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Germany is unified since 1990- pdliti cdly. In econamic terms, thouwgh, the Wall has been re-
placeal by a degoening rift. Monetary, econamic and social union hes not yet brought East and
West closer together by unleashing the unifying forces of the market. There has been norepea
of the "econamic mirade" of post-war West Germany. It is only thanks to a massve transfer of
resources by the German state that red incomes during the first yeas after unification have ri-
sen. The eonamic divide manifests itself most clealy on the labou market: in West Germany
the demand for labour has been boaning in the first yeas, in East Germany more than a third of
the workforce have lost their jobs. Even today East Germany’s unemployment rate with 20 %

by far exceeds the one in the West (Graph 1).
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1 Unemployed as % of labor force (= unemployed + employed = unemployed + self-employed + employees);
seasonally adjusted by the Berlin Methode (BV 4).
Source: Quarterly Calculations of the DIW.

|. The Failure of Socialism

The atempts made by post-war Eastern European courtries, including the German Democratic
Repubic (GDR), to buld a more human society and an econamic system capable of competing
with the market econamy have failed. Many reasons can be put forward for this failure: an un-

bridled bueaucracgy, the inflexibility of state-run firms, the inability of the ruling communist



parties to reform along democratic lines, al these ae undouhedly fadors which can help to

explain why socialist systems have been functioning so poorly.

At bottom, however, something else is resporsible for the long run falli ng behind o the central-
ly controlled socia and ecnamic systems. these systems have simply failed in the e@namic
sphere. They have proved incgpable of using the post-war period to draw level with the market
eoonamies or, as was originaly expeded, to owertake them, and d offering their citizens a

greater degree of "social peace" than Western countries.

The inability of these systems to motivate people was evident at al |evels, but was particularly
apparent in the sphere of production. They were unable to creae a dimate for innowations lea-
ding to new products and production processes which, in the market econamy, are generated as
a matter of course by firms. It has been a charaderistic feaure of planned econamies that they
not only failed to provide incentives in this diredion, bu that they systematicaly creaed barri-

ers to innovation.

The rigid framework of five-yea plans prevented firms from developing innowations in the pe-
riod ketween two plans. Even the desperate atempt made in their last yeas to creae incentive
mechanisms at plant level has failed miserably: innowative firms were unable to trandate their
innowetive adivity into market success because both the bureaucragy - right up the planning
commisgons - and the firms supdying inpus to the innovative enterprise systematicdly blok-
ked changes to the plans as they themselves did na benefit from rising profits generated by the
innowation. It was only at grea expense and then orly in spedfic aeas that the planned ew-
nomies could read the techndogicd standard of the West: they were never able to do so sy-

stematically over the whole range of economic activity.

This is exadly the market systems comparative alvantage: the willi ngness of individuals
(Schumpeter's pioneas) to invest, to convince others of the value of their innovetion and then
to trandate it into market success As the innowation gains ground, additional "pioneg” rents
acaue - for atime - to al those invaved. Supdiers as well as clients of the pionee stand to

gain and therefore have an interest in promoting the innovation.



Thus the market econamy is charaderized by the willi ngnessof all social adors constantly to
revise their plans and to adapt to changing circumstances. In the final analysisit islessthe dfi-
ciency of the individual enterprise than the dficiency resulting from this cooperation which
makes the market ecnamy so successul. Planned econamies, onthe other hand, doexadly the
oppaite. They fix a given production techndogy and a given supgy structure for a consider-
able period duing which it isimposgble to change the system or successully to test the ond-

tions on which it is based.

The mllapse of the socialist system had come & a time in which the eonamic boam in the
Western world during the 1980 had made it abundantly clea that the socialist courtries never
had a dhance to catch up with the West. Until the end d the 1970 East European courtries
could at least console themselves with the fad that Western courtries were fadng serious em-
nomic problems in the form of unemployment and inflation. But the e@namic aisis, which for
a time seemed endemic to market econamies, was largely overcome in the curse of the 1980
and had been succealed by a strong econamic remvery. In the 198Gs there was no longer a

comfortable explanation for the relative backwardness of the planned economies.

It is al'so worth naing that the planned ecnamies were no more successul than the West else-
where in the social and pditicd field. One of the most obvious examples here is the environ-
ment, where planned econamies have dore far more e®logicd damage than market econamies

and have proved incapable of eiirg this, one of the new challenges of the industrial age

Il. The Transition to the Market Economy: Shock versus

Gradualism
Almost withou exception the @urtries of Eastern Europe in the 199G began to move avay
from the planned econamy at a predpitous Peed. But even after nealy a decale of transition it
is far from clea whether the transition from a centrally planned to a market-based system, i.e.
from centralised to decantralised control over econamic adivity, shoud happen in a graduali st
manner or occur in form of a shock. With the exception d the GDR the urtries of Eastern
Europe had to take adefinitive dedsion whether the transition to the market econamy shoud
take place & one full swoop (shock therapy) or as a successon d small steps (gradualism).

While dmost all the national governments have dealy moved towards a market econamy of



the Western brand the "shock therapy versus gradualism™ debate continues. The standard pditi-
cd view still seemsto bethat a pdlicy based ongradualism is more eaily redised, that a staged
transition from one system to the other places lessof a burden onthe popuation and will mi-

nimize the adjustment problems.

The acaemic debate neverthelesshas come to the conclusion that gradualism contains a central
conceptual error. The staged transition from a planned to a market eaconamy is boundto fail be-
cause it does not take acourt of the complexity and interdependence of the fadors in a dyna-
mic market context. Metaphaicdly speaing, gradualism implies that in a complex piece of
maadinery one @g begins to turn while dl the others remain still . Shock therapy, on the other
hand, is the dtempt to start all of the wgs turning at one go. Liberalising the prices of some
goods, for example, is not helpful and will fail to make the system more dficient if other prices,
such as those for inpus and complementary goods, remain frozen. Under these condtions the
price mechanism, the interplay of different prices, canna work properly. The monetary reform
implemented in the Federa Repulic of Germany in 1948is proof that shock therapy can be
succesdul if the overal econamic framework is adequate. Then virtually al prices - with the
exception d rents and the prices of some fooditems - were liberalised at a stroke, enabling the
system to make the best of its flexibility straight away. Production increased rapidly. Almost all
the East European courtries - and China - have tried to lean lesons from this example, but no-
ne of these wurtries has adually opted for such aradicd shock therapy as was implemented in
the Federal Rayblic in 1948.

A classc case of the failure of gradualism seans to be the on-going situation in the Rusgan
Repulic. For many yeas now Russan pdicy makers have been trying to modify the system in
aseries of margina reforms. Even now that the transition to the market econamy is the dedared
aim of the government the authorities are not able to go the whole way quickly. The fail ure of
this experiment compared with succesull countries is now apparent. Western olservers blame
the ladk of pdliticd willi ngnessto implement reforms quickly for this failure. But things may
not be so smple. Why isit, it shoud be asked, that the eonamic situationin courtries - such as
Hungary, or Czedhaslovakia - which have been much bdder in implementing market-oriented

reforms is gill precaious. And why are @urtries, which have been succesdul for a very long



time like the Asian developing courtries are suddenly shaken by econamic aisis and depress-

on.

