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Abstract

In this paper we investigate the recent fall in unemployment, and the rise in part-time

work and labour market participation among prime-aged Germans. We show that unemploy-

ment fell because the Hartz reforms induced a large fraction of the long-term unemployed

to deregister as jobseekers. However, labour force participation actually increased because

many female non-participants accepted low-paid, part-time jobs. Counterfactual simula-

tions using estimated transition probabilities show that observed changes in the stocks of

registered and unregistered unemployment after 2002 essentially resulted from changes in

their outflows. These changes are also the main determinants of the dynamics of the stocks

of marginal, contributing part-time and full-time employment after 2002. Yet the full de-

crease in registered male unemployment cannot be explained by the reforms alone.
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1 Introduction

Since the mid-2000s, Germany has experienced one of the largest falls in unemployment

seen in recent times. Figure 1 shows that after nearly two decades of persistently high

levels, unemployment entered a downward trend in 2006, reaching its lowest level of 3.6%

by the end of 2017. This decline started right after the implementation of the Hartz reforms

(2003-2005), which aimed to make the labour market more flexible. Many economies with

structurally high unemployment, such as France, have been called upon to do the same and

adopt labour market deregulation policies. As a result, much work has been undertaken to

understand the role (if any) the Hartz reforms played in reducing unemployment.1 Many

of these studies find support for these reforms, but are inconclusive as to the degree of

their success. Others are less positive on their effects and view wage moderation and the

increased competitiveness of the German economy as the main drivers of economic growth

and unemployment reduction (Dustmann et al., 2014).

In this paper we develop a simple yet insightful framework for studying the reduction of

unemployment in Germany. We aim to provide a ‘big picture’ approach. Our framework

considers all possible flows in and out of unemployment, non-participation and all forms of

employment (full-time, part-time and marginal employment). Another novel contribution is

that we focus on prime-aged workers (25-54 years of age).

A key insight is that the reduction of unemployment did not happen through direct

unemployment-employment flows, as is the focus of much of the literature. Unemployment

fell because a greater fraction of unemployed workers no longer register as jobseekers after the

Hartz IV reform (2005), which reduced the duration of unemployment benefit payments, cut

long-term unemployment benefits and imposed tighter conditions on welfare benefit recipi-

ents. Indeed, we find that a considerable proportion of the flows in and out of unemployment,

and in and out of all forms of employment (marginal, contributing part-time and full-time)

are with non-participation. Hence, many non-participants, that is workers who may not be

searching for a job on the day of the survey interview or may have decided not to show up at

the job centres, must be actually still attached (marginally or loosely) to the labour market.

Labour force participation actually rose after 2005 because increasingly more women have

been taking up low quality, part-time jobs.2

Another key insight is that prime-aged men were the main losers from the labour market

dynamics that occurred in Germany during the noughties and early 2010’s. This insight,

as far as we are aware, also has not yet been established or emphasised. Men were much

less inclined than women to take up a part-time job and preferred to stay unemployed for

longer. This resulted in a decrease in labour force participation for prime-aged men during

the period of study. Adding unemployed and non-participants together, we find that the

1See for example Fahr and Sunde (2009), Klinger and Rothe (2012), Krause and Uhlig (2012), Krebs and
Scheffel (2013), Launov and Wälde (2016), Burda (2016), Burda and Seele (2016).

2The parallel between increasing part-time and marginal employment (mini-jobs) on the one hand and
falling unemployment on the other hand has already been documented elsewhere (Weinkopf, 2009, Burda,
2016, Burda and Seele, 2016, Rothe and Wälde, 2017, Biewen et al., 2017).
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Figure 1: Unemployment as % civilian labour force

non-employment rate did not fall for prime-aged men after 2005. At the same time, full-

time employment for this group had a very sluggish recovery after 2005, which ended after

the financial crisis put it once again in a downward trend from which it is recovering only

recently.3

Our focus on prime-aged workers is novel to the literature, which typically aggregates

across all age groups without analysing and/or modelling older workers’ retirement decisions

and younger workers’ decisions to work alongside education. Here we chose not to investigate

these decisions or how they were affected by the reforms as we aim to provide as clean an

analysis as possible. Since prime-aged worker represent about 65% of the German working

population, we believe that our findings provide an important new angle on what happened

in Germany after the Hartz reforms.

That fact that many non-participants are in reality unregistered unemployed workers,

and that they contribute to the dynamics of labour market flows is not new. For example,

Gomes (2012), Jones and Riddell (1999) and Blanchard and Diamond (1990), among others,

show that in the UK, Canada and the US there is a large proportion of marginally attached

workers: those workers who are considered non-participants by statistical agencies but still

want a job and exhibit very similar job finding rates as those labelled unemployed.4 Elsby

et al. (2015) further emphasise the importance of the non-participation margin in explaining

unemployment fluctuations in the US. Barnichon and Figura (2016) find that the decline

of those non-participants who declared wanting a job is behind the secular decline in the

3By focusing on prime-aged workers we miss the increase in labour market participation observed among
older workers (55 - 65 years of age) after the introduction of Hartz I in 2003 and the stronger recovery the
latter age group generated in overall full-time employment after the financial crisis. In Sections 3 and 6 we
discuss the main consequences of adopting this restriction.

4A similar conclusion was recently drawn by Hall and Schulhofer-Wohl (2018): ‘One of the key points of
this paper is that the majority of job-seekers are not counted as unemployed, but rather as out of the labor
force or employed. Despite Blanchard and Diamond’s (1990) emphasis on this point, most analysis of the US
labor market in the matching-function framework has taken unemployment as the measure of job-seeking in
the population. An important exception is Veracierto (2011), [...].’ See also Carrillo-Tudela et al. (2015).
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US labour market participation. Here we show that this margin is important and must be

taken into account when evaluating the effectiveness of labour market policies such as those

aiming to bring people back to work through reductions in unemployment benefits and/or

liberalisation of the low skill labour market.

While our flow analysis is interesting and original on its own, our paper provides one

further contribution. Having estimated all transition probabilities at monthly frequency

across all five states (registered and unregistered unemployment, and marginal, part-time

and full-time employment), we proceed to a set of counterfactual simulations based on the

statistical mobility model. We keep constant the transition probabilities as estimated in

2002, just before the Hartz reforms, and we introduce the changes to outbound probabilities

from all five states separately.

We find that unemployment outflows tend to reduce unemployment and increase non-

participation (or unregistered unemployment) but have no effect on employment stocks.

