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The vast literature on the economic returns to
schooling has unequivocally found that ear-
nings increase with educational attainment
while placing the emphasis on higher educati-
on. On the other hand, it is essential to study
high school effects on labor market outcomes
since not all high school students attend col-
lege, and an even smaller percentage of them
finish college. A recent IZA Discussion Paper
by Amelie Constant (IZA and University of
Pennsylvania) and Spyros Konstantopoulos (Uni-
versity of Chicago) examines high school ef-
fects on labor market success of young adults
that are above and beyond family characteri-
stics and presents important new results on
this interdependency (for details see: A. Con-
stant/S. Konstantopoulos, School Effects and Labor
Market Outcomes for Young Adults in the 1980s
and 1990s, IZA Discussion Paper No. 671, forthco-
ming in Applied Economics Quarterly).

Methodological Approach

So far, research on school effects has provi-
ded ambiguous findings and disparate con-
clusions. The school effects literature typically
involves the identification of specific school
characteristics and examines their efficacy in
predicting academic achievement or labor
market performance via education produc-
tion functions. Another method to identify
school effects is to examine the variation of an
outcome of interest, such as earnings, across
the distribution of school units. In other
words, this approach treats the outcome of
interest as a random variable that varies
across school units. 

Since individuals are nested within schools,
the clustering of the data has to be taken into
account. An appropriate solution is to investi-
gate school effects in multi-level models. Two
levels of hierarchy are involved: a within-
school level and a between-school level. At the
first level, student characteristics are introdu-

ced into earning models. Conceptually, such
models permit analysis and pooling of school
specific regressions in a way that takes into
account the nesting structure of the data.
These regressions describe the earnings of in-
dividuals as a function of the particular
school’s intercept and other individual cha-
racteristics such as race, socio-economic
background, ability or knowledge represented
by achievement test scores etc. Furthermore,
selection in the labor force should be taken
into account to avoid a possible selection
bias, since workers might differ form non-
workers in unobservable ways. This problem
can be tackled by estimating possible selec-
tion in the labor force in a probit model and
including these estimates in the elementary
within-school regressions. The school specific
random effects or residuals at the second level

School Effects and Labor Market Outcomes in the U.S.
describe the degree to which the average ear-
nings of individuals in a specific school differ
from those of the other schools controlling
for individuals’ characteristics. This implies
that the school specific intercepts are treated
as random variables in the between-school
model and vary across school units. 

Hence, the second level, or between-school
model describes the variation of the school
specific intercepts from the earnings model.
Since the school specific effects represent the
difference or deviation between a specific
school’s average earnings and the average
earnings of the average school, their arithme-
tic mean is zero. Then, perhaps the best way
to describe the distribution of the school ef-
fects is by estimating their dispersion or vari-
ance. The variance of this distribution indica-

Source: IZA Discussion Paper No. 671, 2002
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tes the degree to which earnings differ from
school to school. Hence, it suggests how im-
portant the impact of schools is on labor
market indicators. With this method the va-
riation of earnings can be decomposed into
two parts: the within- and between-school
variation. It is this variance decomposition
that provides answers to the question whether
there are important differences in earnings
depending on which particular school has
been attended.

School Effects Above and Beyond
Individual and Family Characteristics

This framework of analysis was used in the
IZA study to identify school effects on the
future earnings of young women and men in
the 1980s and 1990s separately, controlling
appropriately for individual and family cha-
racteristics of high school students within
each school, as well as for selection into the
labor market. Thereby, the paper assesses the
extent to which schooling has long-lasting ef-
fects on young adults’ labor market success
that are above and beyond individual and
family characteristics. Using the NLS (Natio-
nal Longitudinal Study) and the HSB (High
School and Beyond Study), two rich data sets
of representative samples of high school stu-

dents, individual and school effects on the
annual earnings are estimated. 

The results provide convincing evidence that
high schools have important differential ef-
fects on future earnings. For both men and
women, and for both datasets, average ear-
nings vary significantly across schools sug-
gesting the important impact of school effects
on future earnings. Furthermore, a wide dis-
persion of earnings for individuals who attend
the same school can be observed, obviously in-
dicating individual differences and perhaps to
some extent school specific effects (e.g., tea-
chers, other resources or school climate,
school leadership). It should be noted, how-
ever, that school specific effects are largely in-
cluded in the between-school variation.