To answer these questions it may be helpful to consider a hypotheticd case in which a courtry
opts for aradicd shock therapy. Or, to look at it in ancther way, was "1948' in the Federal Re-
pubdic of Germany just an historicd acadent, or what were the concrete maaoeamnamic cond-
tions under which this unique experiment - the overnight transition from one system to ancther
- could be succesqul? Is the "ecnamic mirade" of the Federal Repullic merely a mirage

shimmering before the eyes of other countries but which they can never reach.

What happens on the first days of aradica shock therapy? In puely theoreticd terms, the shock
transition from the planned to the market econamy has - given suitable maaoecmnamic conditi-
ons - only one dfed: arisein the price of a number of goods. One of the fundamental insights
gained by liberal econamists from their observations of the war econamy of the German Third
Reich was that centrally planned and administered ecnamies can ony function if they alow
inflation to occur or adually use it as an instrument of ecnamic palicy®. This may seem para-
doxicd given the fad that in econamic systems of this type the price level is usually almost
constant, as the authorities lay gred stresson the fad that nominal wage increases are not deva-
lued by price rises. But this only means that "open inflation" has not occurred. It does nat
predude the phenomenon knavn as "suppressd inflation®. In such ecnamies inflation daes
not manifest itself in rising prices but till i n the fad that there is too much money chasing too
few goods. Planned econamies can only sell their products if there is a permanent overhang of
purchasing power. This excessve money supdy can orly occur if wages and aher forms of in-
come in monetary terms do nd correspondto the supdy of goods which hotseholds would aso
demandif they were freeto choase. Asthe eonamy is closed, consumers do nd have the free-
dom to chocse. Labou productivity, as measured, is thus necessarily false becaise it includes
goods which in the quality and guantity offered would na be demanded by consumers if they

had a choice.

ICf.. for example, W. Eucken: "Deutschland vor und rach der Wahrungsreform® (Germany before and after Monetary Refom),
and F. A. Hayek, "Vollbeschaftigung, Planwirtschaft und Inflation” (Full-employment, the Planned Economy and Inflation) in,
A. Hunold (Ed.), Vollbeschéftigung, Inflation und Planwirtschaft, Erlenbach-Zurit®51



As the planned econamy is unable to respondto the preferences of customers with sufficient
sensitivity or, alternatively, to generate preferences as firms in the market ecnamy do, it isonly
able to sell its quditatively poa and quantitatively insufficient - products by the phenomenon
of “too much money chasing too few goods’. Thisis achieved by paying excessvely high wa-
ges, i.e. wages which excead nd measured productivity, but potential (red) productivity of the
eonamny. Relatively high wages crede the impresson d arelatively high red income level, a
level which, havever, does not exist in redity as a glance d the supermarket shelves aifficesto
show. This is the speafic form of money illusion generated by planned emnamies and ore
which manifests itself in long queues and the hamster-like mentality of consumers. It is only
under condtions of total isolation from the outside world and an excessve money suppy that

this extreme form of a seller's market can possibly function.

This money illusion keas a high price The fad that the relatively high red wage level comes
abou nat only as a result of high naminal wages but aso due to the massve subsidisation o
the prices of certain goods (the so-cdled “second wage-padket”) leals to al ocative distortions
onahuge scde. Thisresultsin resources - such as water, energy and food - being wasted andis
aso refleded in the endlessqueues common in such econamies. Even more important, the e®-
nomy can orly suppat such "living above one's means' by cutting badk net investment. The
standard of living isonly as high asit is because the devalorisation d buildings, the depredati-
on d the capital stock and the environmental costs of production are not refleded in the prices
of consumer goodk. It is only when market forces are introduced and subsidies are reduced that

the obslescence of the machine park and the real standard of living are revealed.

Thus, returning to our hypotheticd model, the price rises which acampany the transition peri-
od to the market econamy are nat themselves inflation. They merely indicae the extent to
which the planned ecnamy has sippressed inflation in the past. The pricerises acarately re-
fled supdy and demand condtions on the markets. In ather words, what used to be expressed

In queues now shows up in rising prices.

Dedsive for the successor fail ure of the transition processis how workers read to this new de-
velopment. Obviously the rise in prices following the introduction  the new system is to be

interpreted as a aut in living standards. This is the most common central error in the interpreta-



tion d the whole processof transition. This error then gives rise to the ceantral problem fadng
maaoecnamic paicy. What has adually happened in the transition from the planned to the
market econamy is not areductionin living standards, bu a revelation d the existing standard
of living, and its expresson in market prices. In red terms, i.e. in terms of the volume of goods,
a dhange of the system alters nothing. Stocks of goods, the fadors of production, everything is
as it was. At t,; the e@namy has exadly the same anount of goods and services at its disposal
as at t;. All that the market econamy reveds is that the old system had considered itself richer
than it was because it had na taken acourt of the fad how poa the quality of its products are

compared to those on the world market.

The drupt transition to the market econamy is a precndtion for flexibility and entrepre-
neurship. But the new system can make its paositive dfeds felt - e.g. by reducing costs - only in
the longer term. Cost reductions will ultimately lead to lower prices, to higher red incomes and
SO to an increase in dsposable purchasing power in the hands of econamic adors. The positive
supdy-side shock does not make its effeds felt on day t.l. Nevertheless as the "econamic mi-
rade" in West Germany has shown, given a suitable maaoeconamic framework it can help to

overcome economic stagnation within months after the transition.

To creae asuitable maaoecmnamic framework, however, is a difficult task. If the price rises
which succed the transition to the market econamy are interpreted na as a one-off phenome-
non bu asinflationand as a aut in living standards, this will creae astrong presaure in the &-
termath of the transition to adjust wage levels to compensate for this apparent “drop in the stan-
dard o living*. The resulting increase in wages means either that corporate profits, and with
them the level of investment, fall dramaticdly, or that the rise in wages is passed onto prices,
leading to inflationary presaure in the curse of the unavoidable and recessary changes in rela
tive prices. In this way the one-off effed of the initial price rises is perpetuated in an infla-
tionary process Normally, under such circumstances the externa value of the aurrency canna
be maintained: the eonamy enters a vicious circle of inflation, wage increases and currency
devaluation which can orly be broken with the blunt instrument of a restrictive monetary po-
licy. This has been the pattern of adjustment in almost all the smaller East European courtries

in the 199Gs. None of them have succeealed in convincing econamic adors, and in particular the



trade unions, that the initial price incresses would be aone-off phenomenon and that price

stability could be expected in the short run as soon as the supply of goods would begin to rise.

If this vicious circle is broken with the help of restrictive monetary pdlicy, living standards be-
gin to sink substantially and - for the first time in this enario - unemployment rises dramati-
cdly. Even in the market econamy there is no immediate are for high interest rates resulting
from a restrictive monetary pdicy. There is neither a government programme nor a retrea on
the reform-pdlicy front that could prevent red incomes from falling and uremployment rising
in this case. This chain of eventsis usualy interpreted as a necessary by-product of the transiti-
on to the market econamy. What is misunderstood, is that the seandary shock of the restrictive
monetary palicy is nat the natural concomitant of the transition from one system to the other. It
Is a perfedly normal, negative demand shock such as that experienced by Western econamies

following the negative supply effects of the oil-price shocks in the mid and in the late 1970s.

