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As crime and other underground economic ac-
tivities, including the shadow economy, are a
fact of life around the world, most societies try
to control these activities through various mea-
sures such as punishment, prosecution, eco-
nomic growth or education. In order to allo-
cate a country’s resources efficiently and effec-
tively to fight the roots of the shadow econo-
my, it is crucial to gather statistics about the in-
dividuals engaged in underground activities as
well as the magnitude and frequency of these
activities. But since the individuals usually do
not wish to be identified, it is very difficult to
gather accurate information about the shadow
economy in terms of value added and labor
market implications.

Using the currency demand and DYMIMIC (dy-
namic multiple-indicators multiple-causes)
approach, a recent study by IZA Research Fel-
low Friedrich Schneider (University of Linz, Aus-
tria) estimates the size of the shadow economy
in 22 transition and 21 OECD countries during
the 1990s (for details see: Friedrich Schneider,
The Size and Development of the Shadow Economies
of 22 Transition and 21 OECD Countries. IZA Dis-
cussion Paper No. 514). The results show an
alarmingly negative trend for most countries:
In 2001/2002 the average size of the shadow
economy (in percent of official GDP) is 16.7%
in the 21 OECD countries and 38.0% in the 22
transition countries under study. These num-
bers also indicate a negative impact on the
labor market: The average size of the shadow
economy labor force (in percent of the work-
ing-age population) in the year 1998/99 was
15.3% in 7 OECD countries and 30.2% in 22
transition countries.

(4 figures 2 and 3). This nominal increase, which
amounts to “only” 3.5% of GDP, corresponds
to a relative increase of 26.5%. Several EU
members have witnessed even higher increases,
e.g. +66.7% in France, +65.7% in Denmark,
+39.8% in Spain and +38.1% in Germany. In
some of these countries the shadow economy
now makes up about a quarter of the “official”
economy: 28.5% of GDP in Greece, 27% in
Italy, 22.5% in Portugal and Spain. While some
OECD countries have witnessed a slight de-
crease of the shadow economy since 1998 
(e.g. Spain: -0.6%, Great Britain/Netherlands: 
-0.5%, Italy: -0.3%), shadow economic activi-
ties have increased in Austria (+1.6%), Ger-
many (+1.4%) and Switzerland (+1.3%) since
1998. Overall, the development in the coun-
tries analyzed has been strongly negative for the
1990s.

Shadow Economy Is Soaring – 
New Study Reveals Alarming Development   
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Transition Countries Hit Hardest

A closer look at these numbers reveals that the
shadow economy makes up more than half of
the “official” economy in some transition
countries: 66.1% of GDP in Georgia and 51.2%
in the Ukraine (5 figure 1). Even more alarming
is the recent increase: Over the past decade, the
average for the former Soviet Union rose from
32.9% to 44.8%. Although the problem seems
to be somewhat better under control in Central
and Eastern Europe, there has also been a sub-
stantial increase during the 1990s – from
23.4% to 29.2%. This negative trend is com-
mon to all transition countries. 

In OECD countries, the shadow economies
have also reached high levels after rising from
13.2% in 1989/90 to 16.7% in 2001/2002 

Source: IZA Discussion Paper No. 514, 2002
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Taxes and Regulation are Main Causes

The IZA paper also gives an overview of recent
studies on the main causes of the increase in
shadow economic activities. Almost all of these
studies arrive at the same result: An ever in-
creasing burden of taxes and social security
contributions is one of the main causes of this
development. The larger the difference be-
tween the total cost of labor in the official
economy and the after-tax labor earnings, the
greater the incentive to avoid this difference by
working in the shadow economy. These for-
gone earnings depend strongly on the structure
of the social security system and the overall tax
burden. 

Another driving force behind the shadow econ-
omy is the intensity of regulations (often mea-
sured by number of laws and regulations, e.g.
licenses required). Regulation leads to a sub-
stantial increase in labor costs in the “official”
economy. And since most of these costs can be
shifted on the employees, these costs provide
another incentive to work in the shadow econ-
omy.

A Burden on the Labor Market

According to Friedrich Schneider’s study, it is
not impossible to quantify the size of the shad-
ow economy. His analysis demonstrates that
various methods, e.g. the currency demand
and the model approach, can provide some in-
sights into the size and development of the
shadow economy and the labor force of tran-
sition countries and OECD countries. The gen-
eral impression from the results of these esti-
mations is that for all countries investigated the
shadow economy has been growing to a re-
markable size during the 1990s. A similar find-
ing can be made for the “shadow labor mar-
ket,” which is attracting growing numbers of
employees due to high unemployment in most
European OECD countries. In Germany, for ex-
ample, the “shadow economy labor force”
nearly doubled from 8-12% of the official labor
force in the period from 1974-82 to 19-23% in
1997-98. These numbers demonstrate that the
flourishing shadow economy labor market
may provide an explanation for the high and
persistent unemployment in Germany.

Shadow economic activities are a complex phe-
nomenon which is found in highly developed
economies as well as in transition countries. It
seems to be immune to simple counter-mea-
sures. Effective solutions have to focus on com-
prehensive, incentive-oriented reforms of the
social security system, taxation and labor mar-
ket structures.

Source: IZA Discussion Paper No. 514, 2002

Source: IZA Discussion Paper No. 514, 2002

New Book: The Economics of Migration

In the age of globalization, the importance
of migration for the industrialized countries
has increased. Inflows of migrants have
steadily risen in the 1980s and the early
1990s. A remarkable feature of these in-
creasing migration flows is that – different-
ly to earlier decades – not only the tradi-
tional immigration countries are affected,
but also many European countries. Yet,
while the public debate about policy re-
sponses to these developments continues
unabatedly, research findings of econo-
mists are often ignored, even though eco-
nomic research on many aspects of migra-
tion exploded in the last two decades. 

