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ABSTRACT

The Post-Unification German Labor Market

This study surveys the development of the East German labor market after the unification of
Germany. We explain that in the last decade, East Germans were faced with very high levels of
joblessness that considering labor market exits and active labor market policy, are only partly
reported as unemployment. A review of the evidence on the effectiveness of labor market
policies suggests that job creation and training programs did not substantially promote
reemployment, though they may have alleviated social burdens from unemployment. Discussing
what causes the high unemployment in the east, we claim that effects of wage policy have been
overrated. Differences in unemployment rates are also the result of more ample labor supply.
We show that employment levels in the east have almost converged on western standards. The
structure of employment, however, differs. Shortage of part-time work, service jobs and
independent employment indicates that East Germany has failed to develop a service economy.
We argue that unqualified adaptation to western procedures aggravated the investment and
employment problem in the east.
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1. Introduction

Even a decade after the unification of the two German states, Germany is
struggling with the integration of the former eastern command economy into
the West German social market-led economy. As the economic catching up
process slowed down in recent years, expectations that the economic
transformation could be completed fast and smoothly, fuelled by many
political leaders, were disproved as overly optimistic. Instead, the impression
Is rising that it will still take a considerable amount of time until the East
German states will become the flourishing landscapes (blihende
Landschaften) once promised by the former German chancellor Helmut Kohl.

The Economic, Monetary and Social Union between East and West
Germany, which was established on July 1, 1990, uncovered the structural
weaknesses of the run-down East German economy. The sudden exposure to
competition from West Germany and from abroad, together with a breakdown
of traditional export markets, destroyed the economic viability of large parts
of the East German capital stock and caused an unprecedented increase in
effective unemployment. Immediately after unification, a complete collapse of
productivity and employment in East Germany was avoided only with
substantial financial transfers from the West.

The deep recession during the first year after the economic union was
succeeded by a period of continuous economic growth, which started,
however, from a very low level of economic activity. In 1991, GDP per capita
in East Germany amounted to less than one third of the western level.
Restructuring and privatization of the East German economy, which were
fostered through massive investment incentives, and the renewal of public
infrastructure initially supported rapid economic expansion. Until 1994,
annual growth rates in East Germany reached up to 10 percent.

Since then, economic progress has turned much less substantial. In recent
years, annual growth merely ranged between 2 and 3 percent. The catching up
of the eastern economy, it seems, has come almost to a standstill. Although
the eastern capital stock improved significantly, productivity has not reached
up to two thirds of the western level. Private absorption, which is financed
through public transfers to a large extent, continues to exceed domestic



product by about one third, imposing sizeable pressure on government
budgets.

One of the most striking features of the eastern economy after ten years of
unification is the persistence of very high levels of unemployment. The
restructuring and modernization of the East German command economy had a
dramatic impact on employment and labor utilization. Since unification, the
number of regularly employed in East Germany declined by almost
40 percent. By the end of 1999, registered unemployment was still exceeding
19 percent of the labor force, compared to a rate of less than 10 percent in the
West German states. Considered the rather poor recent performance of the
eastern economy, a significant employment upswing seems unlikely in the
medium-term future.

The issues to be discussed are what caused the emergence and persistence
of unemployment in East Germany, and whether there are promising policy
instruments to reduce what appears to many as an intolerably high number of
displaced workers. This paper contributes to these issues by monitoring the
development of the East German labor market after unification. Section 2
summarizes the main trends in both unemployment and employment in East
Germany during the past decade, and describes how labor market policy
responded to emerging unemployment. Section 3 surveys the available
evidence regarding the success of active labor market policies. Section 4
explores to what extent the adjustment process in the East to West German
standards is completed. To conclude, Section 5 debates whether labor market
convergence is really an adequate goal for East Germany.

2. The East German Labor Market Since Unification

The process of transforming the eastern command economy necessarily
affected the level of employment negatively. The artificial full employment
policy of the GDR that gave a constitutional right to work and employment
made state-owned companies and public administration overstaffed,
compared to western standards. The monetary union at parity forced the
eastern economy into competition with the world market at a high real
exchange rate, which according to one early estimate (Akerlof et al. (1991))



left only 8 percent of the East German workforce employed in enterprises
whose revenue was able to cover operating costs.

Figure 1 Official German Unemployment Rates, Period 1991- 1999
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Sources:  Sachverstéandigenrat, Yearly Report, various issues; German Statistical
Yearbook, various issues.

Due to the serious shortage of economically viable jobs, unemployment in
East Germany increased sharply in the first two years after unification. The
number of registered unemployed was rising from 83 thousand in the second
quarter of 1990 to almost 1.2 million persons in 1992. As is displayed in
Figure 1, the official unemployment rate (based on the civil dependent labor
force), reporting 1.1 percent before economic unification, soon approached
15 percent.

During the period from 1992 to 1994, as the eastern economy entered into
the recovery phase of the output J-curve, the contraction of employment
slowed down. By the year 1995, the number of registered unemployed
declined to about 1 million persons. However, when the German economy as
a whole entered into a recession, the unemployment rate in the East, following
the West German pattern, rose further to 19.5 percent in 1997.