New Empirical Evidence for the 
School Effect

Effects of other unobserved characteristics
such as motivation, hard work, or ambition
were not controlled for in the model used,
but it is typically quite difficult, if not impos-
sible, to control for such predictors. It is also
possible, since students are not randomly as-
signed to schools, that the results may be
compromised by possible neighborhood ef-

fects. Nonetheless, given the data limitation,
a good deal of the variation related to stu-
dent characteristics is captured. It is note-
worthy that the between-school variation of
average earnings significantly differed from
zero in almost all cases, indicating that the
particular high schools individuals attend do
matter later in life. The fact that this result
was replicated in three out of four cases
might also indicate that the results are robust
in cohort effects. It should be noted that the
between-school variation was at the border-
line of the statistical significance in the fourth
case. These differential effects of high schools
are quite important since students in the
samples had finished high school for at least
10 years, and many of them have attended
college or graduate/professional schools.

Figure 1 (!p. 1) shows the distribution of esti-
mated average earnings for the female HSB
sample in 1992. This figure suggests that the
estimates follow approximately a normal dis-
tribution, although the distribution is slightly
asymmetric. The observed variability in the
graph indicates that there are differential, en-
during school effects on future earnings for in-
dividuals who attend different high schools. Fi-
gure 2 (") plots the frequency histogram of the
estimated average earnings for the male HSB
sample. This graph also indicates that the esti-
mates follow a normal distribution and there is
important variability among school specific
estimates, which points to important school
effects.

Conclusions

Overall, the findings of the IZA study reveal
that high schools do make a difference for the
subsequent labor market success of their gra-
duates. Average earnings differ significantly
across school units, a finding which indicates
that schools do matter. In aggregate perspec-
tive, schooling is pivotal to human capital for-
mation and lays the foundation for social ca-
pital development in an economy. Skilled wor-
kers can contribute to a nation’s productivity,
to a faster growth of a nation’s economy, and
to a country’s competitive position in the glo-
bal economy. Therefore, although the data
used in this study were limited to the United
States, the results obtained are relevant to
every country that faces challenges in their
educational systems.

Source: IZA Discussion Paper No. 671, 2002
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Applied Economics Quarterly – CALL FOR PAPERS
IZA encourages all Research Fellows to
submit manuscripts to the Applied Economics
Quarterly (Konjunkturpolitik) for possible publi-
cation in one of the next volumes. After 49
volumes of publishing mostly in German lan-
guage, all contributions published by Applied
Economics Quarterly will be in English as of
2003. Rainer Winkelmann (University of
Zurich, former IZA Program Director) has
been appointed as the new editor. Kurt Bran-
nas (Umea University and IZA), Holger Goerg
(University of Nottingham and IZA) and Bea-
trice Weder (University of Mainz) will join as

co-editors. The international composition of
the editorial board reflects the community of
economists the journal seeks to reach as well
as the journal’s commitment to diversity in
the type of research it will publish.

The goal of Applied Economics Quarterly is
to publish empirical research with relevance
for economic policymaking. All areas of eco-
nomics are considered, including social
policy, labor, and population issues. The
journal will contribute to current policy de-
bates and enhance economic policymaking

by providing a forum for innovative empirical
research. Please submit your paper electroni-
cally by email to aeq@diw.de or by regular
mail to: AEQ Editorial Office, DIW Berlin,
Koenigin-Luise-Str. 5, 14191 Berlin, Germany.
For further information, please consult the
journal’s homepage at www.diw.de/aeq.
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IZA Prize in Labor Economics 2002 
Awarded to Jacob Mincer

Jacob Mincer (Professor Emeritus, Columbia University, New York)
was awarded the first IZA Prize in Labor Economics. IZA Director
Klaus F. Zimmermann presented the IZA Prize Medal to Jacob Mincer
at the laureate's home in New York on November 24. During a cele-
bration with family members, friends and colleagues, Zimmermann
praised Mincer's ground-breaking work: “The IZA Prize honors the 

Dear colleagues and friends,

I am deeply honored and very happy to be awarded the inaugural IZA Prize in
Labor Economics. (...) I would like to convey to you my feelings of gratitude for
this high professional recognition. 

