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e Several factors affecting labour supply and demand explain the lower
rates of labour market participation and employment for older people
in Spain compared to OECD countries
Some of the most important supply-side factors are Spain's less-skilled workforce, the
combined effect of inefficient regulations governing early retirement and a relatively
generous benefits system, and a tax structure that raises the opportunity cost of older
people remaining employed.

Factors shaping labour demand jobs include the inflexibility of contracts and
remuneration conditions imposed by labour laws and the inefficiency of the active
employment policies aimed at promoting active ageing.

e« Two reasons play in favour of extending working lives in Spain. First,
the negative effects on the sustainability of the pension system of
ageing and the delayed entry into the labour market due to more
years of schooling. Second, the positive effects on youth
employability and the cognitive performance of older people

e To encourage older people to remain in the job market, concerted
actions are required to remove obstacles limiting labour supply and
demand
Changing the pension calculation rules to delay the retirement age, addressing the
lack of incentives caused by ceiling limits on pensions, fostering continuous training
and the professional retraining of older employees as an activation strategy, making
labour relations more flexible through flexible retirement policies, focusing on
performance-related payments instead of seniority payments and raising awareness
among the general public of pension regulations (eligibility and amount) are some of
the measures that could help to extend working lives.

1: We would like to thank Miguel Cardoso, Moénica Correa, Félix Lores, Antonio Marin, Pep Ruiz, Juan Ruiz-Sanchez and Camilo Ulloa
for their comments and suggestions. This work was presented at the UIMP course “Active ageing and extending working lives”, held in
Santander on 10 July 2012.
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1. Introduction

Over the past five decades, the labour market participation of people older than 55 in Spain has
been lower than the average for developed countries due to the country’s lower employment
rate’. Therefore, the percentage of older people in work today in Spain (44.5%) is ten points
below the OECD average despite the increase witnessed since the mid 1990s.

What reasons are behind the lower employment rate for older people in Spain? Available
information indicates that there are factors affecting the supply and demand for work which
condition the relationship between older people and the labour market. The most significant
factors restricting work opportunities for older people include:

e their relatively lower qualifications, which means that they are more unlikely to keep their
jobs, and the opportunity cost of leaving the labour market;

e the perverse incentives generated by the combination of inefficient regulations governing
early retirement and a generous unemployment benefits system; and

e 3 tax regime that does nothing to encourage older people to remain in work as it reduces
the benefits of extending their working lives.

Obstacles affecting demand for older workers include rigid labour regulations (in terms of both
contracts and wages), which increase the relative cost of employing older people, and the
shortcomings of the active employment policies implemented to encourage active ageing.

What conseguences do lower labour market participation and lower employment among older
people have? Firstly, all the demographic forecasts carried out by solvent institutions (INE,?
Eurostat,” OECD,” United Nations,® etc.) suggest that the continuous ageing of the Spanish
population seen over the last 50 years will continue for the next 50 years, which, coupled with
the gradual delay in the age of labour market entry is jeopardising the sustainability of the
public pension system. Even if Spain's employment rate rose into line with the EU15 average,
the net sustainability index -i.e. the ratio of contributors to the pension system to pensioners-
would barely be above 1 in 2050, half the current level.

Secondly, extending working lives would have positive externalities both for the rest of the
population and for the older people who remain in work. International empirical evidence
indicates that on aggregate, older and younger workers complement each other; i.e. one does
not replace the other. This undermines the idea that workers close to retirement age remaining
in work make it more difficult for young people to join the labour market. Furthermore, active
ageing has a positive effect on the cognitive performance of older workers. It has been proved
that extending working lives offers protection against dementia and delays the onset of
Alzheimer’s disease in sufferers.

What measures could encourage older people to remain in the labour market for longer?
Changing the pension calculation rules to put back the retirement age, addressing the lack of
incentives caused by ceiling limits on pensions, fostering continuous training, and making the
relations between older workers and companies more flexible, etc. are just some of the
measures put forward in Section 5 of this report.

The remainder of this Economic Watch has the following structure. Section 2 describes labour
market trends for older people in Spain over the last few decades in comparison with the OECD
as a whole. Section 3 analyses labour supply and demand factors that affect the participation of
older people in the job market, focusing on those factors that make it difficult to extend their
working lives. Section 4 lists the reasons why it is desirable to extend working lives in Spain.

