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At a glance

B Over the past ten years,

Germany’s economic policy
has focused too much on the
supply side at the expense of
the demand side.

Stagnating wages and cuts
in social security have taken
the pressure off employers
but are severely hampering
Germany’s domestic econo-
my. Fiscal policy has failed
to stimulate demand, which
has come primarily from
abroad as a result of import
surpluses among Germany’s
trading partners. As a re-
sult, Germany’s economic
performance was for many
years substantially poorer
than that of other European
countries. This situation be-
gan to change only in 2009,
when the government im-
plemented a more active po-
licy to boost demand.

This paper uses simulations
to present alternative eco-
nomic scenarios, showing
what damage would have
been done to Germany’s
economy if, among other
factors, the countries cur-
rently hit by the crisis had
imported less. It also de-
monstrates that Germany’s
economy would have fared
better with higher wage
growth and a different soci-
al security and fiscal policy.

Report

|s the supply side all that counts?

How Germany’s one-sided economic
policy has squandered opportunities and is
damaging Europe

Alexander Herzog-Stein, Fabian Lindner,
Rudolf Zwiener

Many researchers, policy makers and media commentators view the intensifi-
cation of Germany’s supply-oriented economic policy over the last ten years
— culminating in a series of welfare state and labour market reforms known as
‘Agenda 2010’ — as a model for success (FAZ 2012; Blum et al. 2008; Klinger
et al. 2013). Its reforms of the labour market and welfare state, together with
longer-term stagnation in real wages and a restrictive fiscal policy, are being
recommended to the crisis countries in the Eurozone and sometimes even im-
posed on them.

Germany’s supply-oriented economic policy has focused primarily on redu-
cing companies’ costs (wages, social security contributions and taxes) to give
business an incentive to create jobs. Labour market reform, for example, was
aimed explicitly at cutting pay for low earners and expanding the country’s
low-wage sector, while reforms of unemployment and health insurance and the
pension system were intended to bring down non-wage labour costs.

Such a policy concentrates purely on reducing costs and focuses solely
on the supply side, neglecting the economy‘s demand side. Even if a com-
pany or, indeed, the corporate sector of an entire country can bring down its
costs by cutting its wage bill, social security contributions and taxes, it still
needs enough effective demand to translate these lower costs into an econo-
mic advantage. After all, wages, social security contributions and taxes are
not just costs that businesses have to meet; they also make up the income out
of which both individual consumers and states pay for the goods that these
businesses produce.

Companies may even find that lower costs translate directly into lower ear-
nings and that there is no improvement in their overall position. If consumer
demand collapses because household incomes fall, companies are able to boost
sales only if demand comes from a different source.



Economic policy has the capacity to strengthen
demand in two ways. First, the state can boost its
own expenditure to compensate the drop in consu-
mer spending and stabilise demand that way. Se-
cond, a country’s central bank can cut interest rates
to stimulate corporate demand for capital goods
and, thereby, support demand.

If a country’s efforts to cuts its costs are not
mirrored in all its trading partners, or if its currency
does not appreciate, then lower domestic costs will
boost demand for exports and increase profits.

This paper considers whether, and how, supply-
oriented and demand-oriented policy approaches
have been impacting on each other in Germany. It
will analyse economic policy — both supply- and
demand-oriented — across the board over the last
10 to 15 years to demonstrate that structural re-
form has depressed macroeconomic demand in
Germany over a lengthy period without the support
of a sufficiently compensatory demand-oriented
policy — something that has been a major factor in
the long-term stagnation in domestic demand.

Over this period, virtually the only growth stimu-
lus to Germany’s economy has been demand from
abroad. This, however, has produced imbalances in
the current account funded by debt on the part of
the importing countries, itself partly provided by
German banks. As the current Eurozone crisis
shows, this is not a sustainable strategy.

By contrast, the global financial crisis of 2009
demonstrated that an active demand-oriented po-
licy can be effective. At that time, the German
government successfully supported consumer de-
mand through economic programmes and short-
time working; this, along with a corporatist policy
of employment protection implemented in conjunc-
tion with employers and unions, enabled Germany
to survive its most serious economic crisis since
the Second World War and provided stability of
employment, the benefits of which are being felt
to this day.

