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Explaining persistent unemployment in
eastern Germany

Abstract: Relatively high rates of persistent unemployment plaguing the eastern
region of Germany are argued to be caused especially by two factors engen-
dering slack labor demand relative to supply. Demand for East German labor
declined as (1) rapid privatization was followed by cross-regional capital flows,
resulting in high levels of capital intensity and a dramatic shedding of labor.
Reindustrialization and service-sector expansion proved too weak to generate
sufficient labor demand. (2) Related to privatization, business headquarters
moved to the west of Germany, resulting in a notable pattern of reindustrializa-
tion and the eastern region’s specialization in intermediates vis-a-vis finished
goods, engendering weak labor demand.
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Our research seeks to establish that relatively high rates of persistent
unemployment in the eastern region of Germany are more related to
and thus better accounted for and explained by relatively low levels of
demand for East German labor, and not policies thought to be inhibiting
labor market competition. Moreover, these low levels of labor demand are
largely and causally determined by two factors in particular: (1) Cross-
regional capital flows led to rapid increases in capital intensity, initiating
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dramatic increases in labor productivity and a shedding of labor, not offset
by sufficient levels of labor demand generated by a reindustrialization of
manufacturing coupled with a revitalization of the service sector. (2) A
curious pattern of privatization led to a shift in corporate headquarters to
the western region of Germany. A related pattern of reindustrialization is
evinced by the eastern region producing a growing share of intermediates
relative to finished and final demand goods, engendering business cycle
effects on the eastern region, and leading to insufficient levels of labor
demand relative to labor supply.

We conclude by stressing that eastern Germany’s relatively high rates
of persistent unemployment are more accurately accounted for by these
two factors, rather than by distortions in the labor market stemming from
union power and public-sector entitlements, as suggested by neoclassical
theory and neoliberal suppositions.

Neoclassical and neoliberal explanations

Explanations of relatively high levels of persistent unemployment in the
eastern region of Germany tend to be dominated by theorists and policy
makers relying on neoclassical assumptions regarding the primacy of a
hypothetical and unfettered labor market in generating employment. For
example, neoclassical assumptions utilized in the research of Snower
and Merkl (2006a; 2006b) suggest that the East German labor market
would find an equilibrium at which labor supply would be equal to labor
demand, determining a market wage rate. Distortions related to union
power wielded at the start of unification, especially combined with a
range of social welfare entitlements—generously funded by West German
taxpayers—are suggested to fetter adjustments in wages, labor supply,
and labor demand, thereby preventing the achievement of a competitive
labor market equilibrium. Unemployment is then assumed to be generated
by distortions that lead to various forms of market failures.

Snower and Merkl’s article, “The Caring Hand That Cripples: The
East German Labor Market After Reunification” (2006a), appears as
a condensed version of a working paper bearing the same title and
published in the same year (2006b). They suggest the causal role that
unfettered labor markets would play in generating labor demand and
solving the relatively high rates and persistence of unemployment in the
eastern region of Germany. They also clearly delineate extant policies
that they posit generate distortions, fettering adjustments in wages and
compensation, as well as labor supply and labor demand. Distortions
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generating market failures are suggested to be mainly caused by three
sets of extant policies.

Snower and Merkl (2006a, pp. 375-376) note that “bargaining by
proxy” occurred at the start of reunification as West German union leaders
negotiated an average East German wage at a level above productivity.
Wages were set at approximately 70 percent of the West German average,
and well above the 1990 rates of productivity that Akerlof et al. (1991)
estimated were between one-third and one-half of the West German
level. West German labor leaders are suggested to have taken the lead in
negotiating such generous wages relative to low levels of labor produc-
tivity, with the underlying intention of reducing portended competition
in the West German labor market through a feared cross-regional flow
of labor and firms moving in opposite directions. Negotiation of high
wages relative to productivity is stressed by Snower and Merkel (2006b,
p- 8), as well as Burda and Funke (1993), Fitzroy and Funke (1996), and
Schréder (2000).!

Added to the distortion of an initial and excessive wage offer, East
German labor was granted access to entitlements at levels similar to their
West German counterparts. Entitlements included generous unemploy-
ment benefits and various other forms of social welfare support. With
wages outstripping productivity at the start of reunification, combined
with added effects of entitlements, these two forces engender distortions
affecting labor supply relative to demand, placing upward pressures on
wages, and thereby reducing levels of employment while simultaneously
contributing to rising rates of unemployment.