The recent economic upswing, which brought down the West German
unemployment rate below the mark of 10 percent, has not significantly
relieved the eastern labor market so far: The ongoing rectification of



structural distortions due to the transformation process, notably the
contraction of an inflated construction sector, is reducing employment
opportunities further (Brenke/Schmidt (1999)). In 2000, the number of
registered unemployed is likely to persist above 1.3 million, which is about
19 percent of the labor force.

Inspection of officially published unemployment figures only vaguely
covers the actual size of the employment problem in East Germany. As a
reaction to the unparalleled level of worker displacement, government
authorities established extensive work creation measures. Figure 2 gives an
impression of the number of effective unemployed who are hidden through
labor market policies.

In the last quarter of 1991 when the employment crisis reached its peak
about 2.4 million persons were effectively without employment. At that time,
almost 30 percent of the eastern labor force was registered unemployed,
engaged in short-time work or in training and employment creation
programs.’ This rate fell to 22.3 percent due to the recovery of production
during the period between 1992 and 1995. Since then, however, the real level
of unemployment in East Germany has been increasing again and approached
1.9 million persons by the end of 1999. Thus effective joblessness is still
more than 40 percent higher than registered unemployment.

This calculation of effective unemployment ignores east-west labor
migration and commuters. Seeking employment in the West was a frequent
response to the economic uncertainties and worsening eastern labor market
conditions in the aftermath of unification (Wagner (1992)). In fact, there was
a widespread fear that East Germans immigrating westward could overflood
their West German countrymen, which enforced rapid economic integration of
East Germany. Between 1989 and 1991, 400,000 East Germans (net) of
working age migrated to the West. An additional 200,000 employable persons
had left the East German states by the end of 1994 when net migration
between East and West turned almost into balance.

The full-time equivalent of short-time work is calculated using information on the
distribution of actual hours worked. Participation in training programs does not
necessarily cover full-time education. As a consequence, the figure may overstate
the level of hidden unemployment.



Figure 2 The Structure of Unemployment in East Germany, Period 1991 - 1999
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Source:  Sachverstandigenrat, Yearly Report, various issues.

Moreover, a considerable number of East Germans is prepared to travel
long distances to avoid unemployment. Already in 1991, about 290,000
workers (net) were commuting to the West. The number of commuters rose
further to more than 350,000 when unemployment peaked in 1992 and since
then has only gradually declined. Commuting and out-migration hence reduce
current labor supply in East Germany by about 1 million persons. Had
commuters and labor emigrants stayed in the eastern labor market, it seems
not unlikely that an equivalent size of workers would have been unemployed
additionally. Re-evaluating effective joblessness on the base of this argument,
the real East German unemployment rate peaked at 37.1 percent in 1992 and
was still as high as 33 percent in 1999.

The quotas of effective unemployment would be even higher accounting
for the number of early pensioners who were driven out of the labor force by
tight labor market conditions and government incentives for early retirement.
A vast majority of workers between age 55 and 65 (the normal retirement age)



who lost their jobs did not return to employment, but entered pre-retirement
schemes (DIW et al. (1999, p.11). Until the end of 1992, labor market
authorities financially supported early retirement of workers older than age
55. At the peak in 1993, some 893,000 former workers were paid one of the
different types of early retirement settlements (Vorruhestandsgeld,
Altersiibergangsgeld). Although early retirement programs ran out in 1995,
the working-age labor force was still relieved from close to 300,000 early
pensioners during the year 1999.

A different way of illustrating the size of the unemployment problem in
East Germany is to compare the present size of truly employed people to the
size of employment at the end of 1989. At the beginning of the
transformation, 9.89 million people were gainfully employed in the GDR.
This number was reduced to 6.06 million in 1998. Subtracting the full-time
equivalent of short-time work, the number of participants in employment
creation programs and persons in further education results in 5.75 million
persons who were effectively employed. This is only 58 percent of the size of
employment at the time when the socialist system collapsed. Roughly
speaking, every second worker has not regained her job in East Germany even
after ten years of economic transformation.

As noted above, the formidable level of unemployment, which was a
traumatic experience for many East Germans, enforced the introduction of
labor market and social policy measures in order to avoid social tensions and
out-migration. For the most part, the conventional labor market tools of the
Federal Labor Office, the Bundesanstalt fiir Arbeit, were extended to the East.
However, they were to some degree applied in a different manner.

As is evident from Figure 2, the focus of the labor market instruments
employed changed over time. In the first period after unification when
creation of fresh employment was expected to start before long, policy aimed
at stretching out the unavoidable reduction of obsolete jobs. The
Treuhandanstalt, the central privatization agency founded to privatize the
state-owned enterprises, frequently negotiated job guarantees with private
investors (at the expense of privatization profits), which ensured at least
temporary job stability. The most important labor market instrument was the
support of short-time workers under more favorable conditions than in the



West.? Until the end of 1991, the Federal Employment Office heavily
subsidized workers who frequently were producing nothing. At the peak in
the first half of 1991, there were about 2 million short-term workers; the
subsidized loss of working hours was equivalent to 1.1 million full-time jobs.