Non-participation outflows entirely explain the rise of marginal and part-time employment as

well as the rise of labour market participation. They do not affect registered unemployment

or only to a small extent (for men). In order to obtain the full decrease in (registered) male

unemployment, we need to add the changes to flows out of full-time employment. Specifically,

job destruction is falling rather abruptly around 2003. This can be easily understood as a

manifestation of the loss in the unions’ bargaining power due to the liberalisation of the low

skilled segment of the market (especially due to the facilitation of temporary work under

Hartz I) and the ongoing process of wage moderation. Thus our counterfactual analysis

suggests that both the Hartz reforms and wage moderation as well as their interaction

played an important role in explaining the German labour market dynamics.

There is a large literature focussing on various aspects of the Hartz reforms. We only

mention here those papers which are mostly related to our own work. Rothe and Wälde

(2017), Hartung et al. (2018) also proceed to an analysis of the flows in and out of unem-

ployment but miss out on the role of non-participation. Rothe and Wälde (2017) establish

that direct transitions form unemployment to full-time employment have little quantitative

importance, but do not uncover the role of non-participation as a transient state from un-

employment to all forms of employment. Hartung et al. (2018) emphasise the reduction of

the separation rate from employment to unemployment (which they attribute to Hartz IV)

as the main culprit for the fall in unemployment. We show that by explicitly considering

non-participation and different types of employment one gets a very different picture. Burda

and Seele (2016) use the supply and demand framework of Katz and Murphy (1992) and

conclude to a relative stable labour demand curve and an increasing labour supply, which

they attribute to the Hartz reforms. They sort out two different types of causes and explain

the expansion of part-time work, but, similarly to Rothe and Wälde (2017), do not explain

the channel through which unemployed end up in part-time employment. Krause and Uhlig

(2012), Krebs and Scheffel (2013), Launov and Wälde (2013, 2016), Hochmuth et al. (2019)

design search and matching models that interpret the reduction of unemployment as the dir-
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ect effect of the cuts in unemployment benefits induced by Hartz IV, which in their proposed

search models can only increase search effort and/or job finding rates.

The rest of the paper is structured as follows. Section 2 describes the institutional

background emphasising the role of the Hartz reforms and the datasets we use. Sections

3 and 4 describe the evolution of the stocks and flows, respectively. Section 5 uncovers

the potential of monthly flows to predict long-run stocks and proceeds with counterfactual

analysis based on estimated monthly transitions. In Section 6 we develop our theoretical

framework and review the existing literature on structural evaluation of Hartz reforms and

link it to our analysis. Section 7 concludes.

2 Preliminaries

2.1 Institutional background

The main institutional changes that occurred during the period of study were the Hartz

reforms. These reforms came in four packages. Many detailed descriptions exist in the

literature (see for example Jacobi and Kluve, 2007, Fichtl, 2015). We briefly summarise

their main content.

The Hartz I and III reforms were generally aimed at improving labour supply, and match-

ing efficiency. Hartz I (1/1/2003) deregulated and enhanced temporary employment, intro-

duced subsistence payments on behalf of the employment agency, and enhanced employment

of elderly workers through employer subsidies. The latter mainly took the form of: a (i) so-

cial security subsidy, whereby a firm hiring a person older than 55 was exempt from paying

contributions towards unemployment insurance, representing 3.25% of the gross wage; and a

(ii) wage subsidy for hiring an older worker or a worker with disability, that amounted to 50%

of calculable remuneration for a duration of 6 to 24 months (see Jacobi and Kluve, 2007).

Hartz III (1/1/2004) reorganised the Federal Employment Agency, improving in particular

its efficiency in job offer mediation to unemployed workers.

The Hartz II package was introduced at the same time as Hartz I. It has reformed

marginal employment and enhanced start-up subsidies to help long-term unemployed workers

to become self-employed. Marginal employment was introduced in Germany in the sixties

to help non-participants take up work. It is considered a form of low-pay employment with

caps on hours and pay.5 Workers in marginal employment are exempted from income tax

and social security contributions, but are not entitled to unemployment benefits and obtain

reduced pension payments at retirement. Firms, however, contribute to these worker’s health

insurance and pensions. In addition, unemployed workers who receive benefits are allowed

to work in marginal employment to top up their benefits, as long as their jobs do not pay

more than 165 euros per month. These mini-jobs are precarious, as they are used by firms

5Throughout the 1980s and the 1990s this wage cap was set between one-fifth and one-seventh of the
average gross national wage in the previous year. In April 1999 the German Federal Employment Agency
set the wage cap to 325 euros per month.
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to cover demand spikes. Moreover, employers reduce their costs by not paying marginally

employed workers during holidays and sickness leave (Weinkopf, 2009).

Hartz II defined two types of marginal jobs: mini-jobs and midi-jobs. Mini-jobs paid

up to 400 euros per month (450 euros in 2013), while Midi-jobs paid between 400 and 800

euros per month.6 We highlight three modifications Hartz II introduced to the legal setup

that governed the marginal employment sector. (i) It increased the maximal wage for mini-

jobs from 325 to 400 euros. (ii) It eliminated the maximum limit of 15 working hours per

week.7 (iii) It extended the income tax and social security exemptions to mini-jobs held as

a secondary job.8

Finally, Hartz II created the Minijobzentrale, a unique legal entity solely responsible

for registering marginally employed workers and dealing with all tax and social security

matters related to marginal workers and their employers. This made it easier for firms, from

an administrative point of view, to set up marginal jobs and to pay the associated taxes

and social security contributions. The flexibility that mini-jobs introduced to firm’s hiring

practices and the low set-up costs needed to create these jobs are important reasons why

firms created mini-job opportunities after Hartz II. The Minijobzentrale also facilitated the

systematic collection of data on marginal employment.

Hartz IV (1/1/2005) reformed the unemployment benefit system completely. It im-

posed tighter conditions on unemployment benefit recipients. It merged the long-term (i.e.

more than 12 months) unemployment assistance benefits with social assistance benefits into

Arbeitslosengeld II (ALG II) benefits. The level of ALG II benefits is of 345 euros per month

in the West, and 331 euros in the East, which is on average lower than the unemployment

assistance benefit allowance before the reform.9 Crucially, ALG II benefits are means-tested

at the household level (as before the reform), and the reform affected the eligibility of the

long-term unemployed. For example, under Hartz IV benefits can be cut by 30% for 12 weeks

if a person who is able to work refuses to enter the activation program or take up a suitable

offer of work proposed by the case worker, where Hartz laws explicitly state that about any

work is now considered suitable. Repeated refusal led to a further 30% cut for another 12

weeks. Launov and Wälde (2013) estimate that only 24% of the long-term unemployed are

able to pass these tests, leaving about three quarters of the long-term unemployed without

benefits.