“Employment persistence” is noted as a third factor generating dis-
tortions. Snower and Merkl (2006a, p. 376) suggest that employment
persistence could also be referred to as employment “security,” which
is associated with labor legislation that the eastern region of Germany
inherited with reunification. Job security is noted to generate distortions
for the labor market and costs for firms seeking to rapidly shed labor
as well as hire new labor. Benefiting from job security legislation, East
German workers are noted to have fallen into—and remained in—various
types of “traps.”

! Contributions by these authors fail to note that the majority of East German firms
failed to abide with paying their workforces wages at 70 percent of the West German
level. By 2005, only about 20 percent of East German manufacturing firms paid wages
at 70 percent of the West German wage level. Of all branches, the highest rate of com-
pliance is exhibited in construction, whereby 34 percent of East German construction
firms paid their workers at 70 percent of the West German level, the level negotiated
by unions at the start of reunification in 1990 (see Ludwig, 2006, p. 197, table 8).
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In sum, Snower and Merkl’s research stresses that eastern Germany’s
woes are directly caused by “caring hand” policies. Unemployment is
generated solely by labor market imperfections, arising from distortions
generated by union power and social welfare policies, and not—as we
seek to establish below—by insufficient levels of labor demand.

In point two of their three-point definition, Arestis and Sawyer (2004,
p. 1) note that “neoliberalism” views unemployment as stemming pri-
marily from the operation of the labor market, and especially rigidities
caused by union power, employment contracts, wage floors, and the
like. Introducing reforms that make the labor market that much more
competitive are deemed an appropriate neoliberal policy solution to raise
employment levels and hence lower rates of unemployment. A neoliberal
corollary would then suggest that if labor force participants were not
protected by, say, a “caring hand,” the labor market would not then be
“crippled.” That is, the labor market would function, if not perfectly, at
least more competitively, and thereby sufficiently well enough so that
unemployment would be neither relatively high nor persistent.

This neoliberal perspective contrasts fundamentally with a Keynesian
tradition that would suggest that unemployment is related to insufficient
levels of effective aggregate demand, and that unemployment should be
dealt with through demand management, or more directly through struc-
tural and regional policies designed to improve economic performances
and improve job opportunities for labor market participants.

We find Snower and Merkl’s reliance on neoclassical theory and neo-
liberal suppositions leads them to erroneous conclusions regarding the
forces generating employment and raising rates of unemployment. In
contrast to their focus on distortions and subsequent failures leading to a
lack of competition in the labor market, we think other causal factors are
at play. Admittedly, policies that contribute to labor market distortions
are to be found in eastern Germany. We should, however, like to note
that these, similar, and other policies—thought to cause labor market
distortions fettering competition—are also found in western Germany,
and most European economies, where rates of unemployment are also
persistent, if not relatively lower. The ubiquity of some degrees of union
power and public-sector policies run across a full gamut of mixed-market
economies, and are not unique to eastern Germany. High rates of per-
sistent unemployment are likewise found in a host of less-developed
countries and problem regions, where labor movements have failed to
wield sufficient power to generate a range of protections for labor mar-
ket participants, and states are often too crippled by incompetence and
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corruption to effectively transfer funds to the unemployed. What, then,
accounts for eastern Germany’s “exceptionalism”?

We accept Snower and Merkl’s characterizations of labor market fail-
ures as both interesting and, in principle, scientifically accurate. However,
we deem the failures they cite as unimportant—that is, at best as second-
ary factors affecting levels of employment and causing unemployment.
Their characterization has likely reversed the order of causation. More
realistically, labor force participants facing long-term weak demand for
their labor seek various entitlements. Those participants remaining in
the labor market should also exhibit tendencies to fall into and stay in
“traps”—as a labor market survival mechanism—with long-term unem-
ployment or outmigration as the unpleasant alternatives.

What Snower and Merkl fail to acknowledge is that the productive as-
sets of the eastern region underwent a rapid privatization and a transfer
in ownership and headquarters’ relocation that is without precedence,
and that has led to a noteworthy pattern of structural transformation.
Snower and Merkl also fail to consider the role of aggregate demand,
combined with business cycle effects on output demand that engender
effects on levels of labor demand in the period following privatization.
Such requires an examination of deeper-seated structures stemming from
the privatization process and a related pattern exhibited in the reindus-
trialization of eastern Germany’s regional economy.