When most of the short-term workers became unemployed soon after, the
emphasis of labor market policy shifted to employment creation programs, so-
called Arbeitsbeschaffungsmanahmen (ABM), and government training
schemes. Although the eastern labor force was seen to exhibit a comparatively
high level of formal qualification attainment,® western-style retraining was
expected to improve the speed of labor market integration of East German
workers. Chambers of commerce or private training companies were
providing education and training under the monitoring of the Federal Labor
Office.

Almost 500,000 unemployed persons participated in such training
schemes during 1992. In the following vyears, training activities were
gradually reduced, as the qualification demand was declining and the
reputation of education programs to promote re-employment was coming into
doubt. In 1999, only 138,000 persons took part in training activities. The
share of the unemployed involved in training programs had almost converged
to the western level.

In contrast, publicly financed work creation, intended to avoid
qualification loss during periods of unemployment, has stayed a popular
policy instrument to reduce registered unemployment in East Germany. In
1999, 18.9 percent of the unemployed benefited from the public creation of
work, compared to only 2.7 percent in the West. The size of ABM
participation (351,000) was again almost as high as in the peak year 1992
(388,000).

The rapid expansion of ABM in the eastern states was achieved through
generous subsidies (covering all personnel and non-personnel costs) and a
less rigid targeting of job creation measures, which are typically directed at

In Germany, labor market authorities usually support short-term work to bridge a
temporary decline in demand or production.

The proportion of persons entering the labor market with an occupational credential
was much higher in the East than in the West. Furthermore, a much higher
proportion participated and completed apprenticeships and vocational training
(Lange/Pugh (1998)).



the hard-to-place unemployed in the West. During the first years of the
transformation, the Federal Labor Office subsidized a large number of
Beschaftigungsgesellschaften (employment companies) that were mostly set
up from non-viable parts of Treuhand firms to provide training and jobs. At
present, most workers involved in ABM are employed by specific firms to
engage in public works that do not (or should not) compete with private
enterprise. These firms pay tariff (or comparable) wages, subsidized between
80 and 100 percent by the Federal Labor Office (Brinkmann/Gottsleben
(1994)).*

As an innovative instrument of publicly financed job creation in East
Germany, specific wage subsidies (Lohnkostenzuschiisse Ost) were
introduced in 1993. In contrast to the conventional job creation programs,
coverage of the subsidies was limited to the amount of the average
unemployment benefit. Since 1997, also private enterprise is eligible to this
new type of wage subsidies, which might turn a useful instrument to promote
reintegration into the first labor market.

At present, while the level of unemployment seems to be stabilizing on a
stubbornly high level, the structure of employment in the East continues to
differ significantly from that in the West. Table 1 shows how the structure of
gainful employment across sectors has been developing after the unification.
In 1991, there were some marked differences between the large aggregates
agriculture (including forestry and fishing), the government sector, the
producing sector, trade and transportation, and services. As the economically
backward GDR had maintained the structure of an advanced industrial
society, similar to that of West Germany in the mid-1960s (Grinert/Lutz
(1995)), the employment share of the first three sectors was larger, that of the
last two smaller than in the West.”

Wages of ABM participants initially even exceeded market wages in some regions.
As a consequence, in 1993, the average hours of work in job creation programs was
reduced, in order to avoid disincentives for market employment.

Analysis of employment shares gives a somewhat awkward impression of the actual
economic weight of the manufacturing sector in eastern economy. In terms of gross
product, the producing sector accounted for more than 50 percent in the GDR
economy.



Table 1

Sector Structure of Gainful Employment in East and West Germany
(Percent of Total Gainful Employment)

Year
Sector 1991 1992 1993 1994 1995 1996 1997
East Germany
Agriculture 6.2 4.4 3.7 3.6 35 34 35
Manufacturing  40.8 35.7 34.9 34.9 34.9 34.2 33.7
Trade and
Transportation 17.0 17.9 18.2 17.9 17.5 17.5 17.5
Services 12.7 15.8 17.9 19.3 20.4 21.4 22.0
Government 23.3 26.1 25.3 24.3 23.6 23.5 23.3
West Germany
Agriculture 3.3 3.2 3.0 2.9 2.8 2.7 2.6
Manufacturing  39.2 38.4 37.1 36.1 35.6 34.7 34.0
Trade and
Transportation  19.0 19.2 19.3 19.3 19.1 19.1 19.1
Services 19.2 19.9 20.8 21.6 22.4 23.2 23.9
Government 19.3 19.4 19.7 20.0 20.1 20.3 20.5
Source:  German Statistical Yearbook, various issues.

Significant adjustments of the employment structure started to take place
already in 1992. The employment share of agriculture and the producing
sector declined rapidly (the latter below the West German level), whereas the
service sector started to catch up to western standards. However, East German

convergence on western sector patterns is far from complete after ten years of

transition. In particular, the eastern government sector still appears as
overstaffed, compared to western standards, as tasks are only hesitatingly
being transferred to the private sector. The share of the public sector in
gainful employment went up significantly with the employment crisis of
1991. This observation suggests that the government sector, not exposed to
competition, was able to maintain a high number of low-productive workers,
thereby implicitly subsidizing unemployment.