Supply-oriented policy over the past
ten years

Social security and labour market reforms, coupled
with a restrictive policy on demand, reduced in-
comes and weakened earnings expectations both
of households and of companies manufacturing for
the domestic market, with a resulting major impact
on Germany’s domestic economy until 2008 and
negative consequences for employment.

Between 2002 and 2005, Germany passed four

separate laws designed to liberalise the labour mar-
ket, known collectively as the ‘Hartz laws’; they
implemented far-reaching labour market reforms
and changes to the institutional framework. Aty-
pical working arrangements, particularly agency
work and ‘mini-jobs’ (which involve low pay and
restricted hours and an exumption from social se-
curity contribution), were de-regulated; statutory
protection against dismissal was reduced; and there
was a root and branch reform of the employment
placement system. New labour market tools were
also introduced, such as a business start-up allo-
wance for the self-employed and ‘1 Euro jobs’ — a
scheme designed to get the long-term unemployed
back into work. Meanwhile, supplementary benefit
was merged with the income support system; in the
case of wage-replacement benefits, unemployment
benefit was restricted in duration, and the rules on
accepting job offers and sanctions for job-seekers
were tightened up.

As a package, these measures had the effect
on both those in work and the unemployed of
lowering their expectations of pay and job secu-
rity; indeed, that was their explicit aim. One of the
central planks of the reforms relating to low ear-
ners and the unemployed in particular was cutting
the reservation wage — the minimum wage level for
a worker to be prepared to offer his or her labour
(SVR 2002/03, p. 12).

Across the board, these reforms intensified
an existing trend towards more atypical forms of
employment and low-wage employment, cutting
incomes for low earners especially. Low-paid, part-
time employment in particular became more com-
mon, both for main breadwinners and second ear-
ners, rising from 13 % of all those in employment
before the Hartz reforms were implemented to
20 % by 2009 (Keller and Seifert 2011). This kind
of employment is particularly problematic: neither
the workers nor their employers pay social securi-
ty contributions, so these workers, if they have no
other source of employment, fall outside the scope
of social security coverage (Eichhorst et al. 2010).

As a result, the low-wage sector has expanded
considerably, from around one fifth of all emplo-
yees in 1998 to around one quarter in 2011 (Kalina
and Weinkopf 2013), making Germany’s low-wage
sector one of the largest in the European Union
(Rhein 2013).

Pension and sickness benefits were also cut in an
attempt to bring down non-wage labour costs. Em-
ployer and employee contributions had previously
risen markedly, largely because the reunification of
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Germany was financed to a large extent by the so-
cial security system.'

To enable the government to reduce the contri-
bution rates to Germany’s statutory pension insu-
rance scheme, the value of the pension was reduced
by stages by changing the formula used to calculate
pensions (in particular, the ‘Riester factor’ — Riester
pensions are state-subsidised voluntary individual
pension savings accounts — and what is known as
the ‘sustainability factor’). These cuts in pensi-
ons will result in huge numbers of low earners in
particular facing poverty in old age in the future?
Germany will become one of the OECD countries
with the lowest level of pension income (OECD
2009). Before these reforms were implemented,
Germany’s pension system had been markedly
more successful than other OECD countries in re-
ducing poverty in old age.

The introduction of voluntary, state-subsidised
Riester pensions, to which employers do not con-
tribute, will not be sufficient to offset the drop in
value of future pensions. Many low earners have
seen their real-terms income drop by such an extent
that they cannot afford to take out additional private
pension insurance. And as Riester pensions are off-
set against basic old-age provisions, the latter will
automatically be reduced by the value of any Riester
pension payable. After 10 years of pension cuts and
Riester pensions, it is clear that the promise of pen-
sions that would protect living standards has been
broken and that millions of future pensioners will
be facing poverty in old age (Joebges et al. 2012).