In a new four-volume collection “The Eco-
nomics of Migration” IZA Director Klaus F.
Zimmermann and IZA Program Director
Thomas K. Bauer have selected the most sig-
nificant contributions on the economics of
migration, which provide an overview of the
present state of empirical migration re-
search. 

The collection includes more than 100 arti-
cles, dating from 1919 to 2000, by authors
such as G.S. Becker, G.J. Borjas, D.E. Card,
B.R. Chiswick, R.B. Freeman, T.J. Hatton, J.
Mincer, C.A. Pissarides, J.L. Simon, and J.G.
Williamson. The main aim of the collection is
to act as a helpful point of departure for
economists who want to start research in
this area as well as a possible reading list for
lecturers and graduate students. 

Topics covered include the migration deci-
sion, the integration of immigrants into the
labor market and society, their economic
behavior, empirical and theoretical contri-
butions to migration policy, and the effects
of immigrants on the native population. 

This book, available from Edward Elgar
Publishing, is number 151 of “The Interna-
tional Library of Critical Writings in Eco-
nomics” (2,176 pp.; ISBN 1 85898 756 3;
www.e-elgar.co.uk).



IZA COMPACT October 2002 3

Jacob Mincer (Professor Emeritus of Economics
at Columbia University, New York), one of the
most influential labor economists of modern
time, has been selected as the first recipient of
the “IZA Prize in Labor Economics.” IZA Direc-
tor Klaus F. Zimmermann announced the award
on July 15, 2002 in a conference at Columbia
University celebrating Mincer’s 80th birthday.

The IZA Prize Committee, which includes U.S.
Nobel laureates George A. Akerlof, Gary S. Becker
and James J. Heckman, stated that “the IZA Prize
in Labor Economics 2002 honors the life-time
achievement of an outstanding scholar and pi-
oneer in labor market research” (6 award
statement by the IZA Prize Committee).

Mincer’s seminal work highlighted the impor-
tance of nurturing human potential and ex-
plored the interplay of education, technologi-
cal progress and earnings. He demonstrated
how life-long learning served the best interests
of both employees and the organizations that
employed them. Mincer’s work on women in
the workforce and job turnover also remains at

the center of modern economic thought. His
human capital model is one of the fundamen-
tal instruments in today’s empirical econom-
ics.

Jacob Mincer was born in 1922 in Poland. After
escaping the Holocaust, he emigrated to the
United States in 1948. He received his Ph.D.
from Columbia University, where he remained
for most of his career before gaining emeritus
status. Mincer’s prolific writings, such as his
1974 book “Schooling, Experience and Earn-
ings,” continue to have a profound impact on
the field of labor economics.

With the annual IZA Prize in Labor Economics,
the institute honors outstanding contributions
to labor market research. The roughly 50,000
prize – one of the largest endowed internation-
al science awards – was established with sup-
port from the Deutsche Post Foundation to un-
derscore the central importance of labor eco-
nomics in addressing international labor mar-
ket challenges. The award ceremony will take
place in Berlin, Germany, on November 25,

2002. Deutsche Post World Net CEO and IZA
President Klaus Zumwinkel will present the
award.

Pioneering Labor Economics – Jacob Mincer 
to Receive IZA Prize in Labor Economics 2002

Award Statement 
of the IZA Prize Committee 

The IZA Prize in Labor Economics 2002 is
awarded to one of the most influential
labor economists of our time, Jacob Mincer
(Professor Emeritus at Columbia Universi-
ty, New York), for his fundamental contri-
butions to the field. 

In a series of pioneering studies, Mincer
showed the power of price theory in orga-
nizing and interpreting bewildering and ap-
parently contradictory empirical evidence
on differences in wages across persons and
on patterns of female labor supply. His cre-
ative use of economic theory applied to in-
terpret data on households and the labor
market helped to transform labor eco-
nomics into one of the major scientific
fields in economics. His work is a paragon
of empirical science in economics.

Jacob Mincer’s scholarly contributions fall into
two main categories. Mincer was a leading
member of a group of economists at Columbia
University and the University of Chicago who
systematically developed the empirical founda-
tions of human capital. His 1958 Journal of Polit-
ical Economy article showed the power of the con-
cept of equalizing differences in explaining earn-
ings inequality due to education. His 1962 Jour-
nal of Political Economy paper presented the first
systematic empirical analysis of learning on the
job as a determinant of life cycle wage growth.
His magisterial Schooling, Experience and Earnings
(1974) showed the power of the human capital
investment concept in accounting for diverse
patterns of earnings inequality and wage growth
over the life cycle. He demonstrated the empiri-
cal importance of complementarity in skill for-
mation – that skill begets skill – and that more
educated people do more postschooling invest-
ment in learning. This research established the

Mincer earnings func-
tion as a widely used
and widely replicated
cornerstone for inter-
preting earnings data
in many fields of eco-
nomics. His subse-
quent work on job turn-
over, on the measure-
ment of firm-specific
training, on investment
responses to techno-
logy change and in ac-
counting for the recent
rise in wage inequality
within an economic
framework, enrich the
basic model and show
its analytical and em-
pirical power. 

Jacob Mincer also pioneered the study of
female labor supply and the economics of
the household. His seminal 1962 paper on
the labor supply of married women showed
that accounting for the influence of the
price of time on labor – the market wage –
explains why female labor supply increased
at the same time real wealth of society was
increasing. That work, and a subsequent
1963 paper, showed the importance of ac-
counting for the household choices women
face in explaining female labor supply and
fertility. This research helped to foster the
emergence of household economics as a
separate independent field. Mincer’s in-
sights on labor supply, human capital and
fertility helped lay the foundations for under-
standing how economic development trans-
forms the role of women and the family.

Professor Mincer also played a major role
in transforming labor economics into an
analytical field through his teaching and
his participation in the legendary Labor
Workshop at Columbia University. Led and
inspired by Jacob Mincer, the students and
faculty associated with that workshop
went on to revolutionize labor economics.