Table 2 Occupational Position of Gainfully Employed in East and West
Germany (Percent of Total Gainfully Employed)

Employment Year
Position
1991 1992 1993 1994 1995 1996 1997 1998

East Germany
Self-Employed 4.6 59 6.7 7.2 7.4 7.5 8.0 8.7

Civil Servant 1.2 1.6 2.0 2.3 2.8 3.3 3.7 3.9
White Collar Worker  48.9 49.8 49.1 49.0 475 46.2 46.5 47.4

Blue Collar Worker 454 427 422 415 423 431 418 40.0

Part-Time Workers? 1.9 1.7 2.0 2.4 2.9 3.7 4.3 4.8
West Germany

Self-Employed 108 107 108 112 112 112 115 117

Civil Servant 8.2 7.9 7.9 7.9 7.7 7.7 7.6 7.3
White Collar Worker  43.8 447 45.4 46.2 46.4 46.6 47.6 48.0

Blue Collar Worker 37.2 36.7 35.9 34.7 34.6 345 33.3 33.0
Part-Time Workers? 8.9 9.4 9.7 10.1 10.7 11.4 12.2 12.7

Note: (a) Weekly working time 20 hours or less.

Source: German Federal Statistical Office.

What seems more worrying with regard to the future employment outlook
is the fact that the trade and transportation sector, where the employment
share stagnated, and the service sector have not caught up fully to the West.
Since 1995 the share of these sectors in overall gainful employment has been
ranging about 3.5 percentage points below the western level. Thus, there
appears to be little evidence that the East could leave the West behind as a
modern service economy after completion of the transformation process. Of
course, this interpretation refers only to the employment structure, not to the
actual modernization of the enterprises behind this.

Table 2 surveys changes of the occupational position of the gainfully
employed in East and West Germany. Again, the data show comparatively
little evidence that employment patterns would converge between the two
regions soon. The share of blue-collar workers among the gainfully employed,
decreasing since unification, has stayed substantially higher in the East than

10



in the West. In 1998 the fraction of blue-collar workers in East Germany was
still 40 percent when the western rate had fallen to less than one third. At the
same time, the portion of white-collar workers in the East had fallen below
the West German level. The fraction of employees in the government sector,
where the machinery of civil servants is building up only gradually, remained
substantially smaller than in West Germany.

Two trends revealed in Table 2 might become relevant for the future
employment prospects in the East. First, self-employment, starting from a
very low level when the GDR economy collapsed, has made great progress
after unification. In 1998, 8.7 percent of the gainfully employed in the East
ran their own business. However, the level of entrepreneurial activity still
lagged behind that in the West substantially. It might well be that the
transformation process did not open up sufficient opportunities for private
enterprise, in particular in small businesses that would promote dependent
employment (Gruhler (1997)).

Secondly, the share of part-time employment, which has been increasing
in the whole Germany over the last decade, remains significantly lower on the
eastern labor market. Roughly speaking, for each three part-time workers
employed in the West (working less than 20 hours a week), there was only
one in the East in 1998. This finding hints at unexploited opportunities for
labor reorganization in East Germany. Improving the flexibility of
employment conditions may open up the chance to additional employment.
Obviously, this reading of the current eastern job pattern does not say that
there actually would be a demand for additional part-time employment. This
has to be discussed further in Section 4. Before doing so, we survey the
empirical evidence on the possibilities to improve eastern employment levels
through measures of active labor market policy.

3. The Effects of Active Labor Market Policy

As discussed above, one reaction to the labor market problems in East
Germany was massive expansion of active labor market policy. The main
tools of active labor market policy in the East, educational training programs
and ABM, aimed at preserving and improving the qualification of the
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participants during periods of unemployment, in order to promote rapid
reintegration into the first labor market. The effectiveness of active labor
market measures in East Germany in reaching this goal has been studied
extensively.

A simple analysis of participants’ employment status shortly after
completion of an ABM or qualification program seems to suggest that active
labor market policies were rather successful. According to a specific survey of
labor market data that has been conducted regularly in East Germany since
the unification (Arbeitsmarktmonitor Ost), roughly one third of the
participants in qualification programs and one quarter of the participants in
job creation programs reentered the regular labor market shortly after
termination of the program (DIW et. al. (1999), p. 56).

However, the relative success of active labor market policies is difficult to
evaluate on the base of these data, since the labor market performance of the
unemployed who did not take part in labor market programs is neglected.
Econometric studies, which construct a control-group of non-participants to
avoid this bias, have not come to an unanimous conclusion about the
effectiveness of active of labor market policies in improving regular
employment in the East.

In general, qualification programs seem to have promoted re-employment
more successfully than job creation programs. Helberger/Pannenberg (1997),
using data from the German Socio-Economic Panel (GSOEP), and Kraus et al.
(1999), based on the Arbeitsmarktmonitor Ost, have been able to demonstrate
positive employment effects (at least in the medium term) of the extensive re-
training schemes that were offered by the Federal Labor Office in the first
period after unification. Fitzenberger/Prey (1997) come to the same
conclusion. However, they show that the positive employment effects were
limited to vocational training schemes outside firms. With regard to publicly
financed retraining on the job, the employment effect is revealed as
insignificant, which suggests that the employment success of program
participants was offset by displacement of other workers. Finally, Hubler
(1996) has demonstrated that the employment effects of public retraining
activities were possibly gender-specific. It appears that the positive
employment impact was limited to men, while East German females did not
significantly benefit from participation in educational programs.