2: Labour market participation (or the activity rate) of a population group is the sum of the percentage of employed people (employment
rate) and unemployed people within this group.

3: http://www.ine.es/jaxi/menu.do?type=pcaxis&path=%2Ft20%2Fp251&file=inebase&L=0
4: http://epp.eurostat.ec.europa.eu/statistics_explained/index.php/Population_projections

5: http://www.oecd-ilibrary.org/content/data/data-00538-en

6: http://esa.un.org/unpd/wpp/index.htm
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And lastly, Section 5 puts forward some economic policy recommendations based on the
conclusions obtained from the analyses made in the previous sections.

2. The labour situation of older workers in Spain

The labour market participation of older workers in Spain, i.e., aged between 55 and 64, has
traditionally been lower than the OECD average (see Chart 1). While the activity rate for workers
nearing retirement age has increased by more than 10 percentage points (pp) since the mid
1990s, it is still a long way off the rate seen in those countries which rank highest in the OECD
classification (New Zealand, Sweden and Switzerland).

Chart 1
Activity rate of population aged 55 - 64 (%)
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The low employment rate explains the lower labour market participation of older people in
Spain (Chart 2). Since the 1970s, the percentage of older workers fell by 17.8pp to 32.4% in
1995, 13.8pp lower than the OECD average. The improved economic climate following the
recession in the early 1990s led to a sustained increase in the number of older people in work,
rising to 45.6% in 2008, 8.4pp lower than the OECD average. Given its correlation with the
econom7ic cycle, from 2009 this figure declined in line with the worsening in Spanish labour
market.

In contrast, unemployment among older people in Spain is relatively high. The proportion of
unemployed people aged between 55 and 64 in Spain has been higher than the OECD average
since the second oil shock in the late 1970s (see Chart 3). The difference is smaller during
expansive periods and becomes wider during times of economic contraction (particularly the
current 8crisis), reflecting the higher elasticity of Spanish labour market indices to economic
growth.

7: Overall, the impact of the economic cycle on the employment rate for workers nearing retirement age is lower than for the population
as a whole. This is due to both institutional characteristics of the labour market which benefit older workers (fewer temporary contracts,
increased bargaining power, high redundancy costs, etc.) and individual characteristics (greater experience).

8: See IMF chapter 3 (2010).
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Chart 3
Unemployment rate
of population aged 55 - 64 (%)

Chart 2
Employment rate of population aged 55 - 64(%)
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3. Factors determining activity and employment

rates for older people

Why are activity and employment rates for older people in Spain traditionally lower than the
OECD average? The reason lies in two types of factors: those that affect labour supply and
demand.

Factors relating to labour supply

Firstly, the differences in activity, and especially employment rates for older people, between
countries is a reflection of the differences in human capital. Given the positive correlation
between a workers qualifications, the stability of their job, their productivity and their
remuneration, the probability of a worker losing their job decreases, and the cost of
withdrawing from the labour market rises, when their human capital increases.

Charts 4 and 5 show the relation existing between the level of qualification held by the
population of a country during the central period of its working life (measured as the average
number of years of education received by the adult population) and the rates of activity and
employment when approaching retirement. We can see how in Mediterranean countries like
Spain, whose workforces are characterised by lower human capital, show relatively low labour
market participation and employment rates among the older population.
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Chart 4 Chart 5
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Secondly, the regulations governing early retirement deter older unemployed people from
looking for work. Based on data from the 2009 Continuous Work History Sample (Muestra
Continua de Vidas Laborales), Garcia-Pérez, Jiménez-Martin and Sanchez-Martin (2010)
demonstrate that early retirement is mainly arrived at from a position of unemployment. As
illustrated in Chart 6, the probability of an employed worker taking early retirement before the
official retirement age of 65 is practically nil; while the probability of an unemployed worker
taking early retirement increases from age 60, when early retirement may be taken if certain
conditions’ are met.