It was al but impossble for the East European courtries to escgpe from the spiral of inflation,
wage rises and currency depredation particularly as a grea many additional problems of the
transition period had to be solved at the same time. The thorniest problem at the microeconamic
level was undoultedly the transformation d the formerly state-run enterprises into private
companies. So far nat a single wurtry with the exemption d East Germany has succeealed in
privatizing the bulk of its formerly state-run enterprises. They ladk the caoital to privatize the
indwstries quickly and, for pdliticd reasons, they are seeking to avoid atotal "sell-out" of their

captal stock to the West that characterized the East German privatization process.

But it would be amistake, in my opinion, to placetoo much emphasis on these microeconamic
barriers. Capital and entrepreneurial motivation can oy be mobili zed if the maaoewmnamic
condtions are favorable. Not one of the maaoemnamic fadors, which restrict the e@namies
of Eastern Europe today, was given in the cae of the Federal Repulic of Germany in 1948.
Microemnamic structures were favorable too in 1948 West Germany's entrepreneurial traditi-
onwas dill aive, there was private ownership o the means of production, a market-econamic
tradition which had been orly briefly interrupted and the State bureaucracy was far lessfirmly

ingrained in people's minds than after forty yeas of socialism. Much more important were the
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maaoeconamic condtions. They were fundamentally different from those prevailing in transi-
tion countries today.

» Wage increases were moderate. Unions accepted the initial price rises and dd na
allow them to fead into additional wage increases. The D-Mark was pegged against
the US-Dallar at a very low rate so that - in red terms- the D-Mark was underval ued
throughou the first 20 yeas of remvery. Even the sharp rise in profits in the 50s
was acceted by the trade unions as a normal phenomenon consistent with the very
steep trajectory of the upturn;

e Throughou the 195Gs interest rates in West Germany were extremely low. Given the
very high elasticity of supdy onthe goods markets and stable prices, monetary palicy

was very generous, and indeed it had no reason to pursue a more restrictive course.

The maaoemnamic framework was of vital importance for the success of the West German
reform processin the 195G@s. It is to misunderstand the nature of the so-cdled "eanamic mi-
rade" if the extremely favourable condtions at the maao-level - in terms of bath monetary and
incomes palicies - are nat taken into acourt properly. These cndtions will nat be repeaed in
the East European courtries in the foreseedle future and they were not repeaed by East Ger-

many.

Thus one of the reasons why the situation d many courtries of Eastern Europe is 9 intradable
isthat - in contrast to West Germany after 1948 - they are fadng a dilemma of conwvertibility:
Many opted for a undervalued exchange rate in the first round,giving their firms a good chance
to compete on the world market. But the mnsequent sharp rise in import prices exacebated the
problem of domestic inflation. More and more ourtries switched to a system of pegged
exchange rates to avoid that result. But with a aeguing overval uation companies are exposed to
fierce @mpetition on baoh damestic and foreign markets, current acourt deficits emerg and

unemployment rises.

From a purely econamic perspedive, the option d an undervalued currency represents the only
viable path, as it gives enterprises a dhanceto adjust gradually to conditions on the world mar-
ket and reduces the danger of a severe aljustment shock resulting from a lossof competitive-

ness But given that inflation is a mgjor problem during the transition period and that interna-
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tional capital is neaded, most courtries have opted for a aurrency peg in an effort to import

stability and capital at the same time.

lll. East Germany Takes a Different Path

The eonamic solutions avail able for East Germany were different. East Germany had a , big
brother”. Thus, it could chocse a ompletely different path from the very beginning. The pdliti-
cd situation and the high mohility of labour within Germany as a whole meant that the GDR
was forced to go a different way. Very ealy onit becane dea that the GDR could ony con-
vinceits popuation to remain within the curtry if aradicd transition to a marktet system was
made. What was far from clea at the beginning was that the GDR would also chocse an extre-
mely high exchange rate in arder to kee the inflationary shock low and to push red incomes.
But it was very soon after the Wall came down that the conviction gained groundin the GDR
that monetary union between the GDR and the Federal Repuldic could be away of stemming
the migration d qualified labour out of the country and catching up quckly with the Federa

Republic. This conviction and its quick implementation had dramatic consequences.

As arealy mentioned, al the curtries of Eastern Europe were confronted with a trade-off
between higher incomes via lower import prices on the one hand and the danger of rising un-
employment on the other. Faced with this dilemma the GDR rapidly and urequivocdly opted
for an extremely high exchange rate, and thus for high red incomes and against full employ-
ment. The high exchange rate resulted from the fad that monetary union effedively meant that
al current transadions were wnverted at a rate of 1 GDR Mark = 1 D-Mark. This despite the
fad that at the end d 1989the previous regime had dedded that the internal conversion rate
was 4 GDR Mark = 1 D-Mark. In ather words, the transition processto the market ecmnamy in

the GDR was overlayed by other, secondary shocks, namely the switch to a (very) hard curren-
cy.
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The pasitive supdy-side shock of the transition from the planned to the market econamy was
thus courtered by an appredation shock whaose dimensions were historicdly unprecedented.
Appredation shocks have two prime onsequences: firstly, they chegoen imports © that the red
incomes of econamic adors in the @urtry in question are higher than they would be & a more
"redistic" exchange rate; seaondy, given open baders and full currency convertibility, the go-
predation means that domestic products canna be sold at home or abroad in sufficient quanti-
ties to maintain full employment. Here again a glance bad at the situation in West Germany in
1948is very instructive. If the Federal Repullic had na opted for alow exchange rate - the rate
was then four D-Mark to the ddlar - but had oped for monetary union with the USA or an
exchange rate of 1:1, the "emnamic mirade" in the Federal Repuldic would certainly never ha-

ve occurred.

Similarly, in East Germany it was nat the transition to the market ecnamy which caused un-
employment to rise sharply; it was the fad that the negative demand shock caused by currency
appredation more than off set the positi ve suppy-side shock resulting from the transition to the
market econamy. The aonceptua mistake made by many pdliti cians was al too glibly to projed
the experiences of the arrrency and econamic reforms of 1948in the Federal Repulic onto
condtions in East Germany. Many observers believed that it would be enough merely to intro-
duce amarket-econamic framework - irrespedive of the adual form it shoud take - and an

economic dynamic comparable to that of 1948 would be released.

The motor behind West Germany's econamic growth duing the 195G was the export sedor,
the expansion d which was fadlit ated by the undervaluation d the D-Mark, which was the re-
sult of a arrency peg and avery moderate increase of unit labour costs over along period. Du-
ring the same period, large parts of the e@namy were proteaded by trade barriers. Moreover, in
the dtermath of the war the other European courtries were & abou the same stage of develop-
ment and red income levels as Germany. The Federal Repulic did na lag too far behind its

most important trading partners in terms of productivity and the standard of living.

The new econamic order, it was thought, would also permit the East German ecnamy to shift
over to a stegoer growth trgjedory and so to read a red income level comparable with that in

the West in the medium term. Private entrepreneurship, freed from the straitj adkets of the plan-
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ned ecnamy, a nonpuntive tax system and the financial strength of West Germany to provide
the necessary infrastructure were to furnish the basis for the eonamic upturn. It was expeded
that productivity could be substantially raised in the very short term merely by removing supdy
constraints in the production processand by making more dficient use of raw materials. These
measures creaed the impresson that a quick increase in productivity and a reduction in costs
were posgble in the short run. In theoreticd terms, using a traditional diagram showing
maaoeconamic supdy and demand curves, the introduction d the market econamy shoud
shift the supgy curve for the eonamy as a whale to the right (positive supdy shock). This

would lead to a fall in prices with a simultaneous increase in the volume of transactions.