6As in the pre-Hartz period, workers in mini-jobs paid no income tax and no social security contributions,
while firms had to pay an increased contribution of 25% (and 30% in 2006) of an employee’s gross earnings for
health insurance, pensions and other taxes. Workers in midi-jobs paid reduced social security contributions
and a linear income tax that ranged between 4% and 21%, while firms paid the full contribution rates to
health insurance, pensions and income taxes.

7This hour limit was not lifted for those unemployed workers who in addition to their benefits received
wages from a mini-job. See Caliendo and Wrohlich (2010) and Caliendo et al. (2016).

8Bundesgesetzblatt, 2002, Teil I Nr. 87, 4623. Prior to the reform a secondary mini-job increased the
tax base of the primary job. However, workers with more than two mini-jobs as secondary employment
in conjunction with a mini-job as primary employment were subject to income tax and social security
contributions on all except two of the mini-jobs.

9Within the ALG II scheme, the state covers the health insurance of the unemployed and until 2010
contributed to their pension scheme. It may also provide for rental costs in case of hardship.
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2.2 Data

Our analysis primarily relies on the Sample of Integrated Labour Market Biographies (SIAB)

provided by the Institute for Employment Research (IAB). The SIAB is a 2% random sample

drawn from the Integrated Employment Biographies (IEB) – an administrative data set

which comprises the universe of individuals who are (i) in jobs that are subject to social

security (in the data since 1975), (ii) in marginal employment (in the data since 1999),

(iii) in benefit receipt according to the German Social Code (since 1975), (iv) officially

registered as a job-seeker at the German Federal Employment Agency or (v) participating

in active labour market policies (ALMP) programs (in the data since 2000). These data

provide information on individuals’ daily employment status, education, gender, age, gross

daily wage/benefit (wages are top-coded) and a unique identifier that allows us to match

the individual’s information to that of his/her employing establishment. Since marginal

employment has been classified as a separate category since April 1999, we use these data

for the period 1999-2014, where 2014 is our last year available.

The German Socio-Economic Panel (GSOEP) is also used to complement the information

derived from the SIAB. In contrast to the SIAB the GSOEP data is a household panel survey.

The GSOEP started in 1984 and is updated on an annual basis. This data set is used to

extract further information on worker demographic characteristics as well as participation.10

One restriction is made to the sample of workers in our study. Namely, at any point

in time workers need to be between 25 and 54 years old. We label this set as prime-aged

workers and note that they represent the vast majority (around 65%) of workers in the

German working age population. Younger and older workers are excluded for the following

reasons. The 15-24 years old group is excluded to avoid considering individuals who decide

to use part-time employment to support their studies, which seems common practice in

Germany. The 55-65 years old group is excluded because one objective of the Hartz reforms

(and more recent ones) was to increase the participation rate of older workers by affecting

their retirement decisions, which seems to have been successful. Even after excluding these

two age groups, the labour market dynamics we document for prime-aged workers remain

sufficiently intricate.

The registered labour force is defined as the sum of registered employment and registered

unemployment. Registered employment consists of the sum of those workers registered in the

social security system whose main employment is either a full-time, part-time or a mini-job.11

Since midi-jobs are taxed, we incorporate them into the contributing part-time employment

category. Therefore, we will use the terms mini-jobs and marginal employment interchange-

10Further information about the SIAB and GSOEP can be found in FDZ (2013) and ht-
tps://www.diw.de/en/soep, respectively.

11Using the GSEOP we find that full-time employment involves between 32 and 55 weekly hours, part-time
employment involves between 18 and 35 weekly hours and marginal employment involves between 5 and 22
weekly hours. Further, the distribution of weekly hours have been stable during the period of study for
full-time and marginal employment, while slighlty increasing for part-time employment. The key feature is
that the Hartz reforms do not seem to have meaningfully affected the number of hours worked in these types
of employment.
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Figure 2: Different unemployment measures

ably. Registered unemployment consists of those individuals who are registered with the

labour office and have been actively searching for a job within the last 2 weeks irrespectively

of their benefit status. We will refer to the registered labour force, employment and unem-

ployment simply as labour force, employment and unemployment. Non-participants are those

workers who are not in registered unemployment or in any form of registered employment.

This category includes truly inactive individuals, but also non-employed workers enrolled in

some ALMP program or self-employed individuals.12 It is important to highlight that the

SIAB does not measure directly non-participation, but it is taken to be the labour market

state of workers when they stop being temporarily in the sample. That is, non-participation

is a labour market state by default. This feature implies that we cannot distinguish between

true non-participants and temporarily discouraged (marginally attached) workers. Never-

theless, below we document large flows between non-participation and unemployment and

all forms of employment, suggesting that the dynamics of non-participation is driven by the

marginally attached.

Registered unemployment as published by the Federal Employment Agency differs from

unemployment calculated from the Labour Force Survey which follows the definition of the

International Labour Organisation (ILO), i.e. being without work, being available for work

and seeking work. In the European Statistical System, the results of the Labour Force Survey

are used as a standard basis for calculating unemployment rates. Registered unemployment

is however the most commonly used measure for the analysis of labour market policies

(Melis and Lüdeke, 2006). Workers taking part in activation programs are not considered

registered-unemployed (see Kruppe et al., 2008, for details). Figure 2 depicts the evolution

12When we use other data sources, such as OECD, GSOEP and EUROSTAT, we follow the same classi-
fication definitions.
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of the unemployment rate (unemployment stock divided by employment plus unemployment

stocks) calculated from SIAB, OECD statistics and GSOEP for the 25-54 age group.13 The

OECD series (the same as the official series from Statistischen Bundesamt) is generally below

the SIAB series, usually by less than one percentage point, except toward the end of the

period where the difference approaches two percentage points. Nevertheless, all series show

consistent trends. Unemployment peaks in 2005 and plummets afterwards.

We categorise workers by their type of job contracts. A full-time (part-time) worker is one

whose primary employment is in a contributing full-time (part-time) job. An mini-jobber is

one whose main employment is a mini-job or one who holds two mini-jobs simultaneously. We

refer to those who are either contributing part-timers or mini-jobbers as part-time workers.

3 The dynamics of stocks

In this section, we document that the increase in the importance of part-time employment

occurred together with a reduction of unemployment and non-participation.

Figure 3 depicts the evolution of the stocks of prime-aged workers in full-time em-

ployment, part-time employment, exclusive marginal employment, unemployment and non-

participation. These stocks are presented as shares of the population of prime-aged individu-

als, overall and by gender and education.14 A key feature is the opposing patterns observed

in the stocks of full-time employment and unemployment relative to the stocks of part-time

employment and labour force participation.

Full-time employment decreased from about 60% in 1999 to 55% in 2014, while the

share of unemployment decreased from its peak of 10% in 2005 to just below 6% in 2014.

In contrast, contributing part-time employment and, to a lesser extent, exclusive marginal

employment increased during the 1999-2014 period.15 Contributing part-time contracts are

predominantly signed by female workers, whereas education is not a determining factor.