Almost half a century has passed since I first started my work on labor supply
and on human capital as a determinant of wages. The awareness that this work
contributed to a reconstruction of the field of labor economics was a source of
deep satisfaction throughout my working life. The reformulation of labor eco-
nomics can be simply described as bringing economic analysis to the study of
labor and redefining labor in terms of both quantity and quality, the latter
being human capital. 

The modernization of labor economics is an unparalleled success story. Its in-
creasing sophistication and expansion keep attracting the best talents. It also at-
tracts institutional support, exemplified by the IZA, in the well-founded hope
that research in labor economics will increasingly provide useful insights into
labor issues and policies.

Once again, greetings and thanks to all, and wishes for a productive future.

Jacob Mincer

lifetime achievement of an outstanding scholar and pioneer in labor
market research”, Zimmermann said. In his acceptance speech Mincer
underscored the role of IZA as an important institutional supporter
of international research in labor economics. (see IZA Compact Octo-
ber 2002 or www.iza-prize.org for further reports on the IZA Prize).

IZA Director Klaus F. Zimmermann Celebrated 50th Birthday

On December 2, IZA Director Klaus F. Zimmermann celebrated his
50th birthday. Zimmermann is also President of the German Institu-
te for Economic Research (DIW Berlin) and holds teaching positions
at Bonn University and the Free University of Berlin. He acts as a po-
licy advisor for influential national and international panels such as

the “Group of Economic Analy-
sis” (GEA), an expert body esta-
blished by the President of the
EU Commission. Klaus F. Zim-
mermann is the author or editor
of 24 books and more than 150
essays in refereed journals and
anthologies. He has written on
various pivotal issues predomi-
nantly in the area of labor, mi-
gration and population econo-
mics. Zimmermann is among the
most prolific and influential Ger-
man economists. He remains de-
termined to continue the syste-
matic expansion of IZA's role as
an internationally acclaimed cen-
ter for labor market research.

IZA Research Director Gerard Pfann New Managing Editor of
European Economic Review (EER)

IZA Research Director Gerard Pfann has become Managing Editor of
the European Economic Review (EER) as of January 1, 2003. Foun-
ded in 1969, the EER became the official Journal of the European
Economic Association (EEA) in 1986. According to the Social Scien-
ces Citation Index, the EER is one
of the leading economics jour-
nals in Europe. It appears nine
times a year and publishes more
than 1800 pages.

Besides Gerard Pfann, the edito-
rial team will include Thorvaldur
Gylfason (Iceland University) Juer-
gen von Hagen (Bonn University),
Zvi Eckstein (Tel Aviv University,
University of Minnesota, and
IZA), and Esther Gal-Or (Universi-
ty of Pittsburgh). The editorial
office will be located at BIRC,
Maastricht University. 
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Benefit Entitlement and Unemployment Duration –
The Role of Policy Endogeneity 
Persisting high unemployment in Germany
and other EU member states, in particular
among the low-skilled and elderly, requires
bold and at times outright unpopular steps
in order to achieve the goal of boosting indi-
vidual initiative in the labor market and to
abridge unemployment duration spans. The
impact of benefit duration on the length of
individual unemployment spells is relatively
undisputed among economists. However,
rarely the occasion arises of being able to
analyze, within a detailed case study, the ef-
fects of changes in the political framework
and to examine counterproductive incentive
structures of a specific unemployment bene-
fit system.

Taking a closer look at the Austrian Regional
Benefits Program (REBP) that drastically in-
creased unemployment benefit generosity for
workers aged above 50, a recent IZA Discus-
sion Paper by Rafael Lalive and Josef Zweimüller
(both University of Zurich and IZA) sheds
new light on the causal effect of benefit du-
ration on long-term unemployment (for details
see: R. Lalive/J. Zweimüller: Benefit Entitlement
and Unemployment Duration: The Role of Policy
Endogeneity, IZA Discussion Paper No. 492).