This - naive - view has proved to be completely false. The cmparison ketween the situation in
the GDR at the beginning of the 90s and that prevailing in the ealy yeas of the Federal Repu-
blic failed to take acourt of the central differencein initial condtions fadng the two ewno-
mies. The introdwction d the D-Mark in the GDR in July 1990 represented an currency appre-
ciation for East Germany as an emnamic region d more than 300%. After this appredation
shock East Germany was svamped by goods from the West as industry there was able to suppy
the East German market withou suff ering from significant cgpadty constraints. On top o that,
corporate competitivenessin East Germany deteriorated further due to rapid (two-digit) wage
and salary increases which were in noway matched by the rates of productivity growth: costs
were reduced as inpus becane deger, corporate taxation was reduced and manning levels cut.
But thiswas either insufficient - or had littl e pradicd effed due to the extent of the fal in ou-
put levels - to reduce unit costs to any significant degree Indeed, the oppasite occurred: pro-
ductivity per employeefell substantially during the second telf of 1990,while csts wererising
quickly. Moreover, irrespedive of cost considerations the dea preference of East German con-
sumers for Westem products inevitably exacebated the problems of dwindling demand fadng

East German firms.

Many commentators, observers and pdicy makers definitely believed that monetary, econamic
and social union, introduced July, 1, 1990,.e. the onversion d al current transadion, inclu-
ding wages, at arate of 1 DM:1 GDR-Mark either made e@namic sense or was baded by West
German "solidarity” - i.e. the willi ngnessto transfer resources to East Germany. Policy makers

were just courting on the introduction d the market econamy to release entrepreneurial spirits
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which were thought to be lying dormant in East Germany. Here the dedsive inconsistency in
paliticd dedsionrmaking can be found The path chosen by fully liberalising market forces
would have been a plausible strategy if the level of wages and costs in East Germany in D-Mark
had been much lower or - given higher wages - if sufficient "solidarity" (i.e. financial aid) had
been forthcoming from the West. In adual faa palicy-makers opted for relatively high wages in
the new federal states withou seauring a sufficiently high level of solidarity in the West. In
other words, the way in which monetary, econamic and social union was implemented in
pradice entail ed the implicit dedsionto push through with the processof econamic unificaion
even at the st of a huge split in labour markets. As aresult the aljustment costs were largely
born - not for the first time - by the unemployed, while German society as a whole sought to

escape with only a marginal reduction in its living standards.

I\VV. Economic Developments in East and West Germany after

Monetary Union

The mnsequence of monetary, econamic and social union for East Germany was a dramatic fall
in the volume of domestic output. Red grossdomestic product (the sum of grossvalue alded in
the various branches of the eomnamy) fell between the second telf of 1989and the same period
in 1990(on six-month averages) by a quarter. Within a few months after monetary union ret
indwstrial production hed falen by amost half on the previous yea's figures. Output also fell
drasticdly in mining and, initialy, in the cnstruction sedor, for which many had foreseen a
major boom immediately following monetary union, die to the poar state of infrastructure and
the howsing stock in the GDR. This initial dedine in construction heppened because the uncer-
tainties surroundng future e@namic trends, the persistent disputes about ownership rights, and
the inadequate provision d locd government in East Germany with financial resources and
qualified staff caused the maority of existing construction projeds to be frozen and danned
investment could na be implemented quickly. Moreover, the @mntradion d ecnamic adivity
was nat confined to the indwstrial sedor: in retail and wholesale trade and the transport sedor
output also fell by more than 20% on the previous yea. The dedine was equally severe in
agriculture and forestry which, in the period immediately following monetary union, hed trou-

ble finding buyers for their products at any price Only in the service seador grossvalue alded in
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1990excealed the previous yea's levels. These branches were, however, too small to prevent

the dramatic fall in overall GDP.

The mllapse in ouput during the seand half of 1990was largely a result of losses on the do-
mestic market. The level of exports was held stable during 1990 ty masdve export subsidies
for trade with the former CMEA courtries. When the measures implemented to suppat trade
with Eastern Europe expired (mostly at the end o 1990 large shares of East Germany's foreign
markets were dso lost. In the first quarter of 1991 the value of goods exports to the CMEA
courtries was 50% down onthe same period d the previous yea. Overall goods exports during
the first half of 1991were one third lower than for the same period in 1990.This lossof export
markets led to a further collapse in industrial production at the turn o the yea (199091) by

more than 30% within two months (Graph 2).

To a onsiderable extent the pasitive demand eff eds emanating from high red incomes in East
Germany, stabili zed at arelatively high level by govemment transfers from West to East, ben-
efited the West rather than the East German econamy. The end d the 198Gs had alrealy seen an
eonamic boam in West Germany as in most industrialised courtries and rapid employment
growth: during the first half of 1991the West German employment level was aimost 2 million

or nearly 10 percent higher than three years before.

Thus, the driving force behind the boam in the "old" Federal Repullic was the sharp increase in
demand from abroad and, subsequently, from East Germany. As the result of separate national
acouring statistics for East and West Germany till 1994, West German goods 2ld in East
Germany were courted as exports. Total exports 9 defined rose by one third between 1988and
1991.The only other comporent of total output to achieve growth rates of this magnitude was
investment in equipment, bu thisis largely to be seen as arefledion d the increase in foreign
demand. Private consumption, onthe other hand, dd na make asubstantial contribution to
eoonamic growth urtil 1991in the wake of a substantial programme of tax cuts. The cnsumer-
oriented sedors of the West German econamy were the prime beneficiaries of the boam. The

food, drink and tobacco industries, the consumer-good industries and

Graph 2
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retail and wholesale trade profited grealy from the boast to demand coming from East Ger-
many. In the winter months of 199091 the food, dink and tobacw industry increased its output

by ailmost 20% on the same period 12months ealier. Consumer-good poducers increased their
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level of output by more than 8%. The investment-good sedor, on the other end, recorded
growth of only 4.5% because of the sharp fall in foreign demand from mid-1991 on.Due to the
high levels of cgpadty utilisation in West German industry and the marked slowdown in the
rest of the world eamnamy, overseas firms increasingly penetrated the German market. During
the winter months of 199091 the volume of imports rose by abou 15%. Stagnating export
growth and the boam in imports brought abou a dramatic change in Germany's trade balances.
At the beginning of 1991 the pan-German current acount went into deficit for the first time
since 19817, in spring even the balance of visible trade was negative for the first time dter the

second world war.

Of course these dhanges have been refleded in shiftsin the caital balance Germany becane a
net importer of cgpital. The fad that the trade balances deficit was not to be taken unddy dra-
maticdly. The swing from surplus to deficit in the airrent acourt was, just as text books pre-
dict, the dired consequence of the growth dfferentia between West Germany and the other in-
dustrialized courtries, on the one hand, and the structural competitive weakness of the East
German econamy on the other. Given the inadequate level of capital formation in East Germany
the problem of East Germany's ladk of competitivenesscould be solved by importing cepital. It
was clea that, duing the remnstruction plese & least, the new federal states would be anet

importer of capital.