12



Challenging the results of previous studies, Staat (1997) and Lechner
(1998) who reevaluate evidence from the GSOEP do not observe any
significant improvement of chances to employment due to qualification
measures. The latter furthermore observes that training and the chance to
reenter the first labor market are inversely related in the short-term. One may
conclude from this result that financial security during participation in
educational programs reduced individual efforts to instantly regain regular
employment.

According to the available evidence, public work creation through ABM
was less successful in bringing workers back into stable employment on the
first labor market than were retraining programs. Empirical evaluations of
public works projects in East Germany by Steiner/Kraus (1995), Hiubler
(1997) and Kraus et al. (1998) uniformly indicate insignificant or even
negative effects on the reemployment prospects of ABM participants in
comparison to unemployed who did not join the program. There is only one
notable exception: Using a regional labor market data set for the eastern state
of Saxony-Anhalt, Eichler/Lechner (1998) have estimated a positive
reemployment effect of public job creation.

One possible explanation for the unfavorable empirical assessment of the
ABM measures is again that the participants search less intensively for
regular employment. Furthermore, the institutional arrangements of public job
creation programs, supporting labor-intensive work and old technologies (or
inefficient utilization of new technologies), frequently do not meet with the
current demand of the labor market, which promotes individual de-
qualification (Schultz (1997)). Thus participation in ABM appears to create a
negative signal to potential employers, which reduces the chances for
reemployment. The reason for the negative employment outcome is not a
selective targeting of the ABM programs on disadvantaged groups on the
labor market. As mentioned above, the terms of eligibility to ABM were less
rigid in East Germany. In fact, Kraus et al. (1998) do not find evidence for
adverse sample selection.

The weak impact of public job creation programs on individual
employment performance casts serious doubt on their role as the central tool
of active labor market policy in East Germany. Given that qualification
measures are more likely to promote integration into the first labor market,

13



policymakers may consider reallocating resources between the current
measures of active labor market policy. This does not say that ABM would
not be justified for social reasons. In fact, there is some evidence that
provision of active labor market programs is used in East Germany as a social
policy instrument cushioning the burdens of unemployment, in particular of
long-term unemployment.

According to estimates based on the GSOEP, the net income of eastern
households who benefit from active labor market measures amounts to some
three quarters of the representative employment income. The income of such
households is about as high (and even higher for participants in retraining
programs) as that of households receiving passive unemployment support
(Arbeitslosengeld) (DIW et al. (1999), p. 58). In West Germany, the relative
income position of beneficiaries receiving active support is considerably less
favorable: Participants in ABM or qualification programs receive only
60 percent and 64 percent, respectively, of the average employment income.
Therefore, the household income of eastern participants in active labor market
programs is almost equal (97 percent on a weighted average) to that of
comparable western households.

Considered that the income support payments by the Federal Labor Office
are normally linked to net wage income, which is still substantially lower in
the East, this may be a surprising result. It is explained by strong regional
disparities in labor market presence (discussed at length in Section 4). As a
consequence, households with more than one transfer recipient are much more
frequent in the East than in the West. For this reason, the fact that the income
status of the eastern unemployed is more favorable relative to comparable
westerners than the income status of persons who are in employment is also
true for recipients of other transfers from the Federal Labor Office.

The distributional effects of active labor market tools are even more
evident considering the development of unemployment income over time. In
West Germany, the long-term unemployed typically gradually descend on the
transfer income ladder, from unemployment support to unemployment
assistance (Arbeitslosenhilfe) to social welfare. It appears that this process is
slowed down in East Germany through the tools of active labor market policy.
During the period from 1990 to 1997, the status of joblessness ended with
participation in ABM or educational training programs for more than
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40 percent of the eastern unemployed. Furthermore, more than two thirds of
the participants in active labor market policy were not reemployed after
completion of the measure, or took part in a second program. By the end of
1997, one quarter of the long-term unemployed had participated in active
labor market programs for more than 53 months.

This pattern suggests that active labor market policy has been exploited to
perforate the period of unemployment (Schultz (1998)). The interruption of
unemployment through program participation re-establishes claims on
unemployment support payments. Thus, the perforation strategy manages to
postpone gradual decline in unemployment transfer levels for the long-term
unemployed.

4 Sources of Unemployment

Explaining what causes the high level of joblessness on the East German
labor market, observers of the transformation process have referred to demand
and supply side arguments. With regard to labor demand, a majority of
analysts including Sinn/Sinn  (1992), Siebert (1992), Link (1993),
Sachverstandigenrat (1997) and Lange/Pugh (1998) among others have
stressed that the high (and rapidly growing) wages in the East are a major
source of high unemployment rates and insufficient investment. Focusing on
the supply side, some economists, notably Zimmermann (1993) and Vogler-
Ludwig (1997), have argued that differences of labor market participation and
hours of work are a major source for the higher level of eastern
unemployment relative to the West. In the sequel, some stylized facts are
gathered to check the validity of these arguments.