Jacob Mincer is the founding father of
modern empirical labor economics. His ef-
forts in developing the scientific instru-
ments and methods used by today’s econ-
omists to analyze the problems and
prospects of the working world are almost
unparalleled. The IZA Prize in Labor Eco-
nomics 2002 honors the lifetime achieve-
ment of an outstanding scholar and pio-
neer in labor market research.
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cannot afford childcare? Independently of the
question whether the large scale of childcare
outside the family in Scandinavia would be
possible in Germany as well, recent surveys
seem to indicate that there is a large excess
demand for all-day childcare for children of
all age groups.

Preferences 

One aspect in this debate is whether families
in Germany value family care of small children
aged 0-3 higher than public care. If so, this
may be explained by the view – which is not
clear from empirical research – that children
who are in group-organized formal care devel-
op less well than children educated one to
one. The empirical evidence for other coun-
tries shows that child development is positive-
ly correlated with the education of the moth-
er, and that the employment of mothers has
only small negative effects on the verbal abili-
ty of 3- and 4-year-olds. Interestingly, the in-
ternational comparison of education levels in
the recent PISA survey by the OECD has
shown that in countries such as the U.S., Swe-
den, or Finland, where mothers return to em-
ployment at a very early stage after childbirth,
children do not come off worse than those in
countries such as Germany, where mothers
stay at home for a comparatively long period.
Obviously, childcare as well as education sys-
tems are more important determinants for
child development.

In addition, empirical evidence reveals  inter-
national differences in preferences for work
within a household. It is quite surprising that

Towards a Family-Friendly Labor Market Policy –
A Comparison between Germany and Scandinavian
Countries
In the light of disadvantageous demographic
trends, politicians recognize that employment
policies cannot afford to continue to loose a
considerable amount of female workers. In
most OECD countries, the trend towards
higher female employment rates has occurred
at a time when fertility rates have been falling
and demographic trends are negative. Hence,
an important topical issue is how the labor
market can be designed such that family and
career can be combined. (This article by Mette
Ejrnæs (University of Copenhagen; CIM),
Astrid Kunze (IZA), Nina Smith (Aarhus School
of Business; CIM; IZA), and Mette Verner
(CIM) was inspired by the IZA workshop “The
Future of Family and Work: Evaluating Family
Friendly Policies” in May 2002.) 

Although the general trend seems to suggest a
trade-off between fertility and female labor
force participation, recent OECD numbers
also show considerable variation across coun-
tries. In most Scandinavian countries, relative-
ly high fertility coincides with high female
labor force participation. On the other hand,
fertility in Germany is low and the employ-
ment rates, particularly, of mothers are still
very low despite an upward trend. These per-
sisting large differences can also be seen from
the comparison of the labor force participa-
tion rates of mothers with pre-school children
and school children in general in Germany
and Denmark. (5 figure 1). This raises the
question of why the labor force participation
rate of mothers in Germany is so low.

Taxation and Family Net Incomes

Joint taxation is often taken as an explanation
for low participation rates of married women
because it systematically puts the income of the
low-income partner at a tax disadvantage and,
therefore, contains a disincentive to work.
While in Germany this principle is still domi-
nating, there has been a general tendency in Eu-
rope towards changing systems from joint to
separate taxation. This also applies to Scandi-
navia, with the exception of Norway, where it is
optional. Furthermore, family-based deduc-
tions and other tax benefits play a role con-
cerning incentives for both partners to work.
The comparison of the net income of families
with one full-time worker and two full-time
workers shows that the net gain from doubling
the labor supply is considerably higher in the
Scandinavian countries, especially in Finland
and Sweden, than in Germany. It is, however,
still lower than in the United States (OECD Em-
ployment Outlook 2001, p. 142). 

Extent of Childcare 

One of the main differences between the
Scandinavian countries and Germany regard-
ing family-related policy is the provision of
childcare. In Denmark and the other Scandi-

navian countries, childcare is publicly provid-
ed at a large scale. About two thirds of chil-
dren aged 0-2 and 91% of children aged 3-6
are looked after through professional child-
care (OECD Employment Outlook 2001, p. 144).
The quality is fairly high, and the costs for the
family are relatively low because of large pub-
lic subsidies. Families pay up to about 350
Euro per child per month for 50 hours of
weekly child care for children aged 0-3, but
this only covers about one third of the actual
variable childcare costs. A recent study has
shown that the Danish childcare system is
among the most expensive systems, suggest-
ing that the same outcome may be achieved
at lower cost.

In Germany, a much lower fraction of children
are in childcare. This is particularly the case
for children younger than 3. In this age group
the childcare rate is less than 10%. More opti-
mistically, a large fraction of children aged be-
tween 3 and mandatory school age are in
kindergarten. However, it is impossible in
many cases for both parents to work full-time
because in West Germany (as opposed to East
Germany) most kindergartens are only open
until lunchtime. 

Given this situation, one may ask whether
Germany faces a demand or a supply prob-
lem. That is, is childcare not provided because
it is too expensive and not profitable for pri-
vate entrepreneurs and local governments? Or
do families have a low willingness to pay for
childcare, which would enable them to work
full-time already when their child is one year
old? Or is the problem simply that families

Source: Germany – Federal Statistical Office / 
Denmark – 0.5% Representative Sample from Danish Register Data
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Recent analyses of the German parental leave
system indicate that daily wages of women in
full-time employment are on average decreas-
ing by more than 10 percent per year of
parental leave after having a child. This loss
is significantly higher than e.g. for Denmark
and Sweden, where the earnings loss due to
parental leave is in the range of 2 to 5 per-
cent per year of interruption. The economic
consequence is that it is less attractive for
mothers to return to work in Germany than it
is in Scandinavia. This effect may be aug-
mented by the joint taxation system, the low
childcare provision and high childcare cost
leading to a further decrease of net income. 

