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In this paper we analyze the consequences of amib®r market entry cohorts on
unemployment in Western Germany. Given the shargdirge in birth rates since the
beginning of the 1970s the baby boom generationfalblaved by a baby bust generation. In
addition, Germany will also experience significdetmographic changes in the decades ahead
so that the question whether the shrinkage andgirey of the working population will have
any effects on the labor market is of high intefdstorder to study the effect of cohort size
on unemployment we use regional data from the éd&atistical Office of Germany and

the IAB employment sample for the years 1978 t04200

The relationship between demographic changes imwtnkforce and unemployment has been
studied for the United States whereas this isssenbabeen considered in Germany so far. In
general, there are two approaches to analyze thet eff an aging and shrinking workforce
on unemployment. First, there is a direct effectcwhs simply the result of changes in the
age composition of the workforce since the weighage-specific unemployment rates are
used to calculate the overall unemployment rate. particular, since the aggregate
unemployment rate is the product of age-sex-smecifieights and age-sex-specific
unemployment rates changes in the overall unemmoymate may stem from two sources.
Cohort sizes may increase or decrease, i.e. thasegspecific weights may change, and/or
age-sex-specific unemployment rates may vary acyesss. Shimer (1998) uses age-sex-

specific fractions of the workforce as weights ftire calculation of the aggregated
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2 Not only will the population shrink by almost 17%atil 2050 but there will also be a dramatic shifthe age
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unemployment rates in the United States. Accordmdpis calculations the unemployment
rate has risen by 0.74 percentage points in the@#&©54 to 1978 and has decreased by 0.73
basis points from 1978 to 1997 due to the cohamctire. As an explanation for this
development Shimer (1998) suggests that the adirntgeobaby boomer explains to a large
extent the decline of the unemployment rate sir£891 Since this direct effect of aging on
unemployment has not been calculated for Germarigrsee will provide in a first step how
compositional changes of the workforce has affe¢tel unemployment rate in Germany
during the years 1978 to 2004.

In addition to the direct effect we have discussedar there may be a second (indirect) effect
on unemployment. According to the cohort crowdiypdthesis workers perform worse on
the labor market if they belong to bigger cohofasterlin (1961) was among the first to note
that the relative size of the birth cohort is negdy correlated to labor market opportunities.
Korenman and Neumark (2000) provide a good ovendgnwhis literature and also perform a
cross-national analysis on cohort crowding and lydaibor markets. They use OECD data for
fifteen countries for the years 1970 to 1994 anddoat their investigation on a national
level® Overall, they find evidence of cohort crowding wouth unemployment but only a

very small effect on youth employment.

Whereas the argument of cohort crowding on unenmpéoy seems straightforward at first
glance this hypothesis has been challenged by trexepirical works. Shimer (2001) uses
state-level data for the United States from 1978%@6 and shows that the labor market entry
of large cohorts entails positive effects not ofaythe same birth cohorts but also for prime
aged workers, i.e. a decrease in unemployment andceaease in employment, respectively.
As an explanation for this empirical finding Shim@001) provides a theoretical model
showing that companies have an incentive to create jobs in regions with a high birth rate
so that overall unemployment declifeBoote (2007) augments the investigation conducted
by Shimer (2001) by controlling for spatial autavetations in the state-level data and by
extending the sample period until the year 200%dmntrast to Shimer (2001) but in line with
the cohort crowding literature, Foote (2007) canfrthat the youth share effect (cohort

crowding) on unemployment is positive.

® The following countries are considered in thigestigation: Australia, Canada, Japan, United Statel 11
European countries.

* Nordstréom-Skans (2005) performs a similar analfsisthe Swedish labor market. He also finds thaing
workers benefit from belonging to a large cohorbwsdver, in contrast to the study for the Unitedt&ta
Nordstrém-Skans (2005) does not find any positffects for older workers in Sweden.
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Since the large baby boomer generation enterethbiue market in the past previous studies
tested the cohort crowding hypothesis. Howevengunpaper we investigate whether cohort
shrinking has any impact on unemployment. This @@gin is justified by the sharp decline in
birth rates in Germany since the 1970s. The babymbaeneration was followed by
significantly smaller cohort sizes entering theoklamarket since the beginning of the 1990s.
Transferring the ambiguous results from the coleaotvding literature to cohort shrinking
implies on the one hand that (youth) unemploymenddcfall due to less competition on the
labor market. On the other hand, the model of Shifd@01) suggests that companies may
create fewer jobs in regions with a low birth ratethat overall unemployment increases.

In order to analyze the effect of cohort shrinkorgunemployment in Germany we estimate
whether there is a statistically significant redaship between the share of young inhabitants
(aged 20 to 30 years) in a particular region arduhemployment rate in the same region.
The dependent variabler is the logged unemployment rate in distictn yeart. The
coefficienta captures regional and the coefficightime effects. The random disturbance
term is represented hy The coefficient of interest indicates the sign and the size of the

youth share effect on unemployment.
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However, the youth share in specification (1) mayelmdogenous if individuals are moving

across regions due to favourable labor market ¢mmdi In order to address the endogeneity
of the youth share we instrument for the cohore 9y lagged birth rates, i.e. we use the
number of births from the years in which the cur@horts were born. Since we consider the
population aged 20 to 30 years as the youth wehlagopulation by 20 years and arrive at

equation (2):
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