With the economic union, the West German system of trade unions and
collective wage bargaining was immediately expanded to the East. Trade
unions, lead by the widespread fear of massive east-west migration and the
expectation of fast economic recovery, pressed for the rapid convergence of
wages.® Special collective agreements (Stufentarifvertrage) were negotiated

6 The actual size of the migration pressure was certainly overestimated. Migration

studies suggest that wage differentials are not so much relevant for migration
decisions as unemployment differentials (Wagner (1992), Keil/Newell (1993),
Bauer/Zimmermann (1998)). See Pischke et al. (1994) for an opposite position.
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that adjusted union wages stepwise to the western level over a short period of
years. Full convergence of union wages was reached as early as 1995 in
certain industries. In some major branches, including banking, construction,
the metal and electronic industry, and the iron and steel producing industry
full convergence was agreed upon the year 1997, although this still excluded
certain extra payments and weekly working hours. In most other sectors,
convergence of union wages, usually approaching between 80 and 90 percent
of the western level, is also far advanced.

Considering the generally low level of labor productivity after the
breakdown of the socialist economy, wage setting in East Germany certainly
did not follow the logic of neoclassical equilibrium theory in the first period
after unification (Schmidt/Sander (1993)). Nevertheless, the relevance of
wage policy for the recovery of employment (or rather the lack of it) seems to
have been largely overestimated.” Figure 3 allows comparing the development
of monthly tariff wages, gross effective wages and labor productivity
(measured in terms of gross output per worker) relative to the respective
western level ®

As the wage drift has been substantial, the focus on union wages seriously
exaggerates the actual differential between wage costs and labor productivity.
Effective wages have been converging to western standards more slowly than
union wages for several reasons. First, payment above tariff, frequent in the
West, is very rare practice in the eastern states (DIW et al. (1994)). Secondly,
eastern workers often do not receive extra payments (Urlaubsgeld,
Weihnachtsgeld) that are quite standard in West Germany. Finally, tariff
wages did not prevail on the labor market frequently. A growing number of
East German companies seem to exploit opportunities to pay wages below
tariff. In 1998, 79 percent of the companies in the producing sector did not
participate in collective wage bargaining, many of them paying wages below

! Thimann (1996) and Fitzroy/Funke (1998) study the conflict between wage setting
and employment in East Germany quantitatively.

Given the complex and confusing system of collective wage agreements, it is very
difficult to aggregate union wages on a sector level. Productivity and effective wage
measures are not readily available on the industry level. The presentation of Figure 3
claims that productivity growth in the producing sector as a whole would resemble
that in the metal and electrical sector. Of course, comparisons on the aggregate level
between the East and West are problematic, due to the different industry and
employment structures of the two regions.
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tariff (DIW et al. (1999), p. 62). In addition, in a significant number of firms
that take part in the collective bargaining process formally, internal
agreements have been reached with Works Councils and workers to pay less
than tariff wages in order to preserve employment.

Figure 3 Union Wages, Effective Wages and Labor Productivity in East Germany
(Index West Germany = 100)

100 - - -
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—— Monthly Union Wages —=— Monthly Effective Wages
—e— Worker Productivity

Notes:  Productivity measured by gross product per worker in the production
sector. Monthly effective wages in the production sector. Monthly
union wages in the metal and electrical industry.

Sources: Sachverstandigenrat, Yearly Report, various issues; German Statistical
Yearbook, various issues, Boje/Schneider (1995).

The rapid adaptation of the wage setting process to the transformation
crisis has been preventing wage convergence as aimed at by the (western
dominated) trade unions. As displayed in Figure 3, effective wages in the East
had reached only about three quarters of the western level in 1997 when
eastern output per worker was close to 60 percent of that in the West.
Moreover, since the wedge between effective wages and labor productivity of
some 15 percentage points stayed largely unchanged in the course of the
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transformation process, the productivity gap since unification has been
declining substantially in relative terms.

The argument that inadequate wage policy is fundamental to the high
level of eastern unemployment might be challenged also for theoretical
reasons. Certainly, wages should follow productivity in an equilibrium state.
However, it is less certain that the equilibrium concept would provide a
valuable answer to the problems of the East German economy during
transformation. As the capital stock of the GDR was obsolete, most East
German goods would not have sold at any level of socially acceptable real
wages. Higher wages, however, should be no problem for a capital stock that
is newly built up. Modern technology can pay high wages. In this perspective,
the initial rapid wage increase in the East set incentives for creative
destruction. A low wage policy in East Germany would have resulted in a low
productivity capital stock, associated with very slow convergence to the West.
Given that this strategy was no realistic policy option, the question then is
why investors hesitated to reconstruct and modernize the eastern capital stock
to pay high productivity wages. (Section5 will provide some possible
answers.)