Marginal employment is heavily concentrated among women and low educated workers.16

Unemployment is more prevalent among the low educated, but is much less gender differ-

entiated than marginal employment. Note that low educated workers are the only group for

13Note that SIAB excludes civil servants (Beamte). Moreover, OECD does not report age-specific self-
employment rates (% of self-employed in total employment). We have therefore removed self-employment
from the total employment stock under the assumption that self-employment rates are the same in the
working age population (18-64) and in the prime age group (25-54).

14The SIAB allows us to calculate aggregate stocks of employed and registered-unemployed workers. The
stocks of non-participants are obtained from OECD statistics. The shares of these stocks by gender and
education are drawn from the GSOEP. The jump in the share of part-time employed in 2011 is related to the
improved classification of the part-time versus full-time employment by the Federal Employment Agency.
The share of full-time employed went down by the same amount in that year.

15By 2014, there were more workers who had a mini-job as primary employment (7.4% of the labour force)
than unemployed workers (6.8% of the labour force).

16Low skilled workers are those with no vocational training and no high school degree. Medium skilled
workers are those with vocational training (no high school), or high school (no vocational training), or
both. High skilled workers are those with a university degree, either from a university of applied science
(Fachhochschule), technical college (technische Hochschule) or a university.
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Figure 3: Dynamics of the labour force and participation (% of the entire prime-aged pop-
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which unemployment did not fall after 2005, but remained at a high rate of 15%. Labour force

participation increases (slightly) over the period because female and less educated individu-

als supplied more labour, enough to compensate for the increase of the non-participation of

male and higher-educated workers. The last panel displays the non-employment rate, adding

up unemployment and non-participation. For men and for high-educated workers the non-

employment rate peaks in 2005 but does not fall afterwards, the rise in non-participation

compensating one for one the fall in unemployment.

At this stage, two important remarks are in order about measurement. Firstly, since

the SIAB counts self-employed workers as non-participants, it is important to note that the

increase in the male non-participation rate does not arise because more male workers became

self-employed. This might be a concern as Hartz II provided incentives for unemployed

workers to become self-employed. Figure 4a shows the stock of non-participants alongside

the stock of self-employed individuals by gender obtained from the OECD. It is immediate

that among male workers the stock of self-employment is at least one order of magnitude

smaller than the stock of non-participants. For females, the difference is even larger. Even

though self-employment did increase among male prime-aged workers, this increase was far

too small to have a meaningful effect on the dynamics of the stock of male non-participants.

Secondly, the downward trend in full-time employment observed after 2008 in Figure 3a

is due to our focus on prime-aged workers. Figure 4b shows the number of full-time workers

across all age groups obtained from our sample and from the IAB’s official statistics.17 When

aggregating across all age groups, full-time employment did recover in the aftermath of the

financial crisis; while this did not happen for prime-aged workers. Although not shown

here, the main reason for this difference is the recovery of full-time employment among older

17See ‘Beschäftigte nach ausgewählten Merkmalen - Deutschland, West/Ost und Länder’ at:
https://statistik.arbeitsagentur.de/Navigation/Statistik/Statistik-nach-Themen/Beschaeftigung/Beschaeftigte
/Beschaeftigte-Nav.html
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workers after 2008. The most likely explanation for the latter was the constant policy to

incentivise the labour market participation of this older workers after Hartz I. In addition

to the employer subsidies introduced by Hartz I, in February 2006 the maximum number of

months of unemployment benefits was reduced from 32 to 18 months for those older than 55

(and from 26 to 12 months for those under 55); and between the 2006-2010 period there was

a progressive phasing-out of early retirement options to encourage older persons to continue

working. Indeed, we find that the number of older workers dramatically increased after 2003

and followed an upward trend in the period after the Hartz reforms.

4 The dynamics of flows

An important contribution of this paper is to explain the evolution of the stocks reported in

Section 3, highlighting the role of part-time employment. For this purpose we use the SIAB

to construct the gross and net flows of each of these employment categories and investigate

the dynamic system underlying the stocks. We then derive the stationary distribution of the

stocks implied by the flows and proceed to various counterfactual simulations to determine

which flows can best explain the observed stocks depicted in Figure 3. For this analysis we

focus on aggregate and gender specific flows, as the only other demographic variable in the

SIAB is education and the pool of unemployed is mostly composed by low educated workers.

4.1 The ins and outs of unemployment

Figure 5 depicts the average monthly inflows to unemployment, outflows from unemployment

and the net inflows (inflow minus outflow), measured in thousands of workers. These flows

are decomposed by the worker’s origin and destination states: full-time employment (FT),

contributing part-time employment (PT), exclusive marginal employment (ME) and non-

participation (NP). We show the flows for the whole population (first row) and separately

by gender (second and third rows).

Looking first at gross flows, we see that by far the two main sources and destinations of

unemployment are non-participation and full-time employment. That so many individuals

churn between unemployment and non-participation indicates that a large fraction of indi-

viduals who are not registered at the German Federal Employment Agency are counted as

non-participants, yet have not, or only temporarily, stopped searching for a job. Gross flows

between unemployment and non-participation are of similar magnitude for men and women.

Flows with full-time employment are lower for female workers and flows with part-time

employment are bigger.

Net flows show a striking feature. The main reason behind the reduction in German

unemployment was not re-employment in a contributing job (either full-time or part-time)

or in a marginal job. Instead the unemployment rate decreased because individuals stopped

registering as unemployed and became non-participants. About 19,000 more workers went
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Figure 5: Unemployment flows

13



1999 2002 2005 2008 2011 2014
0

200

400

600

800
p10

p25

p50

p75

p90

Figure 6: Elapsed duration of unemployment at the end each year (in days; excludes fixed-
term contracts. Source SIAB)

from unemployment into non-participation each month than from non-participation into

unemployment. These net outflows peaked in 2005 at about 37,000 workers and exhibited

a gradual decline thereafter. This contrasts with the flows associated with full-time em-

ployment. Every month more full-time workers entered unemployment than unemployed

obtained a full-time job. These monthly net inflows were of about 17,000 workers, although

peaking at 32,000 earlier in 2002.

We also see that part-time employment, including marginal employment (mini-jobs) es-

sentially concerns female workers. Figure 5 shows that more unemployed workers took a mini-

job than there were mini-jobbers becoming unemployed. Every month there were around

7,000 individuals leaving unemployment to take up a mini-job, while there were around

4,500 mini-jobbers becoming unemployed.18 At the same time, every month there were on

average around 15,000 workers (mostly female) leaving a contributing part-time job to enter

unemployment and on average around 13,000 individuals leaving unemployment to take a

contributing part-time job. Pooling together marginal employment and contributing part-

time employment, this implies that on average nearly the same amount of workers entered

unemployment from the part-time employment sector as there were individuals leaving un-

employment to take part-time jobs. Contrary to non-participation, this evidence shows that

the effectiveness of part-time employment in directly reducing unemployment was negligible.