System of Unemployment Benefits in
Austria

Austria in general maintains a rather unge-
nerous unemployment benefit system when
compared to other EU member states. The
country’s rather low wage replacement ratio
(unemployment benefits to gross monthly
earnings) is comparable to U.S. levels. So are
Austrian maximum unemployment benefit
duration spans. Austria has been a country
with both a low unemployment rate and a
low average duration of unemployment, as
measured by European standards. 

The REBP: A U-Turn in Labor Market
Policy

The implementation of the REBP, however,
meant a dramatic shift away from a benefit
duration period much in line with rather re-
strictive U.S. standards to a considerably
more generous European-style duration span.
Purpose-built to respond to the imminent
impact of an international steel crisis predic-
ted to hit Austria’s traditional iron and steel
regions particularly hard, the REBP was re-
gional in scope and ran for five years between
1988 and 1993. The program extended un-
employment benefit duration for workers
above age 50 with residence in target regions
from 30 weeks to a maximum of 209 weeks
(four years).

Rising Unemployment

While Austria has been doing relatively well in
terms of unemployment figures, the unem-
ployment situation of workers above 50 dete-
riorated dramatically over the period from
1988 to 1993 (see figure 1!). The unemploy-
ment rate of the age group 50 to 59 was 5.1%
in 1988, which was even below the 1988 over-
all unemployment rate of 5.3%. After 1988
there was a strong and steady increase in the
unemployment rate, reaching a maximum of
more than 10% in 1993. This is exactly the pe-
riod during which the REBP was in force. Figu-
re 1 also shows that there was only a moderate
upward trend in the unemployment rate of the
age group 40–49 in the same time span. This
implies a steady increase in the ratio of the un-
employment rate of the age group 50–59, rela-
tive to the age group 40–49, a trend, which did
not stop until 1993, when the REBP was abo-
lished. Moreover, this increase in the relative
unemployment rate was exactly matched by an
increase in the relative incidence of long-term
unemployment.

Sound Basis of Evaluation

A central problem of previous studies had al-
ways been that the reasons for changes in be-
nefit rules were typically not accounted for. But
when benefit policy is determined by labor
market conditions, observed changes in unem-
ployment duration are only partly due to chan-
ges in entitlement rules. They are also due to
changes in said labor market conditions that
lead to new benefit rules in the first place.
Hence estimates of the causal impact of bene-
fit generosity on unemployment duration will
be biased.

Due to a number of peculiarities, however, this
bias can be factored out. In 1991, the program
was revised and regions in which the anticipa-

Source: IZA Discussion Paper No. 492, 2002

Unemployment Rate Ages 40-49, Left Scale

Unemployment Rate Ages 50-59, Left Scale

Relative Incidence of Long-Term Unemployment Ages 50-59/ Ages 40-49, Right Scale

Source: IZA Discussion Paper No. 492, 2002
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ted crisis had not materialized were excluded
from the REBP. This tightening of eligibility cri-
teria allowed for the direct comparison of very
similar groups of job seekers with different eli-
gibility status. (see figure 2!p. 4). The Austrian
REBP thus allowed for the unique possibility to
discuss the empirical relevance of policy endo-
geneity in the econometric evaluation of policy
measures. The program also offered a rare
opportunity to investigate how a policy change
as large as the maximum U.S.-European diffe-

rential in benefit eligibility duration affects the
duration of unemployment, holding everything
else constant.  

Repercussions for the Labor Market

Based on a meticulous analysis of the extensive
database that the REBP offered, the study
found out that the generous regional unem-
ployment benefit program reduced the incen-
tive to seek and take up a new job considerab-
ly. As a direct result, the transition rate to jobs

regressed by 17%, thus increasing average un-
employment spells for the relevant age group
by a full nine weeks (see figure 3#). During the
tenure of the REBP the country saw the unem-
ployment rate for those aged 50+ almost double
to an above average 10%.

After ridding the data of other factors the study
also found out that after the abolishment of
the program these changes quickly returned to
their initial status before the program was set
up. The research paper also stresses the fact
that accounting for policy endogeneity is cru-
cial. Estimates that fail to do so suggest that
the transition rate to jobs, as a result of the
Austrian program implemented, regressed by
40% instead of the 17% that the study arrived
at after accounting for policy endogeneity.