Empirical evidence suggests that the combination of inefficient regulations governing early
retirement and the comparatively long period of receiving unemployment benefits give rise to a
moral hazard dilemma as this discourages people from seeking employment until their benefits
expire and encourage them to retire at the minimum legal age. Thus, Garcia-Pérez and
Sanchez-Martin (2010) show that older unemployed workers tend to receive unemployment
benefits (or subsidies) for the period up until they are able to take early retirement. '°

9: With some exceptions, workers may take early retirement from age 61 if they have lost their job involuntarily, can demonstrate that
they have been paying social security for a minimum of 30 years and have been registered as unemployed for a minimum of six months
prior to applying for retirement. Members of mutual entities who have paid contributions prior to 1 January 1967 are entitled to apply
for early retirement from the age of 60. These requirements will become more stringent from 1 January 2013, when Law 27/2011, of
1 August, on updating, adaptation and modernisation of the Social Security System comes into force. See section 4 for more details.

10: Note that this strategic behaviour is not specific to Spain. Countries with a similar institutional structure, such as Germany and
France, also show similar trends, as demonstrated by Gruber and Wise (2010).

REFER TO IMPORTANT DISCLOSURES ON PAGE 15 OF THIS REPORT Page 5



BBVA Economic Watch
Madrid, 20 November 2012

Chart 6
Spain: Chart 7
quarterly rate of transition from employment Impact of an unexpected 5% tax increase on
and unemployment to retirement by age* (%) the number of hours worked by age (%)
75% 1 0 T T T T T T T !
©
<
60% A 5 -2 1
2
45% - £ 4
<}
e
30% - 53 61
g\./
15% - g 81
3
c
0% +——r——r—d—ty £ 101
50 52 54 56 58 60 62 64 66 68 _g'w 1
5 -12
Age 20 25 30 35 40 45 50 60
Employment (retirement) o— T Age p
Unemployment (retirement) emporary ermanent
(*) Probability of a worker retiring, by age, conditional on being Source: BBVA Research based on Imai and Keane (2004) and
in employment (or unemployed) until that time. Keane and Rogerson data (2011)

Source: BBVA Research based on Garcia-Pérez, Jiménez-Martin
and Sanchez-Martin data (2010)

Lastly, the tax structure could be negatively affecting the labour supply among older people. It
is well-known that higher income tax pressure negatively affects decisions to participate in the
labour market, and the number of dedicated working hours, especially in the case of women'".
Additionally, the effects of changes in taxation on the labour supply among older people are
comparatively significant, as the present value discounted from the economic return deriving
from increasing (or reducing) working hours, and therefore, the effect of changes in taxation, is
lower than in the case of younger people; i.e. in the event of a tax increase, the probability of
an older worker reducing their working hours is greater than that of a younger worker reducing
their working hours, as the present value of the income loss caused by this reduction is less
(see Chart 7). The simulations carried out by Imai and Keane (2004) and Keane and Rogerson
(2011) demonstrate that the elasticity of labour supply to changes in the taxation rate increases
when the worker approaches retirement age. In particular, an increase of 5% in the tax rate
reduces the number of hours worked by employees aged 20 by around 2% compared to 9%
for 60 year old workers.

Factors relating to labour demand

In addition to the supply factors that affect an older worker's commitment to the labour market,
there are factors which impact the demand for these workers by companies. These include labour
market regulations and incentives to keep older workers in employment and provide training.

While firms are in favour of active ageing in companies (see Chart 8), the inflexible contracts
and wage structure imposed by the legal framework governing labour relations make it difficult
for older people to participate in the labour market. Specifically, the high costs of terminating a
permanent contract deter companies from keeping workers on under this type of agreementu.
As pointed out by Tobes et al. (2007), commercial contracts and contracts of a specified length
are considered by companies to be the best way to encourage older workers to stay in
employment.

11: See Prescott (2004) for a comparison between Europe and the US and Labeaga and Sanz (2001) for an analysis of Spain.

12: The amount of severance pay also affects the supply of labour as it can discourage workers who have lost their jobs and are close to
retirement age from seeking to return to the labour market.
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Further, a remuneration system like Spain's, where seniority plays a major role in the wages
paid,13 does not benefit workers close to retirement age, as they become less productive as
their cognitive performance deteriorates. However, this decline in cognitive performance is
uneven. Skirbekk (2004) demonstrates that employed workers who carry out tasks based on
experience and verbal skills maintain a relatively high productivity level. In fact, these are
workers that a company is most interested in keeping, as shown in Chart 8 (rhs).