In 2005, the sickness insurance scheme moved
away from equal contributions for employers and
employees and unilaterally increased employee
contributions by 0.9 percentage points, as well
as introducing a range of cost-cutting measures.
Long-established provisions were repealed, and a
‘practice fee’ of EUR 10 was introduced for me-

1 In the aftermath of German reunification, unemploy-
ment in the former East Germany rose sharply and the
former East German sickness and pension insurance
schemes ran up substantial deficits. A large part of
the cost of reunification was borne by employers and
employees who were contributing to social security
schemes. If these costs — which were extraneous to
the insurance schemes themselves — had been funded
from increases in taxation rather than in contribution
rates, the rise in contributions would not have been
so high and it would not have been necessary to cut
pensions, sickness benefit and unemployment benefit
(Meinhardt and Zwiener 2005).

2 The risk of current pensioners facing poverty, compa-
red with the risk faced by the population as a whole,
has so far been classified as ‘average’ (Goebel and
Grabka 2011). However, this applies only to needs-
weighted disposable household income and not to
single-person households.

FIGURE 1

Percentage change in
equivalence-weighted real net

household income
1999 - 2010

15% -
10% -
5% -
0% -

-5% -

-10% -
1 2 3 4 5 6 7 8 9 10
Income deciles

IMK =

Sources: SOEP; IMK calculations.

dical consultations, along with cash payments for
medicines and medical appliances. Overall, social
security for employees was reduced substantially in
order to cut companies’ costs.

Cuts in both actual earnings and the earnings
expectations of large numbers of people mean that
this policy has produced a drastic reduction in con-
sumer spending and in domestic demand, as we
shall explain in greater detail in the next section.

Figure 1 illustrates the growth in real-terms net
household income® for different income groups
between 1999 and 2010. Over this period, when
social security and labour market reforms were
in full swing, the poorest 40 % of households lost
income — some of them massively — while the
richest households saw their incomes rise particu-
larly sharply. The rise in incomes among the richest
10 % of households can be attributed primarily to
increases in income from capital (dividends and in-
terest) and the substantial reduction in taxation on
such income, particularly for high earners (Schmid
and Stein 2013).

As a result, inequality has risen more sharply in
Germany than in any other OECD country over this
period (OECD 2008). As recently as the 1980s, in-
come distribution was as equitable in Germany as
in many Scandinavian countries and was markedly
better than the OECD average. It has now fallen
back to the OECD average.

This shift in income distribution is likely to have
3 This considers ‘equivalence-weighted real-terms net

household income’. Equivalence-weighting controls

for the composition of individual households, so

that a household’s entire income is divided by the

weighted number of people it includes; children, for
example, are weighted less heavily than adults.
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hampered economic growth. Households with low
incomes typically spend their full income, so when
it falls, so does their spending. Higher incomes for
the wealthiest cannot, however, offset this fall in
spending by the poorest, since better-off households
save proportionally more of their income and spend
less of it (Klar and Slacalek 2006). Fichtner et al.
(2012) calculate that between 2002 and 2010, the in-
creasingly unequal distribution of incomes boosted
the average savings ratio markedly, driving down
consumer demand. They estimate that without this
inequality, German consumer spending would have
been up to EUR 10 billion a year higher.

Nor was the drop in demand by private
households offset by efforts on the part of the
state to implement a strong demand-oriented po-
licy. After 2001, when the German government
massively reduced taxes (especially for compa-
nies and higher-income households), deficits arose,
which it sought to remedy by cutting public expen-
diture from 2003. The increase in value-added tax in
2007 helped to balance the public accounts but had
a drastic effect on purchasing power and, especially,
on spending by lower-income households.

Public sector investment was hit particularly
hard by the drop in public expenditure. Such invest-
ment is more prone to being cut than many other
forms of spending that are underpinned by statu-
tory protection and that cannot be reduced rapid-
ly, at least in the short term. As a result, public net
investment — calculated as gross investment minus
depreciation — was consistently negative from 2003
onwards and, as a result, the public capital stock
shrank (Figure 2).

Local communities and local government were
the largest losers from these cuts in taxation. They
account for the lion’s share of public investment.
Surveys among local government directors of fi-
nance have found that by 2012, there was a backlog
of EUR 128 billion of investment, particularly in
spending on road and transport infrastructure and
on schools (KfW 2013).

The German Institute of Urban Affairs (Difu)
has also calculated a significant shortfall in essen-
tial investment, particularly in transport infrastruc-
ture and schools, which it puts at EUR 47 billion a
year between 2006 and 2020 (Bracher et al. 2008).
In 2007 and 2008, Germany had the second lowest
investment ratio of all the 27 EU Member States;
only Austria had a lower ratio (Deutsche Bundes-
bank 2009).