Exceptionalism in privatization

Critics of Germany’s reunification are in a fine position to cite lackluster
growth rates exhibited in the economic performance of the eastern region
relative to other countries undergoing transition from planned to market
economy. Along with slow growth rates in output, there has been a related
slow growth in job creation, leading to relatively high rates of persistent
unemployment in eastern Germany, relative to neighboring countries
such as Poland, the Czech Republic, and Hungary. Eastern Germany’s
rates of unemployment have registered as comparatively higher, running
at between 15 and 18 percent over the long run, essentially double the
average rates exhibited in these three neighboring transition countries.

Relatively high rates of unemployment are integral to and primarily
caused by German reunification. It is important to consider that eastern
Germany shifted from the status of a national state with inviolable borders
to a region subsumed within a larger German economy, exhibiting high
levels of development characteristic of a mature economy.
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The German Monetary Union (GMU) speeded this shift. Effective
July 1, 1990, and offering a seemingly generous exchange rate of one
West German mark for one East German mark, the GMU placed serious
financial challenges on East German firms as the privatization program
commenced. With productivity in the manufacturing industry running
at an estimated 30 percent of the West German level, this one-to-one
exchange rate rendered the bulk of East German enterprises en masse,
and in one fell swoop effectively insolvent (see, for example, Altvater,
1992).

With the GMU and the shift from nation to region, privatization would
take its own unique form. To wit, and as Burda (2006) teaches us, with
the start of privatization, eastern Germany experienced a dramatic “fac-
tor reallocation” with massive cross-regional movements of goods and
services in trade, as well as capital flows and labor migration. Specific
policies, backed by massive west to east flows of funds, were intended to
facilitate a speedy reunification. Funds flowed for rebuilding neglected
infrastructure, reconstructing cultural monuments, introducing commer-
cial structures, revitalizing housing stock, and as new investments into
state-of-the-art machinery and other types of technology. It is precisely
the exceptional pattern of privatization—coupled with substantial invest-
ments leading to dramatic jumps in levels of capital intensity in manu-
facturing—that caused a quick shift to capital-intensive jobs, inducing
a rapid and massive shedding of labor at levels not experienced in the
transition countries mentioned. We recognize these capital investments in
manufacturing and the accompanying acceleration of labor productivity
through capital-intensive jobs as the first of two factors contributing to
high rates of persistent unemployment in the eastern region of Germany.
Labor force participants shed in vast numbers were then inclined to rely
on entitlements that would include early retirement, unemployment
insurance, social welfare schemes, as well as training and education
programs.

Theorists considering the importance of privatization—and especially
its speed—in transitions in countries in Central and Eastern Europe tend
to omit eastern Germany from their statistical sample because of this
region’s uniqueness. The East German case fails to conform with assump-
tions that theorists associated with optimal speed of transition (OST) have
used, theorists such as Aghion and Blanchard (1994), Blanchard (1997),
and Castanheira and Roland (2000). Most important, OST assumes fixed
labor supply, and that labor force participants are either participating
in the labor market or are out and categorized as unemployed (Boeri,
2000, pp. 21-22). Boeri’s assumption proves too constraining to con-
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sider the East German case, where workers numbering in the thousands
could take advantage of West German entitlements and exit the labor
market altogether, thus not registering among the unemployed. Younger
workers, numbering in the millions, took advantage of new training and
education programs—partly as a reprieve from a labor market distressed
by transition—with the idea of reentering at a later date. Finally, OST
theorists fail to consider an economy so open that labor force partici-
pants would deal with the stresses of firm privatization through exiting
the region altogether. Migrants leaving the eastern region of Germany
were significant in number (Mai, 2004), taking advantage of the fact
that, in the privatization phase, they could pull out and head for greener
labor market pastures in the western region. Another, substantial portion
of East German labor market participants took to commuting across
their region’s border to work in western Germany, on either a daily or
a weekly basis.

In addition, OST models, apart from Coricelli (1996), assume a fixed
public-sector budget constraint, not allowing deficit financing to play a
role in transition. This assumption fails to apply to the economic and
social transition in eastern Germany, where public-sector indebtedness
played a significant role in western Germany’s financing transition
throughout the 1990s.