Chart 8
Spain: extending working lives at the company (% of replies)
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Source: BBVA Research based on Tobes et al. (2007)

Active employment policies are also contributing to extending the labour relationship between
companies and older workers. Although the incentives to subsidise employers social security
contributions' have done little to encourage maintaining the jobs of older workers - 78% of the
opinions of HR heads collected by Tobes et al. (2007) consider that the fiscal incentives
implemented for this purpose are inefficient - while public and private continuous training
policies do encourage older workers to remain in the labour market. This is because continuous
training helps older workers to adapt to new forms of work, reducing the deterioration of their
human capital and hence their productivity.

4. Why should working lives be extended?

A low employment rate for older workers in itself would not pose a social or economic problem
if demographic and labour prospects were bright and if the overall economic implications were
positive, or at least benign. That said, because of the ageing of the population and its impact on
the sustainability of the social protection system, not to mention the positive externalities of
active ageing, older workers must become more committed to the labour market. In the next
section we look at the factors explaining why working lives should be extended in Spain.

13 According to the Salary Structure Survey carried out by INE, seniority bonuses account for around a quarter of the monthly gross
wage of a salaried worker in Spain. Additionally, according to Simon (2009) Spain is at the head of Europe in terms of seniority-related
wages, which goes a long way to explaining the considerable salary differences in the Spanish economy.

14 Note that the Sixth Transitional Provision of Royal Decree-Law 20/2012 eliminated the entitlement of companies to incentives for
hiring and maintaining employment and fostering self-employment (with some exceptions) from 14 July this year.
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Ageing, working lives and the (un)sustainability of the pension
system

Over the past five decades, life expectancy in Spain has increased by roughly three months per
year, slightly above the OECD average. The increase in life expectancy at 65 years old accounts
for about half of the increase of 13.7 years in female life expectancy at birth (11.7 years for
males) between 1960 and 2010 (see Chart 9).

Longevity looks set to continue increasing consistently over the next five decades, especially
among the elderly population. Life expectancy at birth in Spain is projected to increase by
around a year per decade (see Chart 10); three-quarters of this increase will be in life
expectancy at age 65, which should rise from barely 20 years in 2010 to over 25 years by
2060 (26.8 years for women and 22.3 for men).

Chart 9
Spain vs. OECD*: Life expectancy from 1960 to Chart 10
2010 (years) Spain: projected life expectancy (years)
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Source: BBVA Research based on OECD data

The extension of inactive lives coincides with the sustained reduction in active lives. There are
no long series or comparable country data on the delayed start of employment, although we
can approximate this by the number of years of education of the adult population. As Chart 11
illustrates, the average educational attainment of the adult population in Spain doubled in the
1960-2010 period to 9.4 years, approaching the OECD average (11.8 years). Nonetheless,
Spain is still low in the ranking of developed economies, alongside Portugal (8.9 vyears), ltaly
(10.0) and Greece (10.1).

Judging by trends in other developed countries, which achieved Spain's present level of
education earlier'®, we can conclude that the years of educational attainment will increase by
between 0.6 and 1.2 years per decade, raising the age at which Spaniards join the labour
market by between 2.8 and 6.2 years over the next five decades.

The two factors -increased longevity and delay in age of labour market entry- raise questions
about the future sustainability of Spain’'s public pension system. The gross sustainability index -
the number of people of working age per person over 65- has been cut in half over the past
50 years, ending 2011 at 3.6. Assuming reasonable demographic projections16, this ratio

15: Italy over the last decade; Belgium, France and Ireland in the first half of the 1990s; New Zealand and the UK in the second half of
the 1980s; Finland at the beginning of the 1980s; the Netherlands at the end of the 1970s; Japan and Sweden in the first half of the
1970s; Austria in the mid 1960s; Germany (FDR) in the 1950s; etc.

16: See OECD (2011b).
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should continue to fall by 0.5 points per decade over the next 40 years, in line with the overall
average for developed countries (see Chart 12).

Chart 11 Chart 12
Average years of education Sustainability index (population
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Considering that only a fraction of the working age population actually works, the outlook is
even more worrisome. Even if Spain’s employment rate rose to the EU15 averagew, the
country’s net sustainability index -i.e. the number of contributors to the pension system for
pensioner- would barely be above 1 in 2050, half the current level'®.