Policy Recommendations

The decision to work and have a family can
be seen as a complex economic decision. It is
based on many individual and household
specific factors, but also depends on the in-

Source: OECD Employment Outlook 2001

Source: Germany – Federal Statistical Office / Denmark – 1991 & 1995: CLS 0.5% 
sample, www.cls.dk, 1997/98 & 2001 Statistics Denmark, Statistikbanken, www.dst.dk.

stitutional setting. Political parties in Ger-
many pursue different approaches to family
policy, which, for example, argue for an in-
crease in professional childcare facilities or,
alternatively, for an increase in financial sup-
port for families during parental leave. Suffi-
cient opportunities to take advantage of pro-
fessional childcare are definitely a basic re-
quirement for making family and work com-
patible. Whether an increase of government
subsidies to less than the worker’s previous
wage and over a long period would have a
comparable effect is doubtful. Even a sub-
stantial increase cannot replace forgone earn-
ings from employment. The Danish evidence
indicates that the lower the duration of com-
pensation payments during parental leave,
the larger the labor supply of mothers after
childbirth.

If German politics aims at increasing employ-
ment rates of all groups of workers including
mothers and women, it is necessary to im-
plement a set of instruments such as separate
taxation, provision of large scale (cheap) day
care and publicly funded flexible leave
schemes for one year with a high replacement
ratio. 

Moreover, incentives have to be created to
stimulate an active role of fathers in the up-
bringing of children and thereby to foster
women’s employment. This has been
achieved in Scandinavia by reserving part of
the parental leave to fathers. This period, 2
to 4 weeks out of 52 weeks in the case of
Norway, is forgone (including benefits) to the
parents if the fathers do not take it. As a
result, in countries like Norway, almost 90
percent of fathers take parental leave. This
and other innovative policies can foster the
difficult project to create a more family-
friendly work environment and a more
friendly attitude in Germany toward working
mothers by employers and in society as a
whole. 

not only the availability of part-time work is
the route to make work and family compati-
ble. Swedes have high actual and preferred
rates of full-time work for mothers and fa-
thers (5 figure 2).

Occupational Choice

In Denmark, like in most Scandinavian coun-
tries, policies to encourage females to work
starting in the 1960s and 1970s coincided
with the expansion of the public sector. Many
public sector jobs have traditionally been oc-
cupied by women, for example, nurses,
schoolteachers, carers for children and the el-
derly, and are still dominated by females. That
is in the Danish case, for example, more than
50% of the female workers are employed in
the public sector (6 figure 3). 

More generally, other studies have shown that
occupational segregation of men and women
is highest in the Scandinavian countries com-
pared to the rest of Europe. Germany ranks in
the middle. The lowest level of segregation
can be observed in Italy, where the female
labor force participation rate is extremely low
as well (around 44%). Hence, occupational
segregation and female labor force participa-
tion may be strongly correlated. From the
Danish case, one may even argue in favor of a
causal relationship because the high share of
females in the public sector has led to legisla-
tion for this sector providing family-friendly
working conditions to a much higher extent
than in the legislation for the private sector.
Given this fact, (future) mothers are more
likely to choose this family-friendly sector.

Wage Effects of Parental Leave

The fact that wages are too low compared to
the resulting opportunity costs provides an-
other explanation for low female labor force
participation. If the wages offered are insuffi-
ciently high to compensate for the opportuni-
ty cost of work, such as loss of family life or
additional childcare expenditures, the result
can be not to take up employment at all. 
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IZA Program Director Christoph M. Schmidt 
New President of RWI, Essen

IZA Program Director Christoph M. Schmidt,
Professor of Economics and Econometrics at
the University of Heidelberg  has  accepted
the offer to become President of RWI Essen
(Rhine-Westphalia Institute for Economic Re-
search) and has taken over this new and chal-
lenging task on October 1, 2002.  Schmidt
received his postdoctoral habilitation under
the supervision of  IZA Director Klaus F. Zim-
mermann and has been IZA Research Fellow
and Program Director for the IZA research
focus on “Evaluation of Labor Market Poli-
cies and Projects” since 1998. The IZA Direc-
tor thanked Schmidt for his almost four-year

engagement at IZA and praised his outstand-
ing contribution to the institute’s success. –
RWI Essen is a renowned independent insti-
tution for economic research serving the
public interest. Its function is to monitor eco-
nomic trends in order to recognize potentially
detrimental developments and to demon-
strate possibilities of avoiding them or coping
with their effects. 

First IZA/SOLE Annual TransAtlantic Meeting of
Labor Economists
From June 6-8, 2002, the First IZA/SOLE
TransAtlantic Meeting took place at the man-
agement center of Deutsche Post World Net
in Buch on Lake Ammersee, Bavaria. These
annual meetings are a joint initiative by IZA
and the Society of Labor Economists (SOLE)
to underline the prominent role of interna-
tional labor market research in Europe as
well as the United States.

The meetings are meant to provide an annual
forum for renowned labor economists world-
wide and  stimulate international scientific
cooperation on crucial labor market topics.
“We hope to enhance the knowledge of basic
labor market parameters and to improve the
ability to predict the effects of changes in
labor market policies,” explained IZA Re-
search Director Gerard A. Pfann (Maastricht

University), who organized this year’s meeting
jointly with IZA Program Director Daniel S.
Hamermesh (University of Texas at Austin).