In Poland, the Czech Republic, and Hungary, privatizations took dif-
ferent paths, with substantial numbers of worker buyouts, management
buyouts, and reprivatizations to families typically living within the bor-
ders of these countries. These types of privatizations quickly established
a new generation of nationally based owners of an emerging private
sector in small, medium, and large enterprises. In the Czech Republic,
especially, efforts were made to calculate the value of state-owned pro-
ductive assets and to then issue stocks to the population, rendering the
public as stakeholders in the assets of their country undergoing transition
(Dyba and Svejnar, 1995). Stocks could then be traded, sold, or held.
In stark contrast to privatizations in neighboring transition economies,
East German assets were taken over by the Treuhandanstalt, created
as a holding company in the first half of March 1989, with Treuhand’s
charter specifying that it first collect and hold, and then privatize what
had been state-owned firms of the German Democratic Republic. (For a
thorough description of the distinct character of Treuhand privatization,
see Kaser, 1996.)

Treuhand assumed responsibility for privatizing 12,009 firms, and set-
tling the fates of an accompanying 4 million employees derived from
the deconstructed state-owned enterprises. Of the many firms privatized
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through Treuhand, a total of 819 were bought by foreigners through 1994.
In all, this amounted to about 7 percent of the stock value of privatized
firms and less than 4 percent of the more than 4 million salaried employees
and wage workers. Firms acquired as management buyouts (MBOs) or
worker buy-ins were typically small businesses engaged in retail trade and
light manufacturing. We estimate that about 50 percent of the Stammkapi-
tal—that is, the stock value of privatized manufacturing firms—passed by
various means and various forms into hands of firms with their headquarters
based in the region of western Germany.

Poland, the Czech Republic, and Hungary waited for foreign direct
investment (FDI) to flow into their countries. It did, and the FDI was
much more concentrated on snapping up assets and adding them to an
investment portfolio. Firms privatized through foreign buyouts remained
in production, and firm output was typically used to supply national
markets, with the acquiring firm benefiting from monopolistic market
structures inherited from the planned economies.

As capital came into these countries as cross-national border FDI
flows, productivity increases were relatively slower, more incremental,
and rarely occurred through the acquiring firm introducing expensive,
state-of-the-art technologies in one fell swoop. Consequently, firms in
Poland, the Czech Republic, and Hungary shed labor as a result of their
privatization programs. However, labor was shed primarily in an at-
tempt to raise profitability, and not to push labor productivity as rapidly
as possible up to the West German level, to one of the highest levels of
labor productivity in the world. Although East German labor productivity
in manufacturing was accelerated in an attempt to achieve parity with
West German levels, these other transition economies exhibit levels of
labor productivity with averages that Blum and Ludwig (2006, p. 269)
estimate were less than 30 percent of the East German level in 2002, 12
years after the start of transition.

Privatization and then capital investment into the eastern region of Ger-
many can be characterized as taking place in the following pattern. After
entering the Treuhand holding—for the largest firms with the greatest
potential for adjusting to competitive, market conditions—there first oc-
curred (1) a transfer of ownership to a firm with its headquarters in western
Germany; (2) followed by the western headquartered firm reducing or shut-
ting down production (Stilllegung), especially for those firms producing in
similar product categories; and then (3) a full-fledged reindustrialization
took place, as “lumpy” capital—as capital-intensive investments benefiting
from generous subsidies (Hall and Ludwig, 2006, pp. 946-947)—moved
to eastern Germany as state-of-the-art plant and equipment—and because
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of the relatively lower wages—exhibited unit labor costs equal to or even
lower than levels found in the western region.

West German investments in the eastern region of Germany have also
been oriented toward taking full advantage of a relatively cheaper and
ample supply of highly qualified labor, what we suggest is directly related
to comparatively high rates of persistent unemployment engendered by
rapid and dramatic increases in labor productivity. Because of labor’s
poor bargaining position relative to slack demand, in combination with
relatively lower levels of union membership, parent firms headquartered
in western Germany could introduce state-of-the-art technologies with
novel working rules and shift requirements that West German labor
unions would reject as unacceptable.

Privatization and reindustrialization

Selected dimensions of Germany’s reunification program contributed
toward a dynamic economic performance in the eastern region, such
as technical progress and an acceleration of labor productivity. Other
dimensions laid the foundation for a forecasted, long-term stagnation in
output per capita, and slack labor demand relative to supply.