In such a onstell ation the only way to avoid the swing in the arrent acount for Germany as a
whole would have been to accet a marked slowdown in West German econamic growth. A
restrictive monetary palicy or the rapid consolidation d the fiscd deficits could have been im-
plemented to cut domestic absorption. But this would have weakened the vigour of the West
German econamy, and West German econamic strength was a necessary condtion for financing
the reconstruction d East Germany. The aurrent acourt deficit did na indicae alossof inter-
national competiti venesson the part of the West German econamy. The pulic debate in Ger-
many, periodicdly rekinded and cscill ating around plnases such as "fundamental competitive
weakness', "techndogicd deficiency”, "excessve tax burden" and "living below our means'
did na even approximate the true picture & far as West Germany's competiti ve position was
concerned. Additionally, during the yeas prior to German unficaion the Federal Repulic had

been "living below its means’ to an incredible extent. Even if the unificaion had na occurred,
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areductionin West Germany's trade surpluses would have been necessary in arder to reducethe
disequili bria on world goods and capital markets. The revolutionary changes in Germany and
the readions of palicy makers had made net capital imports al but inevitable. In addition, it
must be recognised that it was only thanks to the enormous increase in imports that the infla-
tionary threa posed for West Germany by the bocst in demand from East Germany could be
largely averted. The potential conflict between an increase in employment and arise in inflati-
onwas largely avoided till 1992 ty increasing imports and running down the surplus on current

account.

The eonamic unification d the two Germanies had provided the West German econamy with
an urexpeded demand boat at a very favourable paoint in time, while it had pushed the East
German econamy, which in any case was in a precaious position, cee into crisis. In the short
term this displacanent of demand from East to West (nat just to West Germany) was a zero-
sum game in which ore side gave with ore hand what it took with the other. Within bah
"regions’ of Germany, though, major changes in income distribution dd occurr and there had
been - irrespedive of the eonamic oollapse in the new federal states - a massve redistribution

of resources from West to East.

| expeded from the beginning that only in the medium term the transition from an inefficient to
an efficient ecmnamic system in East Germany could provide new and, on lalance, pasitive im-
pulses for the Germany ecnamy as awhade. The East German econamy had plunged so deeply
into crisis that it would take along time before it could catch upwith the e@namic dynamicsin
Western Europe withou outside help. Given this, it was a grave mistake of many observers® to
believe that East German would begin to cach upif the paceof growth in West Germany
would slow down. Only if the West German econamy operated at full steam capital - both pu-
blic and private - could be mobhili sed for the reconstruction in the new federal states. A growth
slowdown in West Germany, as it happened after 1992, would lea to the suspension d plan-
ned investment projeds in East Germany and thus dow the "stopping train East" still further.
Moreover, "pure” redistribution from West to East, i.e. an adual reductionin living standards in

2 The Prime Minister of the state of Saxony, Kurt Biedenkopf, for instance, replying to the question haw the "'stopping train
East" and the "intercity West" could be brought closer together, was reported as sying: "then the intercity will have to travel
more slowly!".
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absolute terms in the West in order to raise in the East is, econamicdly, arather naive idea & it

ignores the logic of the "transfer problem" that characterized the Germarosituat

A ,Transfer Problem”, following the discusson abou German reparation payments after the
first world war and the Treay of Versaill es, describes the question whether a @wurtry can pay a
certain amourt of money to ancther courtry withou suffering adedine in its gandard of living.
Acoording to the , solution® of this problem, offered by J. M. Keynes, which | regard as the
only tenable one, the cuntry with an oHigation to pay has to run current aceount surpluses.
These surpluses can be the result of an improved competitiveness of the paying courntry or a
slowdown o its ecmnamic adivity. Both, improved competiti venessby falli ng wages and prices
and a slowdown o econamic adivity will | ead to a reduction d the standard of living in the
paying courtry. It is questionable whether under such condtions the ,, budyet problem® can be
solved, namely whether the popuation d the paying courtry can be @wnvinced to saaifice a
part of their grossincome to help the ,,poa on the other side“. The German , solution® with
East Germans loasing competitiveness by increasing their wages too quck and thus offering
West Germany a huge increase in market shares is a much more plausible outcome & West
Germans had to solve only the budget problem but nat an additional current acourt problem.®
Nevertheless the only way to avoid hig transfers and the padliti ca turmoil which they induceis

to preserve the inteational competitiveness of both sides.

V. Germany’s Two Labour Markets

The divergent econamic trends in East and West Germany were particularly evident on the la-
bou market. Politicd and econamic unification hed, far from leading to a harmonisation,
adually widened the gap between the two eanamic regions. The former GDR, where full em-
ployment had been ore of the state's magjor palicy ams for 40 yeas, experienced almost over-
night the dl but total coll apse of its labour market, whil e the old Federal Repullic was chaking

up the best labour market statistics foraties.

3 Seefar an analysis of the German Unificaion as a Transfer-Problem and the relevant literature: Heiner Flassedk: Die Deut-
sche Vereinigung - ein Transferproblem, in: Vierteljahrshefte zur Wirtschaftsentwicklung, Heft 3, 64. Jg., 1995, pp. 404-413.
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The dimensions of this bread in the labour market can be eaily ill ustrated. Whereas in the se-
cond half of 1990the level of employment in West Germany rose by 800 000(3.1%) on the
previous yea's figure, the number employed in East Germany fell by 1.3 million a 14%: in
manufaduring industry, which used to employ some 40% of the workforce, employment fell by
amost 20%. Job losses of such an order of magnitude in sedors and kranches which were no
longer competitive, and which were not compensated by job credion in cther sedors to any
gred extent, led to a dramatic increase in uremployment. One yea after monetary union, regi-
stered uremployment in East Germany had readed abou 840 000,an uremployment rate of
9.5%.

The scde of the allapse of the labour market was, however, understated by the unemployment
figures. A comprehensive labou market analysis for East Germany had to take into ac@urt the
widespread use of short-time working and the spedfic way in which the German Labou Pro-
motion Law had been applied in the former GDR. The provisions of the Unificaion Treay
concerning short-time working provided that state benefits were available even if the ladk of
ordersin a cetain company was not of atemporary but of along-term nature. Short-time wor-
king, considered as an instrument of labour market palicy under this provisions, was an instru-
ment to hide open uremployment. By the end d June 1991the two milli on employees on short-
time working were performing on average only 44% of regular working hous. In September
1990 the figure had been 568%. Conwerting the short-time figures into "full-time unemploy-
ment”, the unemployment figures would have been more than 1 million abowe officia unem-
ployment levels. Taking this "full-time equivaent” into acourt, the crreded figure for the un-

employment rate (April to June 1991) rose to about 22%.

VI. Exit and Voice: Migration and the Balance of Power

on the Labour Market

Although bah the demand and suppy sides of the labour markets in East and West Germany
cortinue to develop along diverging trajedories, this does not mean that they can be explained
independently of one another. The hinge linking the two labour markets was the migration o
labou from East to West Germany. This movement - consisting both of adua migration and

those merely "commuting” aaossthe former border - meant that it would be dl but impassble
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to devise strategies for one labour market without having to consider the read¢ion d econamic

variables affecting the other.

The eistence of a large number of potential migrants - in the following both adua migrants
and "commuters’ will be subsumed under the one term - had a significant effed on wage and
salary trends in East Germany. The "propensity to migrate” within Germany was in view of the
ladk of language problems, the relatively high social acceptance of migrants in West Germany,
and the extremely low costs invalved - very high. This fad must then be set against the badk-

ground of the extremely unfavourable economic situation in the new federal states.