As shortage of employment is a relative phenomenon, the high rates of
joblessness reported for East Germany might be due to supply factors. One of
the marked differences on the labor market between the former GDR and the
FRG was exhibited by the labor force participation rates, which were
substantially higher in the East where politics had set strong incentives to
encourage employment. Overall labor force participation in East Germany
was 78.1 percent in the age group from 15 to 65 in 1988 when the same
number was 68.8 percent in the former FRG. Figure 4, which depicts the
development of eastern labor force participation rates relative to the western
standard, shows that the strong regional differences in labor supply behavior
have persisted during the transformation process. The presence of East
Germans at employable age on the labor market, although declining after the
unification, still was some 8 percent higher than that of representative
westerners in 1998. Furthermore, there appears to be little evidence at present
that East Germans would adapt to the labor supply behavior of their western
countrymen soon.
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Figure 4 also highlights some considerable gender disparities. While labor
force participation of eastern males consistently has been similar to that of
western males, the propensity of females to seek employment is still
substantially higher in the East than in the West. The communist eastern
leaders had tried to overcome traditional gender roles promoting women to
work. As a consequence, female labor force participation in the former GDR
ranked among the highest in the world. In 1988, 75.7 percent of women at
employable age participated in the eastern labor force (most of them
employed as there was practically full employment), compared to 55.0 percent
in West Germany where the age-pattern of female participation
conventionally follows the family life-cycle.

In contrast to what many observers of the transformation process had
expected, the propensity of East German women to take up a job did not
converge to western standards after unification, despite rising obstacles to get
employed.” Considering the comparatively low eastern wage levels, one
explanation for this behavior appears to be the necessity to maintain family
income. This may explain why labor force participation of East German
married females, which is still ranging more than 35 percent above that of
comparable western females, has remained particularly high.

While labor supply was staying at uncommonly high levels, employment
opportunities for female workers narrowed substantially. In the consequence,
the eastern female unemployment rate was almost double that of males in
certain years. Women also had serious trouble to get reemployed. According
to estimates by Gladisch/Trabert (1995), as many as 89.6 percent of new
regular employment opportunities were taken up by men during the period
from 1992 to 1994. The low marginal employment share of females does not
necessarily imply discrimination. Other factors, including differences in
regional mobility and qualification structure (including retraining
possibilities) might have played a role (Lange/Pugh (1998), p. 104).

With strong regional disparities in labor supply persisting, a reduction of
eastern unemployment to the western standard certainly cannot be expected.
Furthermore, the focus on unemployment rates appears to misrepresent the

® In the former GDR, female employment was supported, for example, by generous
provision of day care for children. This institution was rapidly dismantled after the
unification.
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severity of the employment crisis in East Germany. To assess the actual size
of the employment problem, it is only of interest to what extent potential labor
is needed. As mentioned above, 6.06 million persons were gainfully employed
in the East in 1998. Given the population size at employable age of
10,7 million, the effective eastern employment rate was 56.4 percent, some
5 percentage points lower than the corresponding employment rate for West
Germany (61.7 percent). Although the effective employment levels in the
East, which had exceeded those in the West until 1991, have stabilized below
the western standard in recent years, shortage of employment opportunities in
the East IS

Figure 4 Labor Force Participation Rates in East Germany
(Index West Germany = 100)
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Sources:  Sachverstandigenrat, Yearly Report, various issues; German Statistical
Yearbook, various issues.

beyond doubt less substantial than the focus on regional differences in
unemployment does suggest.

This is even more evident considering the effective volume of eastern
employment, rather than the share of effectively employed workers.
Collectively agreed-upon working hours in East Germany have not converged
to the western level. On average, union working time is still exceeding that in
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the West by about two hours per week. When measured in terms of the yearly
hours worked per gainfully employed, the eastern advantage in effective
employment volume is even more substantial. As is indicated in Figure 5,
labor volume per individual worker in the East consistently surpassed that in
the West.™® Furthermore the individual employment volume is only slowly
converging to western standards. In 1998, eastern workers were still occupied
about 6 percent longer than western workers. The regional differences of

Figure 5 Yearly Employment VVolume in East Germany
(Index West Germany = 100)
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individual employment volume are only partially due to the less generous
tariff agreements. They also reflect the considerable shortage of part-time
occupations on the East German labor market.

The remarkable advantage of East Germany in terms of individual
employment volume suggests that there would be some opportunities for
reallocating employment. In fact, had working hours in the East been

10 The only exception is observed in 1991 when many workers were put on short-term
employment. Annual employment volume per worker recovered, as soon as obsolete
workers were driven out of their jobs after 1992.
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distributed according to the western standard, the size of gainful employment
in 1998 could have been some 390,000 persons higher. The corresponding
effective employment quota of 60 percent would have come very close to the
observed western employment rate of 61.7 percent. A similar result is
displayed in Figure 5. Constructing the volume of hours worked relative to
the size of the population at employable age, there appears to be no
substantial shortage of employment opportunities in the East, relative to the
western standards. From this perspective, effective eastern employment
volume, which even exceeded the western level during parts of the
transformation process, was less than three percentage points below the
western rate in 1998.