In view of expected demographic changes and the outlook for the labour market and economic
growth, the reform to the Spanish pension system in 2011 was inevitable'. Law 27/2011
brought four new measures, among others, that should be adopted gradually between January
2013 and December 2027:

1. Progressive increase in the normal pensionable age to 67 years, except for people who can
accredit having contributed for 38.5 years.

2. Increase in the years of contribution for pension eligibility, barring certain exceptions, from
15 to 25 years.

3. Increase in the years of contribution required to obtain 100% of the regulatory base to 37
years; for this, the percentages applied to the regulatory base for calculating the pension
have been modified.

4. Stricter early retirement requirements. When workers loses their jobs through no fault of
their own for economic reasons, they may retire at 671 if they accredit at least 33 years’
contribution (three more than before the reform came into effect) and at least six months
as a registered jobseeker. When workers give up their jobs voluntarily, they must be at
least 63 years old and have contributed for 33 years, and the resulting benefit cannot be
lower than the minimum?°.

17: The employment rate of Spaniards between the age of 20 and 64 was 51.6% in 2011, compared to the EU15 average of 69.7%.
18: At the end of 2011, there were 2.1 working contributors in Spain for every pensioner.

19: Law 27/2011, of 1 August, on updating, adaptation and modernisation of the Social Security System, available at:

http://www .boe.es/boe/dias/2011/08/02/pdfs/BOE-A-2011-13242 .pdf

20:I Given the current and expected imbalance in the Social Security system, the changes included in the reform could well be adopted
earlier.
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The saving in the long run brought about by the reform could be approximately 35% of the
expected increase in public spending on pensions without the reform, equivalent to between
25pp and 32pp of GDP in 2050 (see Chart 13). In addition to the decrease in average pensions?,
the increase in the retirement age, which would raise the labour market participation rate and
employment rate of older people, should also keep expenditure on pensions from rising faster. In
this respect, the European Commission 2011 projects that the participation rate of older workers
will increase by 241pp over the next five decades to 76.4% in 2060, 109pp more than rate
projected without the reform. The employment rate should grow faster, by 289pp to 725% in
2060, implying a slight decrease in the share of older unemployed workers.

Chart 13
Spain: estimated impact of the reform of the public pension system approved in 2011
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Source: BBVA Research based on de la Fuente and Doménech data (2012a)

Positive externalities of active ageing

Extending working lives not only has positive implications for the public pension system, but
also on the rest of the population groups and on the cognitive performance of older workers.

International empirical evidence® indicates that employment of older people is positively
associated with employment of the young and negatively associated with youth unemployment
(see Charts 14 and 15). This means that, on aggregate, the work situations of the old and
youngZSare complements, not substitutes, even when considering the impact of economic
cycle.

The misconception that the higher the labour market participation of older workers, the lower
the opportunities for employment of young workers, is based on assumptions that there is a
fixed gquantity of jobs in demand and that older and younger workers are perfect substitutes.
These assumptions are incorrect, judging by the positive association between male
employment rates and the inclusion of women in the labour market, or native employment and
the arrival of immigrants in Spain over the past decade®”.

21: The average pension would fall by between 9% and 15% -depending in the projection- compared to the outlook without the reform.
22: Condensed in Gruber and Wise (2010).
23: See Boldrin, Garcia-Gomez and Jiménez-Martin (2011) for a detailed analysis of Spain.

24 Amuedo-Dorantes and de la Rica (2011) provide an analysis on the complementarity between native and immigrant workers in
Spain.
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Labour market participation rates of workers
close to retirement and youth employment
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Chart 15
Labour market participation rates of workers
close to retirement and youth unemployment
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What explains the complementarity between youth employment and the propensity of older
people to work? One factor, among others, is lower non-market output or home production.
When older workers decide to leave the job market rather than continue working, their non-
market output rises. If this is a substitute for market output, employment is destroyed.
Conversely, if an older person remains active, their higher income and smaller leisure time will
help replace non-market services with market services provided by other population groups
(especially younger people)25

Moreover, extending working lives can help keep younger people stay in school, impacting
labour market indices. By extending working lives, young people could expand their education
rather than enter the labour market. This would lead to a lower youth unemployment rate in
the short term (if those with less chance of finding a job continue to study) and a higher
employment rate in the medium term (if the greater education obtained increases their chances
of success when entering the labour market).