Out of 110 submissions, 22 papers were se-
lected for presentation. The program con-
sisted of eight separate sessions, which cov-
ered the following topics: Labor Mobility;
Labor Supply and International Standards;
Wage Differentials, Mobility and Technology;
Schooling and the Labor Market; and Reser-
vation Wages and Unemployment Policy. The
evening sessions consisted of single paper
presentations on “The Value of Life” by Orley
Ashenfelter (Princeton University) and
“Schooling and Support Programs” by Petra
Todd (University of Pennsylvania, Philadel-
phia). 
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CALL FOR
PAPERS

Second IZA/SOLE TransAtlantic 
Meeting of Labor Economists, 

June 5–8, 2003, 
Buch on Lake Ammersee,

Germany

IZA Fellows and Affiliates as well as
members of the Society of Labor
Economics are invited to submit ab-
stracts of papers they wish to pre-
sent at the Second IZA/SOLE
TransAtlantic Meeting of Labor
Economists to be held in Buch on
Lake Ammersee on June 5-8, 2003.

The submission deadline is January
31, 2003. You may email your ab-
stract to maurer@iza.org or fax it to
+49 (228) 38-94-180. Decisions of
acceptance or rejection will be an-
nounced by April 15, 2003. For
more information please visit our
website at www.iza.org.



IZA COMPACT October 2002 7

From September 11-14, the IZA/CEPR Euro-
pean Summer Symposium in Labor Econom-
ics (ESSLE) took place for the fourth time.
The meeting was hosted, as in previous years,
by the Deutsche Post World Net Manage-
ment Training Center in Buch on Lake Am-
mersee, Bavaria. A mixture of 40 scholars
from all around the world, most of them
highly renowned in the field of labor eco-
nomics, presented and discussed their cur-
rent research results.

The organizers, Juan J. Dolado (University
Carlos III, Madrid, CEPR and IZA), Gilles
Saint-Paul (University of Toulouse, CEPR and
IZA) and IZA Director Klaus F. Zimmermann
(University of Bonn, DIW Berlin and CEPR)
put together a program touching upon
almost every issue of current debate in labor
economics. Each of the 22 presentations
during the symposium was followed by the
comments of a discussant and a general dis-
cussion by the audience. 

The symposium started with a study on wage
bargaining and worker mobility by Jean-Marc
Robin (INRA, CEPR and IZA), who presented
a possibility to estimate workers’ bargaining
power taking on-the-job search into account.
Bruno Crépon (CREST-INSEE) then reported
on an evaluation of a payroll-tax subsidy pro-
gram in France. The issue whether firms
should post wages in advance of an employ-
ment relation, thereby inducing an adverse
selection of applicants, or whether they
should bargain over wages with their employ-
ees, with the consequence of potential hold-
up effects, was studied by Claudio Michelacci
(University Carlos III, Madrid). Sang-Hyop Lee
(University of Hawaii) investigated the effects
of internet use on the wage structure.

An extended presentation of a theory of who
becomes an entrepreneur was given by Edward
Lazear (Stanford University and IZA). Accord-
ing to his theory, employees are typically very
good in some tasks, in which they specialize,
but less good in others, while entrepreneurs
are more balanced in their skills and very
good in performing many different tasks. De-

pending on their particular ability structure,
individuals thus decide whether to work as an
employee or to become an entrepreneur. Eti-
enne Wasmer (ECARES Brussels, CEPR and
IZA) laid out a model in which labor market
differences between Europe and the U.S.
were interpreted as differences in the speci-
ficity of human capital investments, deter-
mined by the rigidity of the respective labor
market legislation. Zvi Eckstein (University of
Minnesota, CEPR and IZA) discussed results
of an attempt to match immigrants’ labor
market experience in Israel using a dynamic
choice model. Eric Gould (Hebrew University,
Jerusalem, and CEPR) sparked a lengthy dis-
cussion with his theory of waiting for “Mr.
Right”, which attempted to establish a link
between declining marriage rates to rising
earnings inequality in the U.S. The possibility
that the literature on inter-industry wage dif-
ferentials might be pervaded by misspecifica-
tion was raised in the presentation by Francis
Kramarz (CREST, CEPR and IZA), who inves-
tigated wage differentials and optimal sorting

into industries. Alison Booth (University of
Essex, Australian National University, CEPR
and IZA) provided evidence on the gender
wage gap in the UK academic labor market.

Gilles Saint-Paul (University of Toulouse, CEPR
and IZA) presented a theory about the effects
of information technologies on the distribu-
tion of incomes, the structure of human capi-
tal investments, and the possibility of the
emergence of knowledge elites. Nils Gottfries
(Uppsala University and IZA) introduced a
model of on-the-job search and ranking of
applicants by firms which allowed to explain
the persistence of high unemployment after
macroeconomic shocks. Samuel Bentolila
(CEMFI and CEPR) explained the trend that
more and more young people in Southern
Europe live longer with their parents. He
argued that higher job insecurity for children
than for parents provided young individuals
with an option value to wait before moving
out. Gil S. Epstein (Bar-Ilan University, Ramat
Gan, CEPR and IZA) investigated the political
economy of migration policies using a lobby-
ing model in which migration proponents

and opponents try to manipulate policymak-
ers in their respective interest. Armin Falk
(University of Zurich, CEPR and IZA) pro-
vided answers to the question when firms
should use tournaments to provide incentives
for their employees, and when they should
not, reporting results of an experiment on the
incentive effects of tournaments in various
environments. Jan van Ours (CentER, Tilburg,
CEPR and IZA) analyzed the effects of
cannabis and cocaine consumption on em-
ployment prospects and wages. 

In the first session of the last day of the sym-
posium, Giovanni L. Violante (University of
New York and CEPR) explained stylized facts
on differences between European and US
labor markets with respect to unemployment,
income inequality and the income share of
labor with a model in which labor markets
are frictional and technological change is em-
bodied in capital. The increasing importance
of shadow activities in many European coun-
tries and the large variation of shadow activ-
ity within countries were the subject of the
presentation given by Pietro Garibaldi (Boc-
coni University, Milan, CEPR and IZA).
Thierry Magnac (INRA, CEPR and IZA) ad-
dressed the question of whether local labor
markets should specialize in just a few indus-
tries or diversify, by analyzing local employ-
ment dynamics and isolating externalities of
different types. Maia Güell (University Pompeu
Fabra, Barcelona, and CEPR) investigated the
effects of fixed term contracts on the dura-
tion distribution of Spanish unemployment.
Raquel Carrasco (University Carlos III, Madrid,
and CEPR) presented a collective family labor
supply model in order to evaluate the effects
of a tax reform in Spain. The last presenta-
tion by Michael Gerfin (University of Bern)
dealt with the evaluation of two alternative
active labor market policies in Switzerland,
an employment program and a temporary
wage subsidy.