To avoid misunderstandings, it should be stressed that this type of
calculation does not imply that the large size of unemployment in East
Germany is not a real social problem. Nevertheless, it has to be emphasized
that a remarkable adjustment of the overall employment volume has already
taken place. Given that wages and labor productivity are converging to
western standards, it is unlikely that the overall employment volume in the
East would stabilize above the western level and absorb the more ample
eastern labor supply.

5. Missed Opportunities?

The Federal Government policies in the process of unification had the
objectives of a fast establishment of the market system, modernization of the
eastern capital stock and a smooth adjustment of the labor market. These
goals were to be achieved through the monetary, economic and social union
which less than eight months after the fall of the Berlin wall expanded the
pre-existing West German institutions, standards and practices to the East.
Looking back ten years after the unification, there is hardly any doubt that
there was no gradualist alternative to the big bang approach of fast economic
integration taken. Nevertheless, considering the stagnant economic recovery
of the eastern states and persisting regional disparities, especially from a labor
market perspective, one may ask what opportunities were missed in the course
of the economic transformation.
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In historical perspective, a major political mistake during the early stages
of the unification process was to underestimate and even deny the economic
and social costs associated with the eastern transition to a modern market
economy. For example, considering the over-employment promoted by the
communist system, it was an illusion to believe that gainful employment in
the East could have been maintained at the pre-unification level. (It seems that
this point is still not well understood by some political decision makers.) As a
consequence, individuals” willingness to share in the burdens of unification
was substantially weakened in East and West Germany alike.

Due to the political myth of smooth and fast economic integration, the
challenge of transforming the eastern socialist command economy was not
widely perceived as an opportunity for re-thinking the political and economic
system in Germany as a whole. The total collapse of the socialist system
rather reinforced confidence that the East German society would adapt to the
western institutions without frictions. Thus, a frequent attitude in the West
was that the reunited Germany should simply become an enlarged Federal
Republic. However, many of the institutions that were expanded without
change to the eastern states were impeding economic progress in the West
already before unification. It is therefore hardly surprising that the systemic
problems aggravated when the eastern transition crisis called for greater
flexibility. From the vantage point ten years after unification, it appears that
lack of institutional innovation during the transformation process imposed
(and is still imposing) the most serious obstacles to recovery of the East
German economy which continues to be equipped with too little capital to
create sufficient new employment opportunities.

The general reluctance of institutional renewal obstructed, for example,
the establishment of efficient government structures. After the dismantling of
the communist administrative body, public administration in the eastern states
was first largely rebuilt after western examples. Hence the opportunity was
missed to immediately install modern techniques of governmental
management that could have provided the flexibility required coping with the
complex administrative problems occurring in the transformation process.
Even at present, (local) administration in the East follows less up-to-date
standards on average than in the West (Maal3 (1999)).
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Ineffective government institutions certainly discouraged private
investment. In particular, reconstruction of the mostly outdated eastern
infrastructure, prerequisite to foster private capital formation, was slowed
down considerably. Public investment, in comparison to transfers for
consumption purposes, was dangerously low at the beginning of the
transformation process. The gap in public infrastructure, thus, has been closed
only partially. At present, the value of public assets in the East still lags
behind the western level by about one quarter (DIW (2000)).

Furthermore slow decision processes, for example concerning the issue of
restitution (which had been given preference over compensation of
expropriated former owners) caused insecurities that held back investment.
The difficult conditions of local administration may provide an explanation
why the generous investment incentives introduced by the Federal
Government to promote capital formation were only a partial success.

Pressure for convergence of institutions has also prevented East Germany
to go ahead with the overdue revitalization of the German education system.
Instead, the eastern states swiftly adapted to the unreformed West German
educational standards of vocational and university training. (To give credit
where it is due, there were certain advancements regarding secondary
schooling.) Doing so, East Germany missed the opportunity to obtain a
competitive advantage over the West, as shortage of well-trained and well-
educated young workers is rapidly getting a bottleneck for economic growth
in Germany as a whole. In addition, it seems likely that the network
advantages coupled with the foundation of highly competitive research
institutions would have enhanced eastern growth prospects, at least in the
medium term, by promoting still insufficient private research activities.

A final example of perhaps inadequate convergence is given by the
initially unqualified adaptation to pre-existing labor market institutions in
East Germany. The practice of universal collective bargaining taken over
from the West exerted decisive influence on the rapid increase of eastern
labor costs and hence the loss of competitiveness during the first period after
unification. In addition, acceptance of the highly regulated working
conditions in the West was incompatible with the need for more flexible labor
organization acute on the eastern labor market in transition. The mass
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unemployment in East Germany detected the inflexibilities of the traditional
German labor market institutions all too cruelly.

Fortunately, there are some signs that the deep transformation crisis in the
eastern states, which discredited many western routines, also fosters
institutional renewal. The progressive loss of membership in unions and
employers’ associations and the establishment of bargaining practices at plant
level ignoring industry guidelines demonstrate that the eastern society is
capable to independent initiative.

Encouraging such initiative further appears important to solve the
problems of transformation, which cannot be achieved through duplication
but only through modernization of western structures. If eastern developments
catalyzed institutional innovation in West Germany, the challenge of
unification could open the opportunity for creative systemic competition,
improving the prospects for recovered economic dynamism in Germany as a
whole.
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