It is important to note that the West German economy of the 1980s—in
the last years of a cold war winding down—exhibited excess capacity in
its agricultural, industrial, and service sectors, causing a related, long-
term, structural unemployment and underemployment of its labor force.
Starting in 1996, domestic demand’s contribution to output began to
shrink and gross domestic product (GDP) growth was carried by exports
(see Table 1). Under these conditions of shrinking domestic demand and
growth driven by expanding exports, the sudden acquisition of additional
production capacity, along with a sizable increase in the total German
labor force acquired through annexing the eastern region, was neither
needed nor desired. Consequently, a pattern of privatization that—for
whatever good intentions could have brought about a quick recovery for
the eastern region—resulted in the first round in a systematic closing
down of acquired capacity and the unemployment (often permanently)
of millions of qualified workers. In addition, the pattern of Treuhand
privatization resulted in a distribution of firm headquarters across Ger-
man regions with the result that the eastern region is virtually void of
headquarters of large firms in any category. The “big brother” character
of privatization is fundamental to East German exceptionalism, sharply
distinguishing the East German case from other transition economies.
What is more, a skewed distribution of corporate headquarters generates
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economic outcomes that fully undermine medium- and long-term pros-
pects for increasing labor demand in the eastern region of Germany.

If we consider data reported in 2004, and if we consider the top 100
industrial firms with respect to annual revenues making their homes
in Germany, only the firm Jenoptic has its headquarters in the eastern
region. Of Germany’s top 100 firms, DaimlerChrysler ranks first and
Jenoptic ranks eightieth. Not one of the top 100 retail trade firms has its
headquarters in the eastern region. The same is reported for the top 100
service-sector firms. Of the top 25 insurance companies listed in order of
annual revenues, not one of these reports its headquarters in the eastern
region. Of Germany’s top 25 banks that are listed in order of their assets,
and if we only consider private banks, not one of the top banks reports
its headquarters in the eastern region (Frankfurter Allgemeine, 2004).
With respect to revenues of the eastern region’s top 50 firms, most appear
to be filials of larger, more well-known firms with headquarters located
outside of this region, such as western Germany, Scandinavia, the United
Kingdom, the United States, and Canada.

One consequence of Treuhand privatization and the skewed distribution
of headquarters is that industrial production in the eastern region has taken
the form of a verlingerte Werkbank. This phenomenon and pattern of an
“extended workshop bench” were introduced into the literature in 1993
in a weekly report of the, Deutsches Institut fiir Wirtschaftsforschung
(DIW; German Institute for Economic Research) (1993, p. 634). This
noted pattern has continued for well over a decade and now the eastern
region exhibits an industrial structure that we think is best described
as “branch plant,” and which is more typically found in a third-world
country than in a region of northern Europe.

With the postreunification pattern of firm ownership, large produc-
tion facilities in the eastern region are typically owned by firms with
headquarters in the western region. Consequently, levels of output in the
eastern region are used as a “buffer” against swings in business cycles.
In practice, levels of output in the eastern region are expanded more
slowly during times of growing demand and contracted more sharply
during times of slack demand. Adjustments in output related to larger,
world business cycles contribute to weak demand and job insecurity for
East German labor.

Neoclassical and neoliberal perspectives, especially of Snower and
Merkl, fail to understand that, as part of reunification, the eastern region
has been reduced to what the development literature would suggest is
a periphery, and selected contributions to the literature on the eastern
region of Germany have addressed at length. Germany’s eastern region
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has been characterized both as Europe’s “northern Mezzogiorno” and as
Germany'’s “eastern Mezzogiorno,” drawing parallels with the peripheral
economy in the southern region of Italy—long a subject of study—and
with Mezzogiorno frequently used as a metaphor for regional “under-
development” (see Boltho et al., 1999; Hughes Hallett and Ma, 1993,
1994; Page, 2003).2

The eastern region’s shift from core to periphery is observable according
to several indicators, including a changing pattern of patent registrations.
Grief and Schmiedl (2002, p. 10) note that from 1985 to 1989, a total
of 55,485 patent applications were registered from inside the German
Democratic Republic (GDR). In the 1990s, there was a 70 to 80 per-
cent decline in annual patent applications coming from the five federal
states forming today’s eastern region. It is also useful to note that, in the
former GDR, in 1989, 560,000 persons were reported employed in the
machine tool sector. By 2003, this number fell more than ninefold, to a
total of 58,600 persons employed in firms with 20 and more employees.
An additional 838 small businesses with fewer than 20 employees regis-
tered another 6,200 employed in machine tools (Brautzsch and Ludwig,
2005, p. 231). These declines suggest a deindustrialization of the eastern
region’s capital goods sector.