Average monthly incomes in East Germany (average for the second relf of 1990 were just un-
der DM 140Q in West Germany abou DM 4 000(Graph 3. Average incomes in the new fede-
ral states were thus only abou 40% of those in the West. Add to this the mnsiderably lessfa
vorable labou market perspedives and it is hardly surprising that substantial numbers of East
Germans opted to migrate to the West. Unfortunately, it was extremely difficult to ascertain the
predse extent of migration as East German citizens moving to West Germany have not been
registered since the borders were officialy opened. Provisional estimates for 1990 suggest
abou 150 000 prsons of working age may have switched damicil e from East to West. To this
must be added abou 200 000'commuters’ (yea's end 199(0. By the middle of the first yea the

number of "commuters” working (but not living) in West Germany had climbed to 350 000.

In the longer term it could be important to dstinguish between the two forms of labour migrati-
on as they could have different eff eds on investment in East Germany. The permanent migrati-
on d labou could prove to be a cippling millstone aoundthe ned of the East German em-
nomy if the ladk of skilled labour were to prove an olstade to investment. Even in case of a
significant improvement in the eonamic situation in East Germany, it would have been urike-
ly that workers who hed shifted their life-focus and perspedives to West Germany would re-

turn.

Graph 3
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Thisrisk was lessaaute in the cae of "short-term migration”, i.e. commuting between a home
in the East and the work placein West Germany, as ties remained to the placeof domicile. Mo-
reover, commuting of thistype @uld be mncaved simply as areductionin the supgy of labouwr
in East Germany and thus an easing of the presaure on the labour market there. Employment in
West Germany went some way to reduce the lossof "human cgpital” which in the cae of un-
employment the East would have occured. Increasingly employees from East Germany were
receving training from West German employers in the use of modern techndogy. This
amourted to a transfer of technicd know-how from West to East Germany, at least if workers
subsequently gained employment in their home aea For these reasons sich temporary migrati-

on had a positive effect.

The substantia rise in East German incomes immediately after the unification had frequently
been justified with referenceto the threa of migration d "human cepital”, i.e., amassexit from
East Germany. This argument, together with the frequent citation d the "law of one price' for
homogeneous goods in a single market, led to the pdliticd justificaion d wage and salary in-
creases of 30% within the first yea. Wages increased even more rapidly during 1991, ramely
by more than 40%.
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The central question fadng econamic policy makers at this time was, whether the wage hike in
the East German labou markets had to be interpreted as the result of market forces and, as
such, shoud be acceted o rgeded in the puldic discusson. In ather words, was the aiticd
guestion seaned to be whether the extent of labour mobhility was aufficient to explain the mar-

gin by which the rate of wage increases eged the rate of productivity growth.

The wage hike, however, was hardly the product of market forces but rather an expresson o
the fad that the trade unions had been able to exploit the power vaauum, the ladk of voice on
the employer side and that the general state of puldic opinion was to push through excessve
pay demands. Econamic policy makers were prepared to accept additonal suppat and subsidies
for the East German econamy while knowing that this would merely encourage the unions -
withou them having to worry about voice from the enployers sde or additional sanctions from
the labour market - to seek an even more rapid upwards adjustment of wages to West German
levels. Thus, the state would have been well advised to suspend such aid, to subvert the unions
wage-adjustment strategy through labour market sanctions, and to end the "moral hazard" con-
stellation for the unions. The pdliti cdly condtions, however, for such a brave move were not

given.

Nevertheless a doser look at labour market developments reveds that the interpretation d the
rapid upwards adjustment of East German wages to West German levels as a result of market
forcesis nat tenable. Insteal, it was definitely the ladk of power and vdce on the side of capital
which can explain the wage hike. A pure market model works something like this: if the bor-
ders between two courtries with dfferent capital resources, labour productivity and wage levels
are opened at an exchange rate which serves just to stabili se the level of output in bah coun-
tries (i.e. ore which has no effed on competitivenesg then, to the extent that labour is mobile,
labour will migrate from the low-wage to the high-wage wurtry. This migration causes a shor-
tage of labour in the low-wage courtry and alabou surplusin the high-wage wurtry. This will
tend to bring wage levels into equili brium, exerting upward presaure in the low-wage, down-
ward in the high-wage @urtry, which forces marginal firms in the low-wage curtry out of

business and leads to the creation of new productive capacity in the high-wage country.
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Important for the evaluation d this constellation are the supdy and demand trends on the la
bou market. Clealy, the mohility of labour ensures that persistent unemployment occurs in
neither the high na in the low-wage wurtry. The low-wage cunry is charaderized by a la-
bou shortage. The fad that the wage growth is temporarily decouged from productivity growth
isarefledion d a shortage of labour there. Exit canna - under market condtions - go hand in

hand with rising unemployment.

This leaves us with the only one passble @nclusion regarding the labour market situation after
the unificaionin Germany. The introduction d the monetary union, i.e. an exchange rate of 1:1
for all current transadions, effedively set a wage level in East Germany which incorredly eva-
luated the willi ngness of those living in the new federal states to migrate. The leg in urem-
ployment in East Germany indicates that the wage level so fixed was unrecessarily high given
the adual extent of potential labour mobhility. An exchange rate and thus a wage level appro-
priate to the adua "propensity to migrate” would have led to a labou shortage in East Ger-

many.

Even if it is the cae that the initial exchange rate aror was unavoidable in 1990for various
reasons, the mohility argument canna offer an explanation for the persistent divergence of la-
bou market trgjedories in East and West. A fall in uremployment in West Germany, despite
immigration, and rising unemployment in East Germany, despite massexit, requires acording
to the rules of the market - rising wages in West and falli ng wages in East Germany, in order to
bring competition ongoods markets, and, as a mnsequence, the labour market perspedives of
both regions more dosely in line. Of course this mechanism is ho way to prevent migration be-
cause markets do nd bring quantity adjustments to a standstill but rather they tend to lea to
similar demand and supdy condtions on all markets. By the same token it is smply incorred
to say that a rapid upwvard adjustment of wages would pu a stop to migration when it is clea
that the low-wage @untry is uncompetiti ve on the goods markets compared with the high-wage

country and that this was the main cause of unemployment in the former.

A much more plausible explanation for the rapid wage increase in East Germany than the mo-
bility argument is the view that an effedive labou market simply did na exist in East Germany

immediately before and after monetary union and that the trade unions have been successul in
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their attempts - in a highly centralised bargaining processs - to exploit the power vaauum on
the employer side. It can scarcdy be maintained that a power vaauum, such alad of voice, did
not exist. The entire processof unificaion, andin particular monetary union, would have taken
aquite different way if there had been an effedive body representing employer interests in East
Germany. If it isrecdled howv much resistance West German employers mobili sed in the 196G
and 197@ against currency appredation d just afew percentage points, then it is clea that mo-
netary union, with its effedive gpredation d over 300% would have been a nonstarter if a
private corporate sedor had existed. In many ways thisis a paradoxicd constell ation: The rapid
transition d the GDR emnamy to a market econamy with a hard, convertible airrency and
open baders and thus the rapid processof pdliticd unificaion in Germany was only possble
because private firms, one of the essntia prerequisites for a market econamy to function, dd

not exist.