Although not shown here we find that for medium and high skilled workers unemployment

decreases because of the larger net outflows into non-participation. In the case of low skilled

workers, however, unemployment continued increasing after 2005 because the net inflows

from contributing employment balanced in most years the net outflows into non-participation

and marginal employment. Since the vast majority of prime-aged workers in our data have a

18The outflows from unemployment to exclusive marginal employment also reflect that many individuals
(on average 71.3% of the outflow from unemployment to marginal employment) remained unemployed but
topped up their unemployment benefits with the earnings from a mini-job.
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vocational training (but no high school), the behaviour of low skilled workers does not affect

much the aggregate dynamics depicted in Figure 5.

Figure 6 shows the evolution of the distribution of elapsed unemployment duration in

stock samples on the last day of each year. It shows that accompanying the reduction in the

stock of unemployed workers was a striking collapse of the right tail of the unemployment

duration distribution. During the 2007-2014 period, the median duration of an unemploy-

ment spell was essentially half of that observed during the 1999-2004 period.19 Stronger

reductions can also be observed at the 75th and 90th percentiles of the duration distribu-

tion. This confirms that the reduction in unemployment after 2005 was obtained by limiting

long-term unemployment. The most likely reason for this conversion is Hartz IV, which cut

unemployment benefits and reformed the welfare system.

4.2 The ins and outs of non-participation

Given that unemployment decreased because individuals became non-participants, we now

investigate whether non-participation acted as a transitional step towards employment.

Figure 7 shows the evolution of the average monthly flows into and out of non-participation.

The most striking feature is that these flows are huge, indicating again that non-participation

should be understood as non-registered unemployment or long-term unemployment. In par-

ticular, flows with unemployment and flows with full-time employment are of similar mag-

nitude.

Second, we already know that non-participation increases over time for prime-aged men.

The flow analysis shows that this is because transitions to full-time employment do not

compensate the entries from unemployment. For male workers, transitions from and to

part-time employment are too small to make a difference. For women, we observe a lot more

transitions with part-time work (contributing and marginal roughly in equal proportions).

These are the ones which work against the transitions from unemployment.

Overall these patterns present clear macroeconomic evidence that part-time employment,

and mini-jobs in particular, helped bring female non-participants to work, fuelling the rise of

part-time employment in Germany and containing the net inflows from unemployment into

non-participation.

The GSOEP asks unemployed workers and non-participants what type of employment

they are looking for or would be looking for. Figure 8 shows the answers by gender. For

men, being unemployed or non-participant does not change their answer. They primarily

search for a full-time job. For women, this is different. Non-participants do favour part-time

over full-time work. Note that over time, male non-participants look at part-time work a bit

more positively and female non-participants a bit more negatively.

19The collapse of the right tail in 2005 and its rebound in 2006 occurred because Hartz IV abolished social
assistance, so all former recipients of social assistance had to register as unemployed on the 1st January
2005, partly explaining the rise in unemployment during 2005. This resulted in a 16% mass point in the
distribution of the elapsed duration at the end of 2005. At the end of 2006 the mass point has reduced to
4.5%. In 2007 it became negligible.
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Figure 7: Flows into and from non-participation
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4.3 The ins and outs of exclusive marginal employment

Given the importance of marginal employment in bringing female non-participants back

to work, we now investigate whether mini-jobs acted as stepping stones towards contrib-

uting employment or represented dead-end jobs. For this purpose, Figure 9 shows the

gross flows of exclusive marginal employment, as well as its net inflows (inflows minus out-

flows). It shows that the main source and destination of exclusive marginal employment

is by far non-participation. Every month after 2000, on average about 90,000 individuals

left non-participation to take a mini-job, and about 80,000 mini-jobbers returned to non-

participation. These flows are maximum in 2005-2006. Further, non-participation was also

the main source of the net inflows into exclusive marginal employment, around five times

larger than the average net inflows from unemployment (recall that the marginal employed

are not entitled to unemployment benefits).

Figure 9c then shows that all the net outflows from exclusive marginal employment

went to contributing employment (full-time and part-time). We find that on average about

12,000 more workers with a mini-job left for a contributing contract every month than the
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Figure 9: Flows into and from marginal employment
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other way around.20 Second, the net outflows from marginal employment into contributing

employment are of a similar order of magnitude as the net inflows from non-employment

(non-participation and unemployment). This explains the lack of growth in the stocks of

exclusive marginal employment documented in Figure 3. Lastly, after 2007, contributing

part-time employment became the main destination of marginally employed workers. Al-

though not shown here, we also find that around 40% of those mini-jobbers who found a

contributing job retained their mini-job to benefit from the tax exemptions introduced by

Hartz II.

These net outflows are comprised primarily of female workers (in proportion 3:1) with

either no qualifications (low skilled) or just a vocational/high school qualification (medium

skilled). Mini-jobbers churn between non-participation and marginal employment. Yet, a

significant fraction of female exclusive mini-jobbers are able to find a contributing job, more

frequently part-time. This is, we believe, clear evidence that mini-jobs acted as stepping

stones to contributing employment, but this is true only for women.

4.4 The ins and outs of contributing part-time employment

The evidence in Section 4.2 showed that the second most important destination of the net

outflows from non-participation was to contributing part-time employment. Figure 10 shows

the gross and net flows of this category. Although the share of part-time labour increases

over time for men, all forms of part-time work are predominantly occupied by women. It

is therefore not surprising that, as in the case of the marginal employment flows, part-time

flows are mostly comprised of medium skilled, female workers.

As in the case of marginal employment, we also observe that the main inflows and outflows

of contributing part-time employment are with non-participation. The difference is that

the gross flows between non-participation and contributing part-time employment started

increasing after 2005, while the gross flows between non-participation and exclusive marginal

employment exhibited a decreasing trend after 2005. This has led the gross flows between

non-participation and contributing part-time employment and the gross flows between non-

participation and exclusive marginal employment to become of similar magnitudes after

2010.

The net inflows in Figure 10 show that the stock of contributing part-time employment

increased over the period because of the strong net inflows from marginal employment and

non-participation, and to a lesser extent from full-time employment (except for the spike

in 2011 due to a change in the definition of part-time work in the SIAB). This evidence

highlights another important feature in the German labour market dynamics: Mini-jobs

were an important driving force behind the growth of contributing part-time employment.