The papers presented at ESSLE 2002 are
available on the IZA homepage. 

ESSLE 2002 Attracted Renowned Labor Economists
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IZA succeeded in filling the newly established
position of Visiting Research Fellow with a
renowned expert in labor economics. Kenneth
R. Troske, Associate Professor of Economics at
the University of Missouri-Columbia, came to
Bonn in August 2002 and will stay at IZA for
one year. Troske’s work has been published in
numerous academic journals such as the Amer-
ican Economic Review, Quarterly Journal of
Economics and Journal of Labor Economics.
Prior to joining the University of Missouri,
Troske was a research economist at the Center
for Economic Studies at the U.S. Census Bureau. 

+++ IZA Research Affiliate Lilo Locher the
First Student of the Bonn Graduate School of
Economics to Finish her Ph.D. +++

Lilo Locher, a Resident Research Affiliate at IZA,
successfully defended her Ph.D. thesis at the
Bonn Graduate School of Economics (BGSE)
on July 18, 2002. She is the first graduate of the
BGSE, which was founded in close cooperation
with IZA in 1998. IZA Director Klaus F. Zimmer-
mann praised Lilo Locher's achievement as an
encouragement to the other IZA Resident Re-

equality”. After three other IZA Affiliates won
the Young Economist Award 2001, this year's
decision of the EEA once again demonstrates
that IZA succeeds in integrating several of
today's brightest young economists into the in-
stitute's research activities.

+++ New IZA Alumni +++

IZA Resident Research Affiliate Wendelin
Schnedler has started  his new job as a researcher
at Leverhulme Centre for Market and Public
Organisation (CMPO), University of Bristol,
on  October 1,  2002. IZA Resident Research
Affiliate Lilo Locher took up an alluring job offer
by a consulting company on October 1, 2002.
IZA Research Associate Astrid Kunze is to be-
come Associate Professor of Economics at the
University of Bergen, Norway on December 1,
2002. Damon Clark, IZA Research Associate, ac-
cepted a new position at the Economics De-
partment of the University of California, Berke-
ley as of January 2003. We thank them for their
outstanding  achievements at IZA and look for-
ward to maintaining close ties with them as IZA
Alumni.

search Affiliates, who are all Ph.D. students at
BGSE and contribute greatly to the research ac-
tivities at IZA. Her dissertation on “Jewish and
German emigration from the former Soviet
Union in the 1990s” analyzes the two major mi-
gration flows following the dissolution of the
Soviet Union. While one  million individuals of
Jewish descent emigrated to Israel, 2.8 million
ethnic Germans moved to Germany. The study
compares these migration flows and focuses
on the changes in the  migration decision dur-
ing the 1990s.

+++ IZA Research Associate Marco Leonardi
Wins EEA Award +++ 

Marco Leonardi, IZA Research Associate as of
September 2002 (6), was awarded this year's
Young Economist Award of  the European Eco-
nomic Association (EEA). The EEA grants this
award for the best papers submitted to the EEA
Annual Congress by Ph.D. candidates or young
economists. It was presented to Leonardi dur-
ing the Presidential  Address in Venice, Italy, on
August 22. His prize-winning paper elaborates
on “Product Demand Shifts and Wage In-

tivated by policy questions regarding social se-
curity issues. Gülçin Gümüs, joined IZA as a Re-
search Associate in September.

Ana Rute Cardoso received her Ph.D. in econom-
ics in 1997 at the European University Institute
(Florence, Italy) for her thesis on “Earnings In-
equality in Portugal: The Relevance and the Dy-
namics of Employer Behaviour”. She complet-

ed her first degree in economics and her Mas-
ters at the Lisbon Technical University. Ana
Rute Cardoso has held short Visiting Fellow-
ships from the Bank of Portugal (2002 and
2000), the Australian National University
(2001) and the European Commission (2000).
Her research interests include earnings in-
equality, employer behavior and labor market
institutions. She joined IZA as a Research As-
sociate in October.

Marco Leonardi joined IZA as a Research Associ-
ate in September 2002 and will receive his
Ph.D. from the London School of Economics
(LSE) in December. After receiving his Laurea
and M.Sc. in Economics at Bocconi University
in Milan, he moved on to  LSE, where he took
his Master in Econometrics and Mathematical
Economics. In 1998, Leonardi was a full-time
Research Assistant at the Centre for Economic
Performance of LSE. In 1999, he was Visiting
Scholar at the MIT Department of Economics.
His research interests are in labor economics
with particular reference to wage inequality
and earnings mobility. 

Gülçin Gümüs, attended Middle East Technical
University, Ankara and completed her B.S. in
Economics in 1997. She then began her doc-
toral studies in economics at Cornell Universi-
ty, Ithaca, where she first earned an M.A. In Au-
gust 2002 she was awarded her Ph.D. degree
for her dissertation on “Dynamic Models of the
Social Security Disability Insurance Applica-
tion Decision”. With her fields of interest being
labor economics, applied microeconomics,
and econometrics, her research agenda is mo-
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548 Markus Frölich
What is the Value of Knowing the Propensity
Score for Estimating Average Treatment 
Effects?