Treuhand privatization and a systematic dismantling of East German
industry was followed by a reindustrialization, though exhibiting a pat-
tern that includes producing a growing share of intermediate goods as
percent of total goods, when compared to the western region, and over
the time series for which we find data. As the share of intermediate goods
increased in the eastern region from 38.5 to 40.2 percent from 1996 to
2004, the western region reduced its share from 34.9 to 31.9 percent. If
we consider investment goods, we find that the eastern region increased
its share from 25.6 percent in 1996 to 28.3 percent in 2004. However, the
western region’s share in capital goods increased relatively more, from
33.8 percent in 1996 to 41.2 percent in 2004. Germany’s eastern region
exhibited an output ratio of 40.4 percent as intermediate goods and 28.3
percent as investment goods in 2004. Western Germany’s proportions

2 A comparison between Italy’s Mezzogiorno and Germany’s eastern region appears
useful insofar as the term awakens the ears of social scientists, sounding an alarm
regarding the peripheral tendencies of this eastern region. The reality is, however,
that historical forces contributing to the peripheral character of eastern Germany are
so profoundly and fundamentally different from the southern Italian experience, in-
cluding the forces generating relatively high levels of persistent unemployment, as to
render the regional comparison extremely limited.
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were 31.9 percent as intermediate goods and 41.2 percent as investment
goods (see Table 2). Transformations in the structure of German industry
are exhibited through changing specializations between regions since
reunification.

Importantly, the investment goods sector is composed largely of ma-
chinery and especially machine tools, and these capital goods are noted as
exhibiting higher levels of value added when compared with intermediate
goods. Our data suggest that as part of German reunification, a regional
specialization has already taken place, and the eastern region shows
all indications of having been, first, deindustrialized through Treuhand
privatization and then reindustrialized in a branch-plant scheme, as in-
dicated by the relatively large portion and growing share of intermediate
goods. Second, the peripheral character of the eastern region’s economy
ensures that demand for labor in business-related services will also remain
weak. Thus, the hoped-for revitalization of the service sector—creating
high-value, manufacturing-linked, service-related jobs—has failed to
materialize.’

The changing structure of industry is one of the important sources en-
suring that labor demand will remain slack in Germany’s eastern region,
with unemployment rates relatively high. These relatively high rates of
unemployment should also be expected to persist with or without poli-
cies fettering labor market adjustments. To employ the vernacular, the
exceptional pattern of privatization—leading first to a deindustrializa-
tion followed by a curious pattern of regional reindustrialization—has
engendered greater causal effects on employment and unemployment
than have leftists, as labor leaders bargaining up wages, and as welfare
chiselers “free riding” on the backs of West German taxpayers.

In sum, these structural features are largely a result of an exceptional
pattern of privatization that transformed the eastern region of Germany
from serving as a core economy, and as a technology producer (Karlsch,
2006) and machine tool exporter, to a region virtually void of headquarters
for large firms, with diminished research and development competences,
and producing lower-value, intermediate goods that feed into the larger

3 Contributions by Ragnitz (2003, p. 32, table 1-15) suggest that with reunification
in 1990, service activity in the eastern region of Germany undertook a catching up
toward West German levels, generally. However, a pattern starting in 1998 exhibits an
especially weak development: registering as relatively low rates of increase in ser-
vices’ contributions to value added, and also of employment growth and job creation
in Germany’s eastern region.
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German production circuit expanding through export-based growth.
We recognize this pattern of regional specialization—contributing to
slack labor demand as the eastern region produces a growing share of
intermediates relative to the western region’s growing share of capital
goods—as the second factor we consider contributing to high rates of
persistent unemployment in the eastern region of Germany.

One economic consequence of the eastern region operating as an eco-
nomic periphery is that for every 1 percent in annual economic growth
for the total German demand, the eastern region benefits disparately. The
construction-led boom, most obvious for 1992 through 1994, driving
growth rates for the eastern region of Germany fully petered out by 1996.
From 1998 to 2005, the eastern region grew at a slower place than the
western region. In addition, the contribution of exports to percent changes
in share of GDP for the western region of Germany fails to register as
strongly for the eastern region (see Table 1).