Active ageing not only has implications for youth employment, but also on the cognitive
development of people near the retirement age. In particular, research by Lupton et al. (2010)
and Roberts et al. (2011), among others, show that extending working lives protects against
dementia and delays the onset of Alzheimer's for people suffering from the disease (by six
months for each additional year worked). Retirement can cause further deterioration of factors
protecting the cognitive system and increase the risk of dementia®®. These results, coupled with
evidence provided in Section 3 on the relationship between active ageing and productivity,
indicate that continuous training could play a key role in slowing down the deterioration in
cognitive performance of older workers, increasing their productivity and delaying their
departure from the labour force.

25: Luhrmann and Weiss (2010) present a theoretical model supporting this argument and test it with the German market.
26: This result has led to the ‘disuse hypothesis’ (Roberts et al., 2011).
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5. Conclusions

Labour market participation by older workers in Spain is low compared with the average of
developed economies due to the country’s lower employment rate. This is due to factors
affecting both labour supply and demand. Supply-side factors include:

a. The lower gualification of the labour force, which increases the likelihood of losing a job and
reduces the opportunity cost of leaving the labour market.

b. The combination of inefficient regulation governing early retirement and a comparatively
long period of receiving unemployment benefits, which produces incentives to receive the
benefits until they run out and to retire at the legal minimum age.

c. The tax regime, which discourages older people from continuing to work.
Demand-side factors include:

d. Inflexible contracts and wage conditions imposed by the legal framework, which make it
more costly to keep older people employed.

e. Misguided and, therefore, inefficient employment policies aimed at promoting active ageing.

In summary, Spain's lower rate of older work employment would not pose a problem if
demographic and labour market prospects were bright and the overall macroeconomic
implications were positive, or at least, benign. Nevertheless, the ageing of the population and
the delay in the start of employment seen in the past five decades is expected to continue in
the next five, jeopardising the sustainability of the public pension system. Moreover, the
positive impact of active ageing on youth employment and the cognitive performance of older
people play in favour of extending working lives in Spain.

Measures to encourage older people to remain in the job market should be designed to remove the
obstacles limiting labour supply and demand. Firstly, it would be desirable to discourage workers
from seeking early retirement based on current regulationsN. For this, the amount of the pension
should ensure that the present value until average life expectancy is the same as if retirement comes
at age 65 or older. Thus, the pension would be lower for early retirement and higher for later
retirement. As explained in Section 3, early retirement regulations pose a moral hazard dilemma and
cause the rest of society to bear the cost related to the reduction in working life.

Secondly, the implications of taxes on the labour supply for older workers must be studied. At
the same time, the potentially discouraging effects of capping retirement pensions and, in this
case lowering the pension limit, should be discussed, as they would help extend the working
life and increase the opportunity cost of retiring from the labour market.

Thirdly, it would be desirable to foster continuous training and the professional retraining of
older workers. This would partly make up for the decline in cognitive performance, limit the
decrease in productivity and delay the retirement age, which would have a positive impact on
the cognitive system, reinforcing the virtuous circle . Given the current fiscal consolidation and
the limited effectiveness of incentives for hiring and maintaining employment, resources used
to subsidise employers’ Social Security contributions should be earmarked to fund continuous
training programmes.

Fourthly, the employment relations between companies and older workers in respect of
contractual terms and wages must become more flexible. With respect to contractual relations,
promoting flexible retirement and commercial contracts are preferable to permanent
employment contracts. For wages, it would be better to attach greater importance to
performance-based payment than the seniority bonuses included in collective labour
agreements.

27: Premature withdrawal from the labour market through early retirement should only be allowed for certain occupations and areas of
activity in which a worker’s physical abilities play an important role.
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Lastly, greater awareness of pension regulations -eligibility and amount- among the public
opinion would help encourage people to continue working. Authorities should make efforts to
notify each person periodically of the pensions rights they have accumulated and, above all, the
pensions benefits they are entitled to receive.
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