20Note that Hartz II changed the maximal earnings limit to qualify for a mini-job from 325 to 400 euros.
This may have encouraged the conversion of contributing jobs into mini-jobs to take advantage of the tax
break. However, if there is a one-off increase in the inflows from contributing employment in 2003, it is
small.
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Figure 10: Flows into and from contributing part-time employment
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Figure 11: Flows into and from contributing full-time employment
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4.5 The ins and outs of full-time employment

To complete the dynamic system described until now, Figure 11 depicts the average monthly

gross and net flows of full-time employment. From these graphs it is clear that the main

gross flows of full-time employment arise from non-participation and from unemployment.

Consistent with the decrease in unemployment shown in previous sections, we observe that

both the inflows and outflows between full-time employment and unemployment started to

decrease during the implementation period of the Hartz reforms. By 2014 these gross flows

decreased to about half of the size they had in 2003. In contrast, the inflows and out-

flows between full-time employment and non-participation remained overall constant around

200,000 workers, with a slight decrease up to 2004/2005 and a slow rebound after that.

The picture presented by net flows is very different for men and women. For women, the

only positive contribution to the stock of full-time jobs is marginal employment. Unemploy-

ment, non-participation and contributing part-time employment all contribute negatively.

Overall, the negative net flows dominate the positive ones, which led to a reduction in

female full-time employment. For men, all net flows are negligible with the exception of

non-participation and unemployment. The stock of full-time, male workers is fattened up

by non-participants and thinned down by unemployment.

5 Counterfactual analysis of labour stocks

In this section, we seek to evaluate which flows are the main drivers of the observed dynamics

of the stocks.

5.1 How well do flows determine the evolution of the stocks?

We first investigate how well the gross yearly flows and associated net flows predict the

observed stock of workers in each of the labour market states considered. In particular,

are one-period ahead flows the main determinants of the stocks? Are we missing important

channels requiring two lags for example? Two prominent features of the dynamics that we

have just described are (i) that there are very large flows into and from the different stocks,

and (ii) that inflows and outflows are of similar size, so that the net flows are generally

an order of magnitude smaller. This implies that one can approximate the observed stocks

quite well by the stationary distributions associated with the transition probability matrices

estimated from the flows.

Figure 12 presents the evolution of the stationary distribution of workers across the states

of the labour market. This distribution is constructed on the basis of the estimated sequence

of monthly transition matrices across all the market states for every year. The procedure is

as follows. For any two adjacent months within a given year we consider the change in the

stocks sampled at the last date of each month. The change in the stock of individuals in

any given state is defined as the sum of the inflows from all other states less the sum of the
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outflows to all other states within the corresponding month. Hence, each row of the monthly

transition matrix is estimated as the number of outflows from a given source state to any

destination state (including staying in the current state). Summing over all months within

a year and dividing by the total number of outflows from this source state over all months

within a year gives us the non-parametric estimate of the transition matrix expressed in

terms of monthly transition probabilities.21 We then calculate the corresponding stationary

distribution of the labour market states. This stationary distribution is the normalised left

eigenvector associated to the eigenvalue 1 of the estimated transition probability matrix.

This procedure can be simply illustrated with only two states, employment and unem-

ployment. The law of motion for unemployment is ut − ut−1 = st(1− ut)− ftut, where st is

the separation rate and ft the job finding rate. This accounting equation says that in order

to calculate the unemployment stock at time t, ut, one needs to know the flow rates ft and

st, but also the base stock ut−1. However, if the net flow u̇t = ut − ut−1 is small compared

compared to the gross inflow st(1 − ut) and the gross outflow ftut, then it approximately

holds that ut ≈ st/(st + ft).

The proportions based on flow data fluctuate slightly more (despite the yearly averaging

of monthly rates) but yet follow very closely the observed stocks in all labour market states. A

key implication from this exercise is that in Germany any policy that affects the monthly flows

shows up very quickly in the stocks. We believe this is remarkable given the common view

that the German labour market is not as fluid in terms of worker flows and its employment

protection legislation is stricter relative to Anglo-Saxon labour markets.

5.2 Counterfactual simulations

Now that we have demonstrated the ability of the flows to predict the stocks, we can move

on to determine which flows are the main drivers of the observed dynamics of the stocks.

Our starting point is the estimated transition probability matrix for 2002, just before

the start of the Hartz reforms. Each row of this matrix contains the transition probabilities

from one particular state, say unemployment. We then conduct counterfactual simulations

that apply all observed changes to transitions from one particular state in all years after

2002, but keep constant the other transition probabilities to their 2002 value. Figures 13-17

depict the evolution of the stocks predicted by our counterfactual exercise, and compare it

to the actual ones.

Figure 13 shows the changes in all stocks that would have been observed had the transition

probabilities from unemployment (i.e. outflow probabilities) changed as observed after 2002.

As suggested from the flow analysis in Section 4.1, these probabilities obviously do little to

explain the observed changes in the different forms of employment (full-time, contributing

21The SIAB does not measure the stocks of non-participants, but at the same time allows us to determine
the outflows from non-participation to any other state and inflows from any other state to non-participation
quite precisely. Consequently, only the number of stayers in non-participation between any two adjacent
months is missing. We estimate this number using OECD aggregate statistics on non-participation. The
Data Appendix gives detailed account of how this is done.
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Figure 13: Counterfactual simulations where only transitions from unemployment change
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Figure 14: Counterfactual simulations where only transitions from non-participation change
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Figure 15: Counterfactual simulations where only transitions from unemployment and non-
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Figure 16: Counterfactual simulations where only transitions from full-time employment
change 28
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Figure 17: Counterfactual simulations where only transitions from full-time employment,
unemployment and non-participation change29



part-time or marginal). For both men and women, unemployment is reduced and non-

participation is increased in equal proportions. For women, this mechanism suffices to explain

most of the reduction in unemployment soon after 2002, but progressively loses power, to

only explain 56% of the reduction when comparing 2002 to 2014. For males, unemployment

outflows have even less traction on the change in unemployment. They only explain 25% of

the reduction in male unemployment, when comparing 2002 to 2014. This suggests that the

stringent conditions imposed by the Hartz reforms on unemployed workers seem unable to

explain, on their own, the large reduction in unemployment by way of outflows.

Figure 14 considers only changes to transitions from non-participation to all other states.

This counterfactual does very well in capturing the observed changes in the different forms

of employment and non-participation. It picks up the increase in part-time work (con-

tributing and marginal) as well as the strong decrease in female non-participation and the

more moderate increase in male non-participation. The outflows from non-participation do

nothing to explain female unemployment. In contrast non-participation outflows do explain

part of the reduction in male unemployment. This last point was not totally obvious from

the flow analysis of the previous section. Over time, there are fewer transitions of male

prime-aged workers from non-participation to any other states, which increases the stock

of non-participants. There are also fewer transitions to unemployment (a non-registered

unemployed would register again) and to full-time jobs, which decreases the corresponding

stocks, but more transitions from non-participation to part-time jobs.