Below, we provide more detailed analysis of the
impact this policy has had on growth and employ-
ment in Germany.

FIGURE 2
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Sources: AMECO; IMK calculations. IMK-

A cyclical comparison of growth and
employment

To illustrate the impact that economic policy has
had over time, we shall now compare key econo-
mic indicators over the three economic cycles since
1999. An economic cycle includes an upturn and a
downturn.* By comparing the three cycles it can be
shown that economic policy — both supply-oriented
and demand-oriented — has had an impact on growth
and employment.

The first of these three cycles covers the period
from the upturn in Q1 1999 to Q1 2001 and the sub-
sequent long period of stagnation that lasted into
Q2 2005. This four-year stagnation was the longest
in the Federal Republic’s history and included the
reform programme introduced by the ‘red/green
coalition’ of Social Democrats and Greens that was
in power at the time.

Recovery began in Q2 2005, marking the start of
the second economic cycle. This upturn, however,
lasted only until Q1 2008, when the global finan-
cial crisis triggered the most serious recession in the
Federal Republic’s history and saw the country’s
GDP fall by 6.8 %. The downturn was, however,
much shorter than the downturn during the first
cycle, lasting just five quarters (Figure 3 — GDP).

The third and most recent economic cycle then
began in Q3 2009, reaching its peak in Q3 2011.
There are currently signs that the third cycle may
have come to an end in Q1 2013. The downturn
was markedly less damaging than the downturn du-
4 The dating of the economic cycles follows the method

described by Herzog-Stein (2010) and is based on

‘relative output gaps’ as determined by means of

a range of statistical filtering procedures. See also

Herzog-Stein and Logeay (2010) and Herzog-Stein et
al. (2013).

IMK Report 87e
November 2013

Page 4



Cyclical comparison |
adjusted for seasonal and calendar variations

Real Gross Domestic Product
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ring the other two cycles, despite the ongoing crisis
in the Eurozone.

So why were the three cycles so different? In
all three cycles, exports grew substantially during
the upturn (Figure 3 — Exports). In the second and
third cycles, the start of the downturn was heralded
by a drop in exports, whereas there was actually
a marked rise in exports during the first cyclical
downturn. Exports therefore provided a substan-
tial expansionary impetus for the German econo-
my during the long period of stagnation. In other
words there is no evidence of any weakeness of
international competitiveness that would have de-
manded by supply-oriented measures to cut costs.

The key difference between the cycles lies, in
fact, in growth in domestic demand. From Q3 2000,
demand initially stagnated and then fell, and it was
not until early 2005 that real-terms domestic de-
mand recovered to its level of early 1999 (Figure

0 02 04 06 08 10 12 14 16 18 20 22 24
Quarters

IMK =

3 — Domestic demand).

Real-terms domestic demand is made up of priva-
te and public consumption spending and investment.
All three components were implicated in the collap-
se in demand. One major cause was the one-sided,
supply-orientedeconomicpolicy—inotherwords, the
‘red/green coalition’ actually provoked the long pe-
riod of stagnation.

There was a particularly marked fall in gross
fixed capital formation, which was around 6.5 %
lower in mid-2005 than at the beginning of 1999.
The 2009 financial crisis triggered huge falls in
such investment, but even towards the end of that
period, there was still modest growth taken over the
economic cycle as a whole.

The key factor in the sluggish growth in in-
vestment was not capital investment (for exam-
ple in new plant) but investment in construction
(Figure 3 — Construction investment), which fell by
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Cyclical comparison Il

adjusted for seasonal and calendar variations

Real household expenditure
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a total of 20 %, primarily as a result of the decline
in private sector housing construction. This decline
can be attributed to three key factors (Dullien and
Schieritz 2011). First, towards the end of the 1990s,
a property bubble burst, particularly in eastern Ger-
many, where the government had pumped in high
levels of subsidies to modernise the former GDR
housing stock, leading to high levels of over-capa-
city. Second, the already poor situation facing the
construction industry was exacerbated by the with-
drawal of state subsidies, including subsidