys undertaken in more th&@® Tountries in the Global
Competitiveness Report produced by the World Ecandrarum point out that access to
finance is considered as one of the five ‘most |emolatic factors in doing business’ by
respondents in 85 per cent of the cross-countrypkathat cuts across high, middle and
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low income countries. In Sub-Saharan and NorthcAfinsufficient lack of financing and
inadequate infrastructure are ranked among thenfiost constraining factors in as much as
94 per cent and 72 per cent of countries respdgtihie contrast to what is commonly
claimed, an inadequately educated workforce isaitetd as one of the top five major
hindrances to business operations in two-thirchefdurveyed countries (World Economic
Forum, 2011).

The findings presented above suggest that a twoaggroach, focusing on both
access to finance and infrastructure investmestsieeded. Appropriate changes in the
design of monetary and financial policies will heétp enhance access to finance. While
constituting a principal concern of central banksl dinancial ministries, the World
Economic Forum’s Global Competitiveness Report shthat inflation, particularly in low
and middle income countries, is not perceived asafrthe major five growth constraints
for the private sector. While this does not imgtattthe relevance of inflation for a stable
macroeconomic environment should be neglectedjggests that central banks’ mandate
should be broadened to include the stabilizatioeraployment. This requires extending
the scope of the policy mix to encompass other cemmmomic variables, such as
investment allocation and the real exchange rafestéinh and Yeldan, 2008).Such
measures would foster the expansion of existingness operations through increased
private investment and allow governments to exmotrepreneurial potential among youth
through adequately responding to their financingdse In addition, alleviating binding
constraints on private sector growth requires aifsggnt scaling up in public investment
into infrastructure. It is therefore vital to mabé resources enabling governments to bridge
infrastructure spending gaps. Although the gap betw supply and demand of
infrastructure is nowhere as wide as in Sub-Sahafdca, infrastructure requirements are
also enormous in developed economffe€vidence confirms that the benefits of
infrastructure investments are considerable. Adogrdo a recent study, infrastructure
contributed to over half of Africa’s improved grdwperformance (World Bank, 2010b).
Likewise, China’s infrastructure investment strgtégplemented between 1990 and 2005,
has had a significant impact upon the economy’opaance (Lin and Doemeland, 2012).

Consequently, macroeconomic policies can play amnaje in alleviating constraints
on private sector development and thereby loweiidyarto employment for young people.
Measures aiming at improving financial inclusion danjunction with enhancements in
infrastructure are likely to stimulate labour demhaand to thereby generate new
employment opportunities for young people.

2 The role of the real exchange rate in influencémiployment is discussed in greater detail in
Section 6.

30 Current infrastructure spending needs for Sub-@ahAfrica are estimated to amount to USD 94
billion (in 2005 constant terms), corresponding3té per cent of GDP. Estimates from the OECD
Infrastructure Project indicate that annual infrasfure spending needs in OECD countries
correspond to 2.5 percent of global GDP throughD2@&&e World Bank (2010b) and OECD (2007).
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5. Some policy issues: The fiscal implications
of labour market policies

Active measures, such as training programmes &dgeiwards job-seeking young
men and women, require both sufficient and prelbietdunding for their sustainability.
Similarly, the implementation of either a compretiea employment guarantee scheme or
an unemployment benefits scheme has fiscal imjicat While there is some impact
evaluation of various youth labour market programmeery little assessment has been
undertaken on the financial and fiscal implicatioos such interventiond. This is,
however, of considerable importance because yautioyment programmes in some parts
of the world, notably in Sub-Saharan Africa, aren@dt entirely dependent on external
funding, hence raising legitimate questions abloeir fiscal implications.

A necessary ingredient in undertaking financial &sdal sustainability analyses is to
have an assessment of the unit costs of programeligey pertaining to various
interventions. Aggregate resource requirementsttoam be worked out based on coverage
rates. Such information is relatively rare. What oobserves is that unit costs vary
enormously, both across countries and across proges, ranging (at 2005 pricasfrom
as low as USD 39 per beneficiary in Bulgaria tdigh as USD 17,151 USD in the United
States. Examining the unit costs separately foelacged set of non-OECD and OECD
countries shows that youth employment programmesl t® be significantly more
expensive for the latter. While average programmstscin non-OECD countries range
from USD 75 to USD 925 per beneficiary, they reapito USD 7,383 in OECD countries
(Figure 5). It can be observed that the disparitynit costs is most pronounced for skills
training programmes, which on average amount to B8l in OECD countries as
compared to USD 75 in non-OECD countries. Acrosgg@mme types, unit costs vary
considerably, with comprehensive measures constitiithe most costly interventions. The
most cost-effective appear to be public works akitlsstraining programmes (Puerto,
2007).

A review of public expenditure on labour market gnammes (LMPs) across the
OECD region (Figure 6) demonstrates that spendimgative measures averaged 0.6 per
cent of GDP over the period from 2000 to 2007. Mgsvernments spent a higher
proportion of their budget on passive LMPs than AdMPs, with average OECD
expenditure amounting to 0.87 per cent of GDP. Wha®rl3 countries allocated more than
the OECD average on active measures, only eleventiges exhibited above-average
spending on passive measures. The fact that OEQDbes spent on average less than
one per cent of GDP on both active and passive L Mficates that labour market
programmes are typically implemented at moderatgscorhis might inspire emerging
economies, such as Mexico, that currently spend httle on labour market policies as a
proportion of GDP. Boosting spending on such peticiand finding the necessary fiscal
policies to support such spending, might pay offidéinds as the subsequent discussion
suggests.

31 Among the 289 studies documented in the World Baiouth Employment Inventory, 25 per
cent provide estimates on the programme’s net ifnf$@e Puerto (2007).

%2 Not adjusted for purchasing power parity.
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Figure 5.
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In order to make some inferences about the finhrarid fiscal sustainability of
employment programmes, it is pertinent to examihe telationship between public
spending and labour market outcomes for young werkevidence from OECD countries
over the period from 2000 to 2007 reveals a notileaorrelation between expenditure and
youth employment. The analysis shows that highendimng on ALMPs is associated with
substantially higher employment-to-population rtidor young workers. Figure 7
illustrates this relationship for active measures an aggregate level; the fitted line
indicates a positive relationship between resowbecation and youth labour market
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outcomes. The correlation remains positive forvactheasures involving training, a LMP
component which has been found to be of particteévance to youth employmetit.
Figure A.5 in the Appendix demonstrates that ydtftiRs tend to be higher as spending on
training, including special support to apprentiégsimcreases

Figure 7.  Spending on total active measures and youth employment in OECD countries, 2000-2007
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Note: Poolability test results indicate that the data is poolable.

A closer look at passive LMPs demonstrates thatdrigxpenditures on out of work
maintenance are, as opposed to as what might bem gssumed, not associated with
lower youth employment-to-population ratios. Figufe6 in the Appendix clearly
illustrates a positive relationship between spegdin unemployment benefits (ranging
from 0 to 2.2 per cent of GDP) and employment ofing people, indicating that social
protection might be an important determinant oftiidabour market outcomes.

The analysis of expenditure on labour market irgetions also provides evidence on
the relationship between spending and the duraifoyouth unemployment. A negative
correlation can be observed for both active andipasneasures. This implies that LMPs
might be important to reducing unemployment rates aso play a crucial role in tackling
long-term youth unemployment, a matter which hasnbef increasing concern in recent
years. Besides, further investigations show thatatsociation between spending on labour
market measures and youth employment continued etgpdsitive during the global
economic and financial crisis of 2007-2009. Theaadifigs thus not only suggest that an
increase in labour market expenditure could paaéiptihave a significant impact at
moderate cost, but support the validity of LMPsaamlicy instrument that could be useful
for the protection and activation of young workems, those who have turned out to be the
most vulnerable during labour market downtuthsuture knowledge-building activities on

% For instance, since 2008, youth unemployment imM@ay has decreased as a result of efficient
apprenticeship programmes. See Morsy (2012).

% Due to the limited scope of this paper, the labmarket insertion rate following training measures
is not analyzed. More broadly speaking, Card &f24110) find that based on their meta-analysis of a
sample of 199 ALMP evaluation estimates, many mognes have significantly positive impact
after 2 or 3 years, even if their impact was indigant a year after the programme.

% Once again, the impact of economic downturns droua market outcomes should not be
discounted. During normal periods of growth, actibour market policies have a useful role to
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youth employment programmes should therefore trean as part of fiscal policy design.
This approach will motivate policy makers to foaus assembling regular and rigorous
knowledge of the long-run fiscal requirements ofiyoemployment programmes, in turn

enabling the development of a credible resourceilination strategy to enhance their
viability.

play, but during significant downturns they canrat as a substitute for aggregate demand

management policies. Note that the evidence assentid@re focuses on a period before the global
economic and financial crisis of 2007-2009.

22



6.

Some policy issues: Exchange rate

management and its implications for youth
employment

Economic diversification and productive transforimatplay a major role in creating
employment opportunities in new areas and actiifiéhis is where a key macroeconomic
policy variable — the real exchange rate — is ofsaderable relevance. Other than affecting
investments’ expected returns through macroeconwgoiatility and policy uncertainty, the
real exchange rate can play a crucial role in gifying the economy. Cross-country
empirical studies have shown that a stable and ettive real exchange rate, supported by
prudent capital account management, can incentfizs to expand their export activities
and thereby positively influence resource allocatietween the traded and non-traded
sectors. The resulting increase in investment andamic growth not only leads to higher
employment generation but also promotes diversiiobaand modernization in other
sectors. In addition, the level of the real excleangte affects labour market outcomes
through its impact on the labour intensity of praiilon. Significant and lasting changes in
relative prices encourage the utilization of maigdur-intensive technologies and a shift in
resource allocation towards labour-intensive tréalajpods. Positive effects may also
become visible in the non-traded sector throughetfect of the exchange rate on relative
prices of imported production components. A contpetiand stable real exchange rate
may thus become an engine of job creation botladaits and young workers (Epstein and
Yeldan, 2008; Rodrik, 2008; Frenkel and Ros, 28#liamson, 2003)%°

Country-specific evaluations undertaken by the IB@d others indicate that an
inappropriate exchange rate regime hurts growtheanployment prospects, including for
young people. The current Eurozone debt crisischvihias particularly affected countries
such as Greece, suggests that a fixed exchangeegitee as manifested in a common
currency area can turn out to be a crucial impedirtee job creation by depriving member
states of crucial policy and fiscal space. In pgple; a policy of ‘internal devaluation’ can
act a substitute for exchange rate devaluationinbaitperiod of very low inflation (as is the
case of the EU), this entails cuts to nominal wagede short run. The evidence to date
suggests that internal devaluation is a painfutiyvgrocess with uncertain prospects.

What about the role of the exchange rate in inftiregn structural change and
employment prospects in low and middle income ades®? Some country-specific
examples can be offered. In Malawi, an overvalugdenicy has led to an import boom and
the contraction of import-competing domestic indest in recent years (see Box 1)
(Deraniyagala and Kaluwa, 2011). In El Salvador tdollarization regime’, while
bringing some benefits in terms of price stabiliygs hurt international competitiveness
and the job creating potential of the economy. tgehtina, Brazil, Chile and Mexico, in
contrast, periods of depreciated exchange ratésldatween the 1980s and the early 2000s
coincided with positive changes in employment teenthe role of the exchange rate for
labour market outcomes has become particularlyeenich the case of Argentina where the
recession and job crisis of 1999-2002 was preddaaithy a fixed exchange rate regime that

% The catalytic effect of exchange rate devaluationay diminish once such policies are

simultaneously pursued by several economies. Mamraompetitive devaluations should not be
resorted to by leading economies in order to aehexport-led recovery from the current recession,
since such moves could potentially impede concegieblal efforts.
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could not be maintainetd. The subsequent economic and jobs recovery wasledpby
the single-minded pursuit of the Argentinian auities to design and implement a stable
and competitive real exchange rate regime (Dantilale 2011; Weisbrot et al., 2011,
Frenkel and Ros, 2006).

Box 1

The exchange rate regime and its implications for growth and employment in Malawi

The case of Malawi illustrates that macroeconomic policy, especially the exchange rate policy, plays a
vital role in affecting economic growth and employment creation. With a view of reducing inflation, it has been
long-established economic practice in Malawi to attempt sustaining a stable nominal exchange rate, i.e. to peg
the Kwacha to the US dollar. The government has argued that the anti-inflation dimension of exchange rate
policy is worth preserving since export supply is not very responsive to the exchange rate. While this position
may be true in the short run, it ignores the role that a competitive real exchange rate plays in supporting
structural transformation in the medium and long term. The study shows that, given the higher inflation rate in
Malawi relative to its trading partners, maintaining a stable nominal exchange rate results in real appreciation
and also induces volatility. Moreover, evidence has shown that appreciation of the real exchange rate is
associated with the steep rise in import penetration from 44 to 53 per cent of GDP between 2007 and 2008.
Such being the case, policy makers are urged to recognize that a competitive and predictable real exchange
rate regime would most likely have encouraged firms to invest more and diversify and to thereby generate more
jobs for the Malawian economy.

Source: ILO (20104a).

Giving greater weight to the exchange rate as pam balanced macroeconomic
policy mix could thus trigger new employment oppaoities for youth and adults.
Especially in low and middle income countries, iibal effective exchange rate is a variable
which can be looked upon as a policy tool that d¢eptially effective in facilitating
diversification and productive transformation. Tdegree to which exchange rate targets
can be feasibly pursued is ultimately dependenhuamtral banks’ capacity to perform the
necessary operations. The pursuit of a stable angbetitive real exchange rate should be
embedded in a policy mix consistent with broadgeatves, including both inflation and
employment targets.

37 Studies have shown that, even though fiscal mslicire frequently cited as the cause of the
Argentine economic malaise, the true origins ofdhisis were caused by country’s currency regime.
See Damill et al. (2011) and Setser and GelpergR0
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7.

Conclusion

Lack of job opportunities for young people has lmeeacute in the wake of the global
financial and economic crisis of 2007-2009. This lmwecome painfully evident in the
advanced economies, and most notably in the Eueoaod the UK. The switch to fiscal
austerity programmes between 2009 and 2010 impaamdincipient recovery and
compounded the human misery of youth unemploynith the Eurozone and the UK are
in the throes of a ‘double dip’ recession. Spais thee dubious distinction of having 50 per
cent of its young people without a job. The tragedyhat a short-run demand shock can
mutate into long-run ‘scarring’ effects as youngjle entering the labour market end up
with suboptimal earnings and employment prospdts ¢an last for decades. Those who
are in the low end of the skill spectrum are espbcivulnerable to ‘scarring’ effects.
Furthermore, high and persistent youth unemploynsgenders negative externalities
entailing higher incidence of unhappiness, higliene& rates and higher inequality. As the
recent turbulence in the Arab states has shownylfillefd job aspirations among young
people can fuel political unrest. At the same titieere are growing concerns about the
political and social sustainability of fiscal auitte programmes in the advanced countries,
given that they have exacted a heavy human cost.

The paper drew on such a grim context to reviewstiient issues and evidence — and
provide new evidence — on the drivers of poor ycentployment outcomes. The paper
noted that, in the case of debt-distressed Euroegooeomies, the prevailing fiscal austerity
programmes would probably need to be reviewed. el case for a ‘back-loaded’ or
gradual approach to fiscal consolidation measuoesbined with fiscally neutral ways of
boosting job opportunities for young people. At tbeme time, given that individual
member states of the Eurozone cannot run indepéndenetary and exchange rate
policies, the ECB can be more supportive of grobghdirectly purchasing bonds from
debt-distressed economies. This is likely to rednoeowing costs and provide much
needed breathing space for governments of theseostes to engage in targeted
interventions to aid and abet young job seeker Vibw is no longer the provenance of
long-standing critics of fiscal austerity measurElsey are increasingly being echoed by
prominent and mainstream economists.

Turning to the long-run and cross-country perspestion youth employment, the
paper noted a perennial debate on the drivers of [abour market outcomes for young
people. Some see it as a skills deficit or a skilismatch issue, while others focus on
insufficient labour market flexibility as the primjacause of the underutilization of the
skills and talents of young people. These viewd|eninfluential, are afflicted by various
complications. The relationship between skills fasasured by mean years of schooling)
and youth unemployment is not independent of thanass cycle. Youth unemployment
rates are especially sensitive to business cykligher skills will not necessarily translate
to higher employability in a downturn. Furthermdnggher mean years of schooling appear
to be associated with higher youth unemployment &wder youth employment-to-
population ratios in low and middle income courdri&iven that mean years of schooling
act as a surrogate of the socio-economic backgrofizdung workers, and given the lack
of a comprehensive unemployment benefits schentewinrand middle income countries,
those with low skills and low schooling cannot affdo stay unemployed relative to their
better schooled (and presumably more affluent) woparts. Hence, there is a tenuous
connection between schooling and employment in ldpireg countries. One requires a
nuanced approach to skills development policies.

The paper remarked that the view that employmeoiieption legislation as the most
important impediment to promoting jobs for youn@ple is rather influential. Yet, it is not
anchored in robust evidence. This paves the walggesting that macroeconomic and
demand-side factors probably have the most potdiwence in shaping employment
outcomes for young people both in the short ruro(tgh business cycle effects) and long
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run (through the nature and pattern of growth). Phper drew attention to the fact that
policy interventions to assist young job-seekersdibseem to be sufficiently aligned with
the pertinent evidence on the drivers of youth emplent. The prevailing pattern is a bias
in favour of supply-side interventions. Hence, gpoticy design needs to rectify that bias.

The paper also made specific policy recommendabtorse roles and responsibilities
of macroeconomic policy managers as they pertatheochallenging task of tackling the
youth employment crisis. One of the most effectixggys of helping young people to attain
a durable foothold in the job market is to underdtéthe binding constraints that impede
growth of the private sector. Here, prevailing praptions need to be revisited. Inflation
risks — the standard preoccupation of central bamd finance ministries — and labour
market regulations — the standard preoccupationasfy commentators — do not seem to be
of central concern to the private sector. Instemterprise-level surveys reveal that lack of
access to finance is cited as among most importactors constraining business
opportunities in low, middle and high income coigdr In low and middle income
countries, inadequate access to infrastructuréses seen as a binding constraint on doing
business. The macroeconomic policy implications elear. An agenda of financial
inclusion must be at the core of the mandate ofrakbanks and financial authorities.
Similarly, identifying fiscally sustainable resoescto support adequate investment in
infrastructure is a key policy concern — a findthgt is backed up by econometric evidence
based on cross-country data showing that lackvafstment is closely associated with poor
employment outcomes for young people.

The paper also noted — based on evidence from B@DO- that higher spending on
labour market policies (measured as a proportiolicDP) seems to be associated with
better employment outcomes for young men and wotoeimg normal periods of growth.
A plausible policy lesson is that low and middleame countries can boost employment
opportunities for young people by boosting spendimg labour market policies. This
requires a prior assessment of the fiscal spatéstaailable to boost such spending.

The paper argued, based on available evidence,athdamportant macroeconomic
policy instrument to facilitate structural transfation and hence more diverse
employment opportunities — both for adults and yppeople — is the exchange rate. This
can be embedded in a balanced policy mix enablmgral banks to focus on a broader set
of objectives and to thereby positively impact labmarket outcomes.

In sum, the youth employment crisis that prevaitialy is neither inevitable nor can it
be left unresolved. Otherwise, one will be lefttwia scarred generation amidst high
political and social instability. The reasons behithe acute lack of employment
opportunities for young men and women are reasgnadll known and the policy lessons
that can be gleaned from such reasons are alsorkr@svtainly, structural and supply-side
factors — such as skills deficits and labour mar&gtilations — play a role, but they are not
as potent as macroeconomic and demand-side fa&esalute action to tackle the youth
employment crisis of today needs to proceed frceh phemise.
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Appendix

Figure A.1. Fiscal tightening and GDP growth across selected EU countries
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government structural fiscal balance (% of potential GDP).
Note: Correlation coefficient = -0.96; R2=0.92.

Figure A.2. Mean years of schooling and youth unemployment/employment, country-level period average
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Figure A.3. Youth unemployment rate and minimum wages, country-level period average 1980-2005
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Figure A.4. Growth in youth employment-to-population ratio and minimum wages, country-level period

average 1980-2005
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Figure A.5. Spending on training and youth employment in OECD countries, 2000-2007
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Figure A.6. Spending on unemployment benefits and youth employment in OECD countries, 2000-2007
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