Monetary, econamic and social union hed laid bare the cmpetitive weakness of the eonamy
of the former GDR. Over the decales the autarky and misall ocation charaderistic of the plan-
ned econamy in the GDR meant that neither from inside nor outside the wurtry there was suf-
ficient pressure on the e@namy to ensure steady investment at a high level, to extend and mo-
dernize the caital stock. Compared with Western industriali zed courtries the East German ma-
chine park was antiquated and unpoductive. It was only possble to continue production with

this capital stock because the GDR did not have to compete on the world market.

A small, open econamy - and East Germany since monetary unionis a dassc small, open ec-
nomy - can orly be competitive onworld markets if wage @sts per unit of output are not higher
than those of the trading partners.* An ecnamy with a small or rotten capital stock and thus
low labou productivity can ony sell its products on the world market if its wage wsts are cr-
respondngly low (Graph 4). The pdliticd debate in Germany after and before unification was

focussed onwhat was perceived to be adilemma. On the on hand, a high wage level seaned to

4 Such a statement tends to surprise the pubic as there ae &ter al other, seemingly much more important comporents of total
costs - the sts of inpus, capital and imports. Yet it remains the fad that in an international comparison, it is only wages
which court. At the level of the national econamy, namely, inpus and f'ixed capital are dealy also the result solely of human
labour, abeit in a different unit of output, or in an ealier period d time. Imports, finaly, raw materials and financial capital,
cost the same dl over the world - given open markets - and thus do nd affed the prices of goods between courtries. What re-
mains then is the st of the immobile fador of production, labour, and the dficiency with which it is used in production, i.e.
labour prodictivity. Given flxed exchange rates, then, competitivenessis determined by wage @sts per unit of produwction a
unit labour costs.
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be necessary in arder to prevent migration and the asociated lossof "human capital”. Equally,
lower wages samed to be required to enable East German firms to regain competiti venessand

to set in motion a process of self-sustained growth.

In redity there was no dlemma. A low wage level and low labour migration are fully compati-
ble. The dedsion to migrate is not merely a function d the difference in wage and salary in-
comes between low and hgh wage region. What is dedsive for the dedsion to migrate is the
expeded level of incomes in the future. This means that the probability of obtaining a given
incomein a particular job is of prime significance In ather words, even in the context of ahigh
overall wage level, expeded income can be low if the dhance of gaining ajobis low, i.e. un-

employment is high.

The fundamental misappraisal of the motives behind labour migration in the German case lies
in the fad that low wages alone were percelved as the trigger for the deasion to migrate. But
this is to ignore the dfed of the drastic wage rises on the level of unemployment. Rapid pay
rises have stabili sed incomes in absolute terms but they have dso wegkened the competitive
position d East German firms by sharply raising unit labour costs. Only during the second relf
of 1990 unt labour wage asts rose 20% faster than those in West Germany. The mmpetitive
position d East German industry was wegkened further during the course of 1991 (Graph 5.
Thus, the dfed of wage increases on expeded incomes - i.e. wages multi plied by the probabili-
ty of employment - canna be determined a priori. Whether expeded incomes rise or fal fol-
lowing arise in wages depends on the extent to which the demand for labou reads to the same
wage rise. Given the state of the East German emnamy it was rather clea that the demand for
labour was very sensitive to changes in wage rates. In ather words, the rising wages can have
caused the demand for labour to fall to such an extent that the dedine in the probability to find
ajob more than dfset the rise in wages, so that expeded incomes adually had fallen and the
incentive to migrate had risen. Thus, high wage increases could na stop the migration o labow
from East Germany. They reduced the income disparity between East and West, bu only at the
price of reducing the demand for labour in East Germany. The resulti ng unemployment reduced

expected incomes, the decisive parameter for the decision to migrate.
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At the same time, it would be an exaggeration to placethe eitire blame for unemployment in
East Germany at the doar of the trade unions and their pay pdlicies. Even at alower wage level
alarge number of firms would na have been producing competitive products. Still, lower wa-
geswould have enabled some firms to survive, giving them the chance and the time to adjust to
changing circumstances. Moreover, obstades to investment such as the ladk of an effedive in-
frastructure caana be overcome overnight: they must be taken as given by firms in their cost
cdculations for some time & least. In the short term the only variable which can be dtered to
compensate for unfavorable production condtions is the level of wages. However, given the
paliticad and socia environment immediately before and after monetary union, this instrument
remained unwsed. The cnsensus of opinion which emphasised the importance of a uniform
wage level in East and West Germany was 9 strong that those - like me and many other eco-

nomists - who warned against a superficial analysis of the problems went unheard

Graph 5
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VII. Spurious Solutions

Faced with the dramatic e@namic problems in East Germany a whole range of suggestions ha-
ve been pu forward to resolve the dilemma between ouward migration due to income diffe-
rentials and that due to rising unemployment. One is wage restraint in West Germany with the
aim of stabili sing the labour market. This line of argument is, however, based ona theoreticd
model in which, due to the mohility of labour, the prices for labour tend to equali se. This would
imply slower wage growth or even wage aits in West Germany. Such models are not able to
explain wage movements and labou migration de to the different cepital endovments of the
two regions (a diff erence the models fail to take into aceurnt) and the resultant, seemingly pa-
radox situation that a high-wage aeaposses®s a significant competitive advantage over the
low-wage region. For these reasons it would be impaossble to adchieve lower rates of wage
growth o wage reductions in West Germany in the long run. They would, onthe one hand, in-
itially reduce the existing wage differential, while, onthe other, leading to a reduction in unt
wage sts; and the resultant scope for price ats would exacebate the competiti veness diffe-
rential, the competitive advantage of the high-wage over the low-wage region. This would have
the dfed of reinforcing the diverging trgjedories of labou market developments. A reduction
in migration - which, as we have seen, is nat only a function o wage differentials - would the-

refore be an extremely ukeély result of such a strategy.

This having said, it canna be @ncluded from wage trends in Germany as a whale that the
principle of centralised, free ©lledive bargaining (Tarifautonamie) has failed. It is sSmply that
immediately before and after the introduction d monetary union the essential precondtions for
colledive bargaining to work effedively - autonamous negotiating partners with equal rights
and d equal strength - were nat given. In view of the power vaauum on the employer side, the
state, as the owner of most of the firms (in the guise of the Treuhandarstalt), ought to have ta-
ken onan adive role on the enployer side. This would nad have represented state intervention
in free olledive bargaining, bu rather the gpropriate resporse in view of the nature of
property relations at the time. In Germany the principle of free ©ll edive bargaining has been an

extraordinary success sory. The stability of the D-Mark and the competiti veness of the West
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German emnamy on international markets are primarily a @nsequence of the negotiating
processbetween employers asociations and trade unions, in which the negotiating parties have
consistently shown a high degree of resporsibility with resped to the overall state of the e®-
nomy. In noway can the principle of Tarifautonamie in the Federal Repulic be seen as "an en-

cumbrance on the market economy"”, as some observers still believe.

A further proposal - the use of wage subsidies - aims to drive awedge between net wages and
wage @sts: firms unit wage @sts would be lower, income expedations higher, reducing the
presaure to migrate. However, closer analysis shows that this amingly attradive solution en-
tail s srious drawbadks. The propcsal would be truly attradive if it meant that workers in East
Germany would begin eaning the same wages as in West Germany while & the same time
firms - in terms of present wage levels - were relieved of a significant propation d their cost
burden. A few simple cdculations aufficeto show that thiswould have represented an extreme-
ly costly solution, dadng an immense strain on the willi ngness of the West to cushion ad-
justment in the new federal states and tying up enormous reserves of cgpital which would then
no longer have been avail able for investment. Moreover, solutions based onwage subsidies do
not resolve the moral hazard problem of the trade unions mentioned above and thus run the risk

of inducing additnal, even higher wage increases.