The western region, in contrast, as home to corporate headquarters and
research and development competencies, reaps the higher value added
as a producer relatively specialized in capital goods and with advantages
in export markets, the main source for growing demand for German out-
put. Over time, the eastern region exhibits a constant surface area with
respect to its percent relation to the total of land area of Germany, but
has lost relative shares when considering selected social and economic
variables, especially population, employment, and output (see Table 3).
To suggest that distortions causing failures in the labor market are the
primary, causal factors generating relatively high levels of persistent
unemployment fails to consider the larger picture.

Conclusion and discussion

The purpose of this paper has been to challenge an iconic application of
a neoclassical model to the East German labor market, with distortions
and subsequent market failures heralded as the primary and causal factors
in generating relatively high levels of persistent unemployment. In our
challenge, we have sought to establish that levels of employment and
rates of unemployment are more correctly, more profoundly, and more
causally connected to levels of effective demand and especially for labor
demand in a region with its industrial structure shifted and pushed ever
more toward an economic periphery over time.

Two factors, especially, are noted for causing slack demand relative
to supply, and hence for generating relatively high levels of persis-
tent unemployment in the eastern region of Germany. To summarize,
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Table 3

Changing proportions of population, employment, and output across
German regions and over time: eastern Germany as percent share of
total Federal Republic of Germany

1939 1950 1960 1989 1995* 2000 2004

Surface 30.4 30.4 30.4 30.4 30.4 30.4 30.4
Population 29.2 26.9 23.5 20.9 21.6 21.0 20.4
Employed persons 27.7 27.4 25.0 20.9 20.5 19.3 18.8
Total output 29.4 28.6 22.5 15.2 15.4 14.9 14.6

Sources: Statistical yearbooks for the German Reich, the German Democratic Republic,
and the Federal Republic of Germany for selected years.

*Before 1995, data for the eastern region include East Berlin. Starting in 1995, the eastern
region includes data from West Berlin as part of the eastern region.

(1) cross-regional investment flows led to dramatic increases in capital
intensity and labor productivity, shedding workers faster than could be
absorbed by levels of labor demand generated by a reindustrialization
of manufacturing, coupled with a revitalization of the service sector;
(2) an exceptional pattern of privatization and reindustrialization led to
specialization in intermediates relative to finished goods, with business
cycle effects leading to insufficient levels of labor demand relative to
labor supply.

To accurately introduce and to correctly account for and then explain
causal factors engendering relatively high levels of persistent unemploy-
ment requires a shift away from merely and solely relying on distortions
fettering competition and thereby preventing the achievement of a hypo-
thetical equilibrium in a labor market defined by simplistic, neoclassical
parameters. In this paper, we shifted the analysis away from what we
deem are surface phenomena that—at their very best—should be con-
sidered as secondary factors affecting levels of employment and rates of
unemployment. Our analysis introduces, considers, and explains what
we deem are deeper-seated, underlying, and evolving structures of the
economy—as well as of the society—that affect aggregate demand, in
general, and labor demand, in particular.

So long as policies fail to address what we point out are the root causes
of slack labor demand in Germany’s eastern region, we should then expect
the continuance of relatively high levels of persistent unemployment, with
the attendant mass outmigration, especially of qualified young people.
The region’s recent losses of human capital are estimated by Heilemann
(2005, p. 508) to be as large as €75 billion, or close to $100 billion. In
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addition, the ratio of women in their reproductive years to available men
registers as the lowest in Europe—outside of mining regions in northern
Scandinavia—portending long-term population decline, and suggesting
that the eastern region will fail to sufficiently converge with the western
region (Deutsche Bank Research, 2004).

Neoliberal proposals of “broad” and “deep” labor market reforms,
which Snower and Merkl (20064, p. 382; 2006b, p. 26) advocate, would
more likely aggravate the full range of problems, thereby reaccelerating
outmigration from the eastern region. As we developed in this paper,
the eastern region of Germany is plagued, more correctly, by stagnating
levels of effective aggregate demand and slack labor demand, which are
inextricably linked to its recent reunification, integration, and transforma-
tion to a peripheral region of a larger German economy and society.
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