547 Gil Epstein, Ira N. Gang
Government and Cities: Contests and the 
Decentralization of Decision Making

546 Alfred M. Stiglbauer, Florian Stahl, 
Rudolf Winter-Ebmer, Josef Zweimüller

Job Creation and Job Destruction in a Regu-
lated Labor Market: The Case of Austria

545 Michael Fertig, Christoph M. Schmidt
The Role of Background Factors for Reading
Literacy: Straight National Scores in the PISA
2000 Study

544 Pedro Portugal, Ana Rute Cardoso
Disentangling the Minimum Wage Puzzle: 
An Analysis of Worker Accessions and 
Separations

543 Julia Darby, Robert A. Hart
Wages, Productivity, and Work Intensity in
the Great Depression

542 Markus Frölich
Programme Evaluation with Multiple 
Treatments

541 Bart Cockx, Muriel Dejemeppe
Do the Higher Educated Unemployed Crowd
Out the Lower Educated Ones in a Competi-
tion for Jobs?

540 Gil Epstein, Astrid Kunze, 
Melanie Ward

High-Skilled Migration and the Exertion of
Effort by the Local Population

539 Yu-Fu Chen, Dennis J. Snower, 
Gylfi Zoega

Labour-Market Institutions and Macro-
economic Shocks

538 Michael Orszag, Dennis J. Snower
The Pension Transfer Program

537 Michael Orszag, Dennis J. Snower
Unemployment Vouchers versus Low-Wage
Subsidies

536 Michael Orszag, Dennis J. Snower
Pension Taxes versus Early Retirement Rights

535 Paola Manzini, Dennis J. Snower
Wage Determination and the Sources of 
Bargaining Power

534 Assar Lindbeck, Dennis J. Snower
The Insider-Outsider Theory: A Survey

533 Stefan Fölster, Robert Gidehag, 
Michael Orszag, Dennis J. Snower

Assessing Welfare Accounts
532 Michael Orszag, Dennis J. Snower

From Unemployment Benefits to Unemploy-
ment Accounts

531 Marika Karanassou, 
Héctor Sala-Lorda, Dennis J. Snower

Unemployment in the European Union: 
A Dynamic Reappraisal

530 Marika Karanassou, Dennis J. Snower
Unemployment Invariance

529 Michael Orszag, Dennis J. Snower
Incapacity Benefits and Employment Policy

528 Paola Manzini, Marco Mariotti
Arbitration and Mediation: An Economic 
Perspective

527 Jan C. van Ours
The Locking-in Effect of Subsidized Jobs

526 Edwin Leuven, Hessel Oosterbeek
A New Approach to Estimate the Wage 
Returns to Work-Related Training

525 James Heckman, Carolyn Heinrich, 
Jeffrey A. Smith

The Performance of Performance
524 Juan José Dolado, 

Florentino Felgueroso, Juan F. Jimeno
Recent Trends in Occupational Segregation
by Gender: A Look Across the Atlantic

523 Josef Falkinger, Volker Grossmann
Workplaces in the Primary Economy and
Wage Pressure in the Secondary Labor 
Market

522 Svenn-Åge Dahl, 
Øivind Anti Nilsen, Kjell Vaage

Gender Differences in Early Retirement 
Behaviour

521 René Fahr, Uwe Sunde
Employment Status, Endogenous Regional
Mobility, and Spatial Dependencies in
Labor Markets

520 Uwe Sunde
Unobserved Bilateral Search on the Labor
Market: A Theory-Based Correction for a
Common Flaw in Empirical Matching 
Studies

519 Sarit Cohen, Zvi Eckstein
Labor Mobility of Immigrants: Training,
Experience, Language and Opportunities

518 Pedro Carneiro, James Heckman
The Evidence on Credit Constraints in
Post-Secondary Schooling

517 Erdal Tekin
Child Care Subsidies, Wages, and Employ-
ment of Single Mothers

516 Holger Bonin
Eine fiskalische Gesamtbilanz der Zuwan-
derung nach Deutschland

515 Jeremiah Hurley, 
Rhema Vaithianathan, 
Thomas F. Crossley,  
Deborah Cobb-Clark

Parallel Private Health Insurance in 
Australia: A Cautionary Tale and Lessons
for Canada

514 Friedrich Schneider
The Size and Development of the Shadow
Economies of 22 Transition and 21 OECD
Countries

513 Christian Belzil, Jörgen Hansen
Earnings Dispersion, Risk Aversion and 
Education

NEW IZA DISCUSSION PAPERS
A complete list of IZA Discussion Papers is available on our homepage at www.iza.org. 

Most papers are downloadable.

Christian Belzil 
(Concordia University, Montreal, Canada)

Yoosoon Chang 
(Rice University, Houston, USA) 

Yu-Fu Chen 
(University of Dundee, UK)

Janet Currie 
(University of California, Los Angeles, USA)

Leif Danziger 
(York University, Canada) 

John S. Earle 
(Upjohn Institute for Employment 
Research, Kalamazoo, USA) 

Randall W. Eberts
(Upjohn Institute for Employment 
Research, Kalamazoo, USA) 

Gil Epstein
(Bar-Ilan University, Israel) 

Scott Fuess
(University of Nebraska, Lincoln, USA)

Ira N. Gang 
(Rutgers University, New Brunswick, USA) 

Pietro Garibaldi 
(Bocconi University, Milan, Italy)

Patrik Guggenberger 
(Yale University, New Haven, USA) 

Axel Heitmueller 
(Heriot-Watt University, Edinburgh, UK)

Lutz Hendricks 
(Arizona State University, Tempe, USA)

David Jaeger 
(College of William and Mary, Williamsburg, 
USA) 

Bruce E. Kaufman
(Georgia State University, Atlanta, USA)

Jozef Konings 
(LICOS, Catholic University of Louvain, Belgium)

Sherrie Kossoudji 
(University of Michigan, Ann Arbor, USA)

Peter Kuhn 
(University of California, Santa Barbara, USA)

Olga Kupets 
(Kiev Mohyla Academy, Ukraine)

Edward Lazear 
(Stanford University, USA)