All the same, any one of the various wage-subsidy models under discusson would have been
preferable to the pdlicy pursued in the first yeas by the Treuhandarstalt of granting so-cdled
liquidity guarantees. In principle this means that firms gill owned by the Treuhandastalt were
effedively recaving wage subsidies but withou firms acually benefiting from a dired reducti-
onintheir costs. The Treuhandastalt merely guaranteed loans: the firms were then able to take
out loans with which they payed the full level of current wages. If the firms failed they could
resort to the state guaranteeto pay bad the loan. To this extent the costs of these "wage subsi-
dies' arose later withou any immediate paositive dfeds except that some firms were enabled to

stay afloat.

The @mnclusionto be drawn from the &oweis clea. The strategy of rapid wage adjustment was
too heavy aburden for the Federal Repullic as awhale to bea. It isinconcavable that the state

could provide transfers to the extent required over such along period withou going beyondits
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financia limits in ore form or ancther. As al the various adors invoved dd na accept the
ned to rethink pdicy in this matter the experiment cdled "Monetary, Econamic and Socia

Union in Germany" may have to bensidered a failure.

VIII. The Conclusion for Germany

This outcome begs the question whether there was ever an dternative to this kind o
"unification experiment”. Thisis not only a very difficult question, in many waysiit is of purely
acalemic interest. It is no longer important to determine in retrosped whether - and if so under
which externa condtions - the GDR could have taken its own path to community with the Fe-
deral Repubic, bu rather whether - and if so haw - the dtizens of the GDR could have made
the adjustments necessary to travel down such a path. Any experiment of this type would inevi-
tably have failed had the popuation nd been prepared patiently to accept that it would take a
not inconsiderable period d time in order to overcome the relative badkwardness of the East
German econamy. The fad that many would na be sufficiently patient under any circumstances
Is afad that nore can change. The deasive pdliticd mistake which was made was the belief
that the redisation d monetary, econamic and social union alone would pu a stop to the pres-
sure to migrate. By forgetting that the "impatient ones’ would na wait whatever the drcum-
stances, false expedations were raised among the "patient ones'. Instead of making efforts to
explain the nature of econamic processes, pditi cians induged in wishful thinking. Where war-
nings against setting expedations too high would have been in order, East German citi zens we-

re promised "gifts". Emotions were stirred where what was needed were cool heads.

Monetary union and the rapid pditicd unificaion d the two German states may have been
inevitable and, in the final analysis, the right option. The way it was implemented in pradice,
however, was plagued by false analysis and inconsistency. Little atempt was made in bah East
and West Germany to explain to people the e@namic implicaion d such a step in such a way
that they themselves could have foreseen the consequence of their own adions. This was par-
ticularly necessary where, after 40 yeas of econamic confusion, scarcdy anyone was in a posi-
tion to comprehend what opting for the D-Mark as the coommon German currency redly meant.
Of course the mgjority of East Germans thought that this was the fastest way of adchieving West

German standards of living. Unfortunately the fad that a mere exchange of currencies will not
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bring this abou - and indeed in some ways can even make it more difficult - is not something

that was mentioned at the demonstrations or during the election campaign.

From the point of view of democratic legitimation, too, the results of the process of German
unificalion are anbivalent. Although duing the murse of 1990East German citi zens were &le
to vatein free and fair, democratic dedions, they did na have ared choice They were never
presented with clear, comprehensible programmes, the ansequences of which they were ale to
evaluate themselves. Democracy means more than setting out procedural rules. It is a necessary
condtion d democratic dedions that voters have some ideaof the options before them. In the
normal run d gradual pdliticd and econamic change this may be taken as given withou sped-
fic dforts on the part of the body pdlitic. It is not, however, the cae in times of fundamental

socio-economic change.

IX. The Conclusion for Korea

The two Koreas faceunificaion undr completely diff erent circumstances than Germany. West
Germany, at the time of unificaion, was one of the strongest and richest econamies of the
world with faling unemployment and a huge arrent acount surplus. Germany at that time
could shouder even a transformation processincorporating huge losss in red income for the

average citizen and the gowaarent.

South Koreatoday is in a different shape. Hit by a severe recesson in the dtermath o the
Asian crisis nat even a much smoother unificaion pocesscould be born withou the risk of an
econamic depresson. But even under normal circumstances, e.g. thase prevailing a wugde of
yeas ago, would the ,, German way" be feasible for Korea The DIW (German Institute for Eco-
nomic Reseach in Berlin) has cdculated the eonamic burden of two dfferent scenarios for
eoonamic integration d Korea The result is graightforward: A German like shock scenario
with aquick adjustment of wages in the North to the South would lead to a ll apse of Korea &

a whole®

5 German Unification - An Example for Korea? Edited by Heiner Flassbeck and Gustav A. Horn., Dartmouth, Aldershot, 1996.
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Moreover, the two scenarios have shown that, from an econamic point of view, the gradua in-
tegration d North Korega i.e.a. smooth adjustment of wages, is clealy superior to shock the-
rapy. At the same time, shock therapy is unavoidable with regard to the transformation d Noth
Koreds emnamic ingtitutions if cgpital and knav-how isto be dtraded to North Korea It isa
fundamental leson d the German experience, and d the transformation in Eastern Europe, that
different speads foud be daosen for transformation and integration in this sense respedively.
This approach has 2 far not been tried in any transformation courtry. Whil e shock therapy was
adopted for baoth processes in Germany, Eastern Europeans chose ather a gradua approach for

both or gradualism in transformation but shock as intemras concerned..

The negative mnsequences of shock-like integration in East Germany have been described. In
many courtries in Eastern Europe, namely in Russa, reform seams to be bogged dowvn halfway
through the process with a red danger of a renewed recesson in the region as the dfeds of
shock integration are felt. From this, the cnclusion would be to choose shock therapy as the
transformation to market institutions is concerned and to avoid, at the same time, any kind o
maaoecnamic shock, coming from wages, the exchange rate or from the side of interest rates.
The question is only whether different speeds for transformation and integration are padliti caly
feasible & all. There can be no doulh that the swift, shockwise integration into world markets
also spedals up ingtitutional transformation - at the wst, however, of a severe aljustment crisis.
Slower integration, onthe other hand, would give some protedion to existing institutions too as
the need for adjustment would appea lessurgent at the first glance This creaes the danger that
transformation withou maaoecnamic shocks will be incomplete and turn into a aeeping
structural crisis. To avoid these dangers it might be alvisable to irrevocably fix the time frame
for the complete integration d North Koreain advance The nedl to transform North Korea
ingtitutionally would then be present form the very start, bu withou the strains of maao-
shocks weighing down onthe curtry right away. In this way, the rapid transformation d insti-
tutions could be dfeaed, whil e integration could proceal at a lower pace As a prerequisite for
such a strategy, a broad-based pditi cd consensus would have to be established concerning the
desirability of unificaion and the willi ngness to share the burden that even this approach

would still place on the shoulders of the Korean people.
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