The Need for Labor Market Reform in
Europe

The study provides plausible indication of an in-
centive-induced correlation between the durati-
on span of unemployment benefits and the
length of unemployment spells. Apparently, the
scaling-back of unemployment benefit duration
boosts individual motivation to set out and find
a new job. The resulting abridgement of unem-
ployment spells provides a convincing argument
against allegations of illegitimate discrimination
against the unemployed in the form of a scaling-
back of unemployment benefit programs. The
IZA study calls for a systematic review of the
length of unemployment benefit programs in
Germany and other countries as well.

Source: IZA Discussion Paper No. 492, 2002
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SHORTREPORTS
+++ Call for Papers: IZA/Upjohn/WDI
Research Conference on Microeconomic
Analyses of Labor Reallocation, August
21-23, 2003, Kalamazoo, Michigan +++ 

Studies of labor reallocation have been spur-
red by a number of recent developments: the
perceived increasing pace of structural change,
the availability of new microeconomic data
(particularly involving the demand side of the
labor market), and the example of drastic
shifts and dislocation in the transition econo-
mies of Eastern Europe and the former Soviet
Union. This conference is sponsored jointly by
IZA, the Upjohn Institute for Employment Re-
search and the William Davidson Institute at
the University of Michigan Business School 
to promote applied research that uses micro-
level data from a variety of economies. Please
send paper proposals to Joanne Lowery 
(lowery@upjohn.org) by April 15, 2003. For
details see www.iza.org. 

+++ Improving Labor Market Perfor-
mance: The Need for Evaluation +++

On October 4–5, 2002, the workshop “Impro-
ving Labor Market Performance: The Need for
Evaluation” was held at IZA. This was the third

evaluation workshop organized at IZA and, like
the first one in 1999, co-organized with CEPR. It
became apparent that considerable methodolo-
gical progress has been made over the past three
years, but that the now widely available skills in
the scientific community are still underutilized
due to the scarcity of available (and obtainable)
data. The European RTN network on evaluating
labor market policies in Europe, under whose
umbrella this workshop was organized, once
again showed the synergy effects derived from
bringing together researchers in the field who
share their work with a receptive and knowled-
geable audience.

+++ Klaus F.  Zimmermann to chair
Review Committee of CPB Netherlands
Bureau for Economic Policy Analysis +++

IZA Director Klaus F. Zimmermann has accepted
to chair an external Review Committee of the
CPB Netherlands Bureau for Economic Policy
Analysis, The Hague. The international expert
committee will evaluate the CPB performance
and identify possible areas for further improve-
ment. CPB’s main task is to provide indepen-
dent economic analyses and forecasts that are

relevant for the policy decisions of e.g. govern-
ment, parliament, and other societal organizati-
ons such as political parties, trade unions, and
employer’s associations. “CPB’s effort to shar-
pen its strategy of scientific research and policy
advice through a serious external evaluation sets
an example for other institutions in the field,”
Zimmermann said.

+++ IZA-BIBB Workshop on the 
“JUMP” Program of the German Federal
Government +++  

On January 16, 2003, Helmut Pütz, President of
the Federal Institute for Vocational Training
(BIBB), and IZA Director Klaus F. Zimmermann
co-chaired a workshop in which researchers
from both institutes discussed the JUMP pro-
gram of the federal government. The purpose
of this program is to alleviate the shortage of
apprenticeship openings. BIBB presented
some preliminary findings from its accom-
panying research. IZA plans to cooperate 
occasionally with BIBB on the topics of voca-
tional training and future demand for
qualification.

Transition Rate from Unemployment to Regular Job
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NEW IZA STAFF MEMBERS
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Amelie Constant joined IZA as a Research Fellow
in August 2002. Since January 2003 she is also
a Research Associate at IZA heading the Ger-
man research activities in a comparative pro-
ject studying the labor market integration of
migrants in Denmark and Germany. She stu-
died Economics at the University of Paris II and
received her Ph.D. in Labor Economics and
Econometrics from Vanderbilt University in
1998. Since then, she has been a post-doctoral
research associate at the University of Pennsyl-
vania. Her research interests are in internatio-
nal migration, assimilation issues, gendered
differences in labor market outcomes, occupa-
tional mobility, labor market segmentation,
and the relationship between schooling quali-
ty and earnings.

doctoral studies, he further specialized in labor
economics and applied microeconometrics.
Thomas Dohmen visited the Economics De-
partment at the University of Chicago from Ja-
nuary 2002 until June 2002. His main research
interest is in personnel economics and internal
labor markets.

Markus Rickermann studied electrical enginee-
ring with a focus on data processing at the
Rheinische Fachhochschule in Cologne. After
graduating in 1992, he worked for various
multinational corporations as a systems en-
gineer, system administrator and network
specialist. His previous tasks mainly centered
around the development of complex system
integrations. In December 2002, he joined
IZA as an IT Specialist. Besides his responsi-
bility for user support, he mainly engages in
planning, expanding and administering the
Windows-based systems at IZA.
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Thomas Dohmen started as a new IZA Research
Associate in January 2003. He studied econo-
mics at Maastricht University, where he recei-
ved his Master’s degree (M.A.) in Economics in
December 1998. He also holds an MSc in Eco-
nomics from the University of Warwick (Eng-
land). In January 1999, he joined the Business
Investment Research Center (BIRC) at Maas-
tricht University as a Ph.D. researcher. In his
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Uwe Sunde, who joined IZA as a Resident Re-
search Affiliate in 2001, has now become an
IZA Research Associate and will continue his
research on job search, matching, human ca-
pital formation, labor market flexibility and
wage contracting. In his doctoral thesis, he
investigates the effects of individual educa-
tion decisions on development and earnings
inequality, and the effects of individual
search behavior on job creation patterns.
Uwe Sunde studied economics at the Univer-
sities of Warwick, UK and Munich, where he
received the degree of Diplom-Volkswirt in
1998. Since then, he has been enrolled in the
European Doctoral Program/Bonn Graduate
School of Economics, including an extended
research visit to the University Pompeu Fabra,
Barcelona. 

M
ar

ku
s R

ick
er

m
an

n

IZA has long advocated the importance of
education and training as well as the em-
ployment opportunities offered by new tech-
nologies. Both have now been put into prac-
tice at the institute: In August 2002, Tim
Meisen began his three-year apprenticeship as
an IT Trainee at IZA. In addition to maintai-
ning hardware and software components,
Meisen also takes part in the planning and
configuration process of future components
of the institute’s IT infrastructure. 

+++ New IZA Alumni +++

Since December 2002 IZA Research Associa-
te Astrid Kunze has been Associate Professor
of Economics at the Norwegian School of
Economics and Business Admistration,
Bergen. In January IZA Research Associate
Ashok Kaul has taken up a research position
at the Department of Economics, University
Pompeu Fabra, Barcelona. IZA Research As-
sociate Marcus Hagedorn continues his rese-
arch at the University of Pennsylvania, Phila-
delphia. We thank them for their outstanding
achievements at IZA and look forward to
maintaining close ties with them as IZA
Alumni.
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IZA DISCUSSION PAPER SERIES 
In November/December 2002 IZA Discussion Papers included the following titles 

(a complete list is available on our homepage at www.iza.org - all papers are downloadable):

IZA GUEST RESEARCHERS
From September until December 2002 the following renowned economists 

stayed at IZA to discuss issues of labor market research and policy:

Rob Alessie 
(Free University of Amsterdam)

David Autor
(MIT)

Mark Berger 
(CBER, University of Kentucky)

Arnaud Chevalier
(University College Dublin)

Deborah Cobb-Clark 
(Australian National University)

Amelie Constant
(University of Pennsylvania)

Bob Gregory
(Australian National University)

Maria Guadalupe
(CEP, London School of Economics)

John C. Haltiwanger 
(University of Maryland)

Mihail Hazans
(University of Latvia)

Hendrik Jürges 
(University of Mannheim)

John Kennan 
(University of Wisconsin, Madison)

Kai A. Konrad
(Social Science Research Center Berlin )

Barbara Petrongolo
(London School of Economics)

Mark Regets
(National Science Foundation)

Christopher J. Ruhm 
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The new year has failed to bring any prospects of
increased employment in Germany. Although
there is some hope that the U.S. economy will
pick up in 2003, economic growth in the EU re-
mains sluggish. Germany could even face conti-
nued stagnation as the expected boost from the
upturn in the global economy may prove too
weak to provide the necessary stimulus to do-
mestic demand. If growth in Germany remains
far below the threshold that would trigger an in-
crease in employment, the German unemploy-
ment rate is likely to climb beyond 4.2 million by
the end of the year. 