Figure 15 shows the simulations results obtained using transition outflow probabilities

from both unemployment and non-participation. The key characteristic of this exercise is that

it captures the net flows between unemployment and non-participation depicted in Figures

5 and 7. The main lesson is then that the Hartz reforms not only pushed workers out of

unemployment, but also brought them back to work using non-participation as a siphon. The

flow analysis presented in Section 4 suggests that this occurred due to the interplay of Hartz

IV and Hartz II. The former increased the cost of registering as unemployed, while the latter

improved the availability of part-time employment, in particular in the form of mini-jobs.

So it seems that unemployment was high before the Hartz reforms because unemployment

insurance was too generous.

As our previous discussion suggested, the fit is very good for females. The fit for males

is also good, but male full-time employment is slightly underestimated, and unemployment

overestimated. To understand these discrepancies, one last mechanism remains to be un-

covered for men, which is illustrated in Figure 16. Here we show the counterfactual simulation

where only transitions from full-time employment are allowed to change. For male workers,

we observe that full-time employment goes up and unemployment goes down. This may re-

flect the effect of employer-employee negotiations, in particular wage moderation, which have

made firms more resilient to productivity shocks and less likely to lay off full-time workers.

Moreover, the magnitude of the reduction in male unemployment induced by unemployment

and non-participation outflows, on one hand, and that induced by full-time employment
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outflows, on the other hand, are similar.

The above arguments suggest that the Hartz reforms and the negotiations of trade unions

and employers associations on wages may have been working hand in hand to push unem-

ployment down in the ten years that followed the joint efforts of workers, employers and

government to revitalise the German economy in the early 2000s. Indeed, Figure 17 shows

that the fit becomes very good for male workers when we take into account the change in

the outflow probabilities from full-time employment, unemployment and non-participation

jointly.

5.3 Implications for the literature on Hartz reform evaluation

The literature reports a whole range of estimates when it comes to evaluate the effects of the

Hartz reforms. Krause and Uhlig (2012) report that unemployment fell by 2.8 percentage

points as a result of the Hartz IV reform cutting long term unemployment benefits; while

Krebs and Scheffel (2013) report 1.4 percentage points and Launov and Wälde (2013) es-

timate 0.1 percentage points. More recently, Hartung et al. (2018) find that unemployment

dropped in West Germany after Hartz IV by 3.4 percentage points between 2004 and 2014,

while Hochmuth et al. (2019) quantify this reduction to be of 2.2 percentage points. Finally,

restricting their attention to male workers only, Bradley and Kügler (2019) find no effect of

Hartz IV at all. The discrepancy between these various results is to a large extent explained

by the differences in the amount of benefit reductions fed into the simulation of the respect-

ive models (Hochmuth et al., 2019). Regarding the other Hartz reform packages, Krebs and

Scheffel (2013) estimate the cumulative effect of Hartz I-III on unemployment equal to a

reduction of 1.5 percentage points, and Launov and Wälde (2016) find that Hartz III alone

caused unemployment to fall by 0.9 percentage points.

A common feature of all these contributions is that the underlying model used to quantify

the effects of the macroeconomic interventions is always a Markov model with two states,

employment and unemployment. However, our analysis shows that registered and other

official unemployment measures are likely to underestimate the number of non-employed

workers susceptible to receive and accept a job offer. For a better understanding of the

effects of the Hartz reforms, one needs to add unregistered unemployment or marginally

attached workers into the analytical framework.22

One difficulty with this approach is that some of the individuals who are not registered

as employed or unemployed should be counted as unemployed, while others are true non-

participants. Here, gender matters. It is indeed likely that a consequence of the Hartz IV

reform for male, prime-aged workers is that a significant fraction of them stopped being

registered as unemployed, yet they were willing to work, and more or less actively searching

for a job. For women, it is the other way around. Many inactive women switched into

activity in the 2000s, taking up one of the many mini-jobs that were encouraged by Hartz

22For an example of such a three-state model, see Garibaldi and Wasmer (2005).
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II.

Aside from this literature, Dustmann et al. (2014) suggested that the fall of German

unemployment observed from the mid 2000s should be related to the regained competitive-

ness resulting from wage moderation. It could be that female labour force participation also

increased as an indirect result of wage moderation. Some inactive married women may have

taken up a part-time job in order to compensate for the reduction of their husband’s earnings

in real terms. The same argument may explain the expansion of the marginal employment

sector after 2002, which was the result of a large increase in moonlighting, where workers

used mini-jobs as secondary employment. Therefore, exclusive mini-jobbers are more likely

to be female and unskilled, while employees with a mini-job as second employment are more

likely to be male and skilled.23

As we thus see, Germany did not increase labour market participation and reduce unem-

ployment in such a huge proportion after 2000 without undergoing profound changes affecting

many different sides of its economy. For that reason, it is extremely difficult to design and

calibrate a realistic and complete model of the mechanisms at work in the reforms. Both

the Hartz reforms and local employer-employee negotiations (including wage moderation)

are important, which affect differently different genders, different types of families, etc. To

provide at least some back-of-the-envelope calculation on the relative strength of the two

causes, in a companion working paper (see Carrillo-Tudela et al., 2019) we formulate a very

simple search and matching model with non-participation, unemployment, part-time em-

ployment and full-time employment as separate states. The model abstracts from gender

differences and suggests unemployment is a single outside option for part-time and full-time

workers. Calibration of this deliberately simplified environment shows that the effect of wage

moderation is roughly one half of the effect of Hartz reforms, which is substantial.

6 Conclusion

In this paper, we show that prime-age unemployment in Germany fell largely because a

greater fraction of unemployed workers no longer register as jobseekers. This in principle

should have decreased labour force participation. However, participation actually increased

because many unregistered-unemployed female workers ended up accepting low-paid, part-

time work, all kinds of low-quality jobs that were offered in absence of a minimum wage

bound. Our flow analysis shows that the male non-employment rate did not fall after 2005,

while full-time employment went down. This suggests that male workers were less keen to

accept marginal and part-time jobs, and spent more time unemployed, unregistered. For

23The strong increase in the overall stock of mini-jobs occurred after Hartz II, increasing from 1.98 million
in 2002 to 3.14 million in 2004. The large differential increase in the stock of mini-jobs relative to the stock
of workers with a mini-job as a primary employment also occurred after Hartz II. By 2014 there were about
3.54 million mini-job contracts in Germany, but only about 2 million workers had a mini-job as primary
employment. Note that Hartz II encouraged moonlighting with a mini-job by making them entirely tax-free.
On this phenomenon, see also Caliendo and Wrohlich (2010), Freier and Steiner (2010) and Tazhitdinova
(2020).
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Figure 18: Labour market characteristics of Germany, France, UK and US. (Source: OECD.
Working age population, 14-65.)
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female workers, total non-employment went down and part-time employment went up.