Hartmut Lehmann 
(Heriot-Watt University, Edinburgh) 

Eric Maurin 
(CREST/INSEE, Paris, France)

Carlos Medina 
(University de los Andes, Bogota, Colombia)

Marc L. Nerlove 
(University of Maryland, College Park, USA)

Shoshana Neuman 
(Bar-Ilan University, Israel) 

Øivind Anti Nilsen
(University of Bergen, Norway)

Ronald L. Oaxaca
(University of Arizona, Tucson, USA)

Patrick A. Puhani 
(University of St. Gallen, Switzerland)

Mark Regets
(National Science Foundation, Arlington, USA) 

Volker Reinthaler 
(University of Bonn, Germany)

Michael Reiter
(University Pompeu Fabra, Barcelona, Spain)

Eva Rueckert 
(Heriot-Watt University, Edinburgh, UK) 

Eric Toulemonde
(University of Namur, Belgium)

Eileen Trzcinski 
(Wayne State University, Detroit, USA)

Andrea Vindigni 
(Princeton University, USA)

Bruce A. Weinberg 
(Ohio State University, Columbus, USA)

Sourushe Zandvakili 
(University of Cincinnati, USA)

From May until September 2002 a large number of renowned economists stayed at IZA 
to discuss issues of labor market research and policy:

IZA GUEST RESEARCHERS



10 IZA COMPACT October 2002

Just barely did Germany’s coalition govern-
ment of Social Democrats and Greens emerge
victorious in this year’s federal elections. While
the critical stance over Iraq probably tipped the
balance in favor of Chancellor Schröder’s gov-
ernment, the timely presentation of the Hartz
Commission’s report at the height of the elec-
tion campaign laid the groundwork for the gov-
ernment’s renewed mandate. After the public
outcry over the manipulation of job placement
statistics by the Federal Employment Services
(BA) in Nuremberg earlier this year, a reform
commission headed by Volkswagen personnel
director Peter Hartz set out to draft innovative
approaches towards the goal of increased em-
ployment. Schröder managed to boost the
poor image of his government in spite of per-
sistently high unemployment with the pledge to
fully implement the proposed changes after the
elections.

The new government’s first steps signal a de-
termination to learn from the mistakes made
during the first term in office. A crucial indica-
tor of this “fresh start” attitude is the new setup
of key federal ministries. At the center of this re-
organization will be the new Federal Ministry of

O P I N I O N
Germany’s Reshaped Government Coalition – 
A Fresh Start for the Labor Market?
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of Labor
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Labor and Economics. It is based on a split-up
of the Federal Ministry of Labor and Social Af-
fairs (BMA), which will pass its responsibility
for social welfare systems to the Federal Min-
istry of Health (BMG). The decision-making
power over macroeconomic policy and the an-
nual report on the state of the economy will be
taken away from the Federal Ministry of Fi-
nance (BMF) and put back into the hands of
the Economics Ministry.

This means that the necessary organizational
separation of social and labor market policies
will finally be implemented. In fact, it was the
dominance of social over allocational motives
that impaired labor market policy across the
political spectrum for many years. After all, jobs
are created in the economy. To work towards
this end is the objective of sound economic pol-
icy. As a first step, it will be necessary to merge
staff from the Federal Ministry of Economics
and Technology (BMWI) and the BMA into an
effective new unit. This will not be an easy task,
with the former specializing in competitiveness
issues and the latter primarily accustomed to
the distribution of monetary benefits.

It is indeed a clash of two very different cul-
tures. If the future head of the new ministry
wants to bring the rather recalcitrant societal
groups back together in a true “Alliance for
Jobs”, he will certainly have to show first that
he can do it in his own backyard. The fact that
Schröder has put former North-Rhine-West-
phalian State Premier Wolfgang Clement – a
proven political heavyweight – in charge of this
task shows that he has carefully thought the
issue through.    

Consequently, expectations are running high.
In light of the fragile state of the German econ-
omy, the decision to depart from the course of
strict fiscal austerity is to be applauded.  Of
course, the medium-term budget consolida-
tion strategy should not (and must not) be
compromised. Female participation in the
labor market needs to be strengthened by an
expansion of all-day schooling. The gradual
abolishment of the “master craftsman privi-
lege” (Meisterprivileg) would create new jobs

and enhance competition in the crafts sector.
Given its high cost and questionable effective-
ness, active labor market policy – with the only
exception of reintegration assistance, which
has proven quite successful – should be re-
duced substantially.

But we still need more reform signals. The gen-
eral impression of a new beginning in Germany
could be underscored by breaking two eco-
nomic policy taboos: shop opening hours and
layoff protection. A more flexible regulatory
framework in both of these areas would cer-
tainly be a bitter pill for the unions to swallow.
In order to allay doubts, however, temporary or
regional programs could be implemented. For
instance, new shop opening hours could be
tried first in eastern Germany and Berlin. By the
same token, an option to choose between the
current system of layoff protection and a system
of legally governed severance payments could
be offered to older job-seekers or long-term un-
employed for an initial period of ten years.

The implementation of the Hartz Commission
proposals, though anxiously awaited, is mere-
ly a start. One of its most crucial steps will be
the introduction of personnel service agencies.
Cooperating but also competing with private-
sector temp agencies, they are supposed to em-
ploy jobless workers and hire them out to po-
tential employers on a temporary basis. From
the early stages on, the focus should be on
problem groups of the labor market, such as
the low-skilled, older or foreign-born workers.
The new agency will be able to provide job of-
fers and thus test the willingness of the unem-
ployed to take up work. The hiring company,
on the other hand, will be able to hire the work-
er at less than market rates for a limited time
without facing layoff restrictions. Accompa-
nied by a reform of unemployment insurance
and the proposed merging of unemployment
and welfare benefits, this could be the start of
a new reformist era, which would have the po-
tential to radically change the face of the over-
ly rigid German labor market.