U.S. macroeconomic policy has come up with
adequate responses to the global economic cri-
sis for quite some time: Loose monetary and fis-
cal policies have helped cushion the downturn
of the U.S. economy. It is also fortunate that the
Federal Reserve has long been aware of its res-
ponsibility for economic growth, and that a 
stable budget has provided ample scope for fis-
cal policy. European monetary policy, in con-
trast, has not fully exploited its potential. At the
same time, many European governments find
their fiscal hands tied by the budgetary require-
ments of the Stability and Growth Pact. 
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Nonetheless, there is hope that an adequate re-
interpretation of the stability goals could achie-
ve not only sound budgets but also sustainable
employment growth over the medium term. Ul-
timately, the realization of these two objectives
will rely on substantial economic growth. A 
balanced budget is certainly beneficial to eco-
nomic growth, but the rewards can only be
reaped in the medium run. A tight fiscal policy
in times of crisis or stagnation will slow down
this growth potential. This is especially true if
spending cuts are not confined to subsidies and
personnel costs but also affect investments in
infrastructure, education, research and innova-
tions. 

If this fact is ignored, German stagnation
may turn into a permanent crisis that could
eventually spread throughout Europe. This is
why our policymakers must take decisive
action to counter this trend. The year 2003
will be the “year of fate” for German econo-
mic policy. Political necessities require that
effective reforms must be implemented now.
The window of opportunity for courageous
and painful initiatives will be closed as soon
as the next election year approaches. One of
the first steps must be to set medium-term
rather than short-term budgetary goals. Wage
demands must continue to be moderate. In
this context, it is worth noting that the
German labor unions are cooperating quite
constructively in comparison to their Europe-
an counterparts.

The recent wage agreement for German public
service employees, however, is far too generous
in light of the already strained public coffers.
Since the additional wage costs will further
reduce the fiscal scope, particularly for the 
eastern German states and the municipal go-
vernments, the planned reform of municipal 
government funding must be given high priori-
ty. An additional problem is the proceeding
east-west wage convergence in the public ser-
vice sector. The state government of Berlin,
given its current budget crisis, has already drop-
ped out of the nationwide wage agreement.
This step is an important signal of Berlin’s 

willingness to work its way out of the financial
crisis that has gripped the nation’s capital, and
to recognize the broader economic context. 

Although some of the decisions by the new fe-
deral government are certainly debatable, a few
initiatives are noteworthy: The process of imple-
menting the labor market policy proposals
made by the Hartz Commission has been re-
markably fast. Among the measures that took
effect on January 1, 2003, are the following: The
establishment of “personnel service agencies” 
to support the local employment offices and
speed up job placement, the promotion of tem-
porary work, the removal of restrictions on tax-
exempt low-paid work, and the individual re-
duction of unemployment assistance based on
an improved enforcement of entitlement requi-
rements. Further plans include an extension of
shop opening hours, a liberalization of the
Crafts Code regulations, and the reduction of
red tape. All these initiatives deserve praise. 

However, this can only be the beginning, not
the end of the reform efforts. None of the im-
plemented programs has the potential to de-
liver a powerful blow to the unemployment
problem. Some bring more hope than help.
This is true, for instance, for the reform of the
“mini-jobs.” As these will mainly attract secon-
dary wage-earners, housewives, retirees, and
students, the deadweight loss for the govern-
ment will be substantial. Labor market flexibi-
lity may be increased, but unemployment is
unlikely to be reduced in the process. In other
words, a sweeping reform of the German
labor market has yet to occur. Still, there is a
good chance for the reform train to finally
start moving – it is high time that this chance
be seized.