To dig further, we proceed to a set of counterfactual simulations. We take the stocks

and the flows as of 2002, and adjust outflows as observed later separately for registered

unemployment, unregistered unemployment and full-time employment. For women, out-

flows from unregistered unemployment explain the rise of labour force participation and

part-time employment, whereas outflows from registered unemployment explain the fall of

unemployment. For men, we find that this is not enough. In order to obtain the right level

of unemployment, it is necessary to take into consideration that full-time employment flows

(job destruction) have decreased after 2002. We interpret the latter as a first indication that

the labour market reforms of 2003-2005, the Hartz reforms, may not be the only cause for

the fall of unemployment in Germany after 2000. The negotiations between worker unions

and employers associations at the turn of 2000, that led them to agree on wage moderation,

may or should matter.

We believe our analysis captures an important part of the truth. Germany worked hard to

implement structural reforms for nearly twenty years in order to reduce unemployment and

increase labour marker participation. It definitely increased labour utilisation (see Figure

18). The number of hours worked stopped falling after 2005 and continued rising after 2008.

More workers were at work, working fewer hours. However, this policy had a cost that was

essentially borne by prime-aged, male (mostly low-skilled) workers. For prime-aged workers,

two-thirds of the workforce, there is little evidence that the reduction of unemployment was

the result of the creation of good jobs. Most net job creation was of low quality (part-time,

unskilled) and it essentially contributed to increase female participation and reduce early

retirement.

Still this policy was certainly more successful than the French status quo. The comparison

with France, the UK and the US in Figure 18 is striking. While France, Germany and US

are close in terms of GDP per hour, and do much better than the UK, the US are definitely

richer than all in terms of GDP per head of population. Now, as the gap between the US,

on one hand, and France and the UK, on the other hand, keeps widening, the gap between

the US and Germany is consistently closing after 2005. So, it is hard, in the face of its very

low labour utilisation, not to conclude that France, for example, could draw lessons from

the German experience to increase participation and eventually wealth. Our study indicates

that such policy adversely affects male, prime-aged workers. This negative effect might be

countered by adapted training programmes.
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Appendix

A Data

A.1 Stocks

Stocks comprise only individuals with simultaneous presence in at most two states of the

labour market at the date of sampling. For every year the reported stocks are the averages

of the twelve stock samples drawn at the last date of each month. The SIAB does not

contain civil servants in government employment (Beamte) since this category of workers

is exempt form paying contributions to unemployment insurance by German law. We also

drop apprentices (or give priority to another category in case apprenticeship is concurrent

with any other reported state of the labour market). Given that our ultimate focus is on

the prime-aged population, information loss due to dropping apprentices is negligible. The

SIAB does not keep any record of non-participation by construction. The stock of prime-

aged non-participants is created with the help of labour force participation rates reported in

the OECD Labour Force Statistics.

Conditional stocks, split by gender and education, are constructed using the gender and

education variables reported in the SIAB. Since the original records of education in the SIAB

are known to be of poor quality, we use the imputation procedure (ip2a) of Fitzenberger et al.

(2006) to improve these. For constructing conditional stocks of non-participants, we use the

gender-specific labour force participation rates available in the OECD data for the prime-

aged population. As the relevant OECD data do not contain information about education,

we resort to sampling the stock of prime-age nonparticipants form the GSOEP and take

the distribution of education form that stock. The definition of education categories in the

GSOEP and SIAB is identical and relies on the ISCED97 classification.

Establishment information in the SIAB is always reported at the June 30 of each year.

Therefore, the stocks that we use for all the regressions are the stocks sampled on that date.

A.2 Flows

For any month within a year we consider stock samples at the last day of the month and at

the last day of the preceding month. For any individual who changes state between the last

days of the two adjacent months we record a transition to the new state. If an individual is

absent in the stock of the preceding month but present in the stock of the current month, we

record a transition form non-participation. Likewise, if an individual is present in the stock

of the preceding month but absent in the stock of the current month, we record a transition

to non-participation. Averaging over all months within a year gives us the flow statistic for

that particular year.

Since the SIAB does not have any record of non-participation, we cannot observe stayers

in non-participation. While unimportant for the discussion of Sections 4.1-4.5, identification
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of the stock of stayers will be necessary to construct transition matrices. We discuss this

identification in Section A.3 below.

As a robustness we also constructed the non-participation flows considering an alternat-

ive in which one verifies transition to non-participation with the help of the variable that

indicates the reason why the individual file is closed. This variable is called “grund” in the

SIAB. Whenever an individual is present in the stock of the preceding month and absent in

the stock of the current month, this variable must indicate the transition to the state that

is neither employment of any form nor unemployment. If it does not, we record the new

state (any form of employment or unemployment, as suggested by “grund”) and look at the

next month to verify that an individual is present in the stock. If yes, the destination state

is kept. If still absent, the transition is recorded back as a transition to non-participation.

Similar procedure can be used to construct flows from non-participation. We discover that

in doing so we only marginally adjust the flows to and form non-participation. For example,

“Unemployment to Non-participation” and “Non-participation to Unemployment” flows are

reduced by about 1/16 of their presently reported size, which bears no consequence for the

argument we develop in the paper. Given that our original approach is fully consistent with

the way we construct stocks and given that it is not ruled out that “grund” may indicate

the closure of the spell which is still in progress (e.g. transition to employment at a foreign

company), we present the analysis using our original approach.

Conditional flows are constructed using the gender and education variables reported in

the SIAB. These variables have been already discussed in Section A.1.

A.3 Transition matrices

The construction of the transition matrices is outlined in Section 5.1. Here we only explain

how the number of stayers in non-participation (i.e. the count of monthly transitions form

non-participation to non-participation) is imputed.

By definition, the change in stocks between the two adjacent months is equal to the sum

of all inflows less the sum of all outflows. Therefore, observing the stocks and subtracting (i)

outflows from the stock of the preceding month, and (ii) inflows from the stock of the current

month, we should get the number of stayers in non-participation in the current month. In

practice the numbers we get form (i) and (ii) despite being very close to each other are

never identical. As a result we take the average of the two. Finally, since the information

on non-participants available form the OECD is reported only on the annual basis, whereas

we need monthly frequency, we calculate our monthly stocks of non-participants under the

assumption that the ratio of non-participants to full-time employed in the monthly samples

is the same as the ratio of non-participants to full-time employed in the annual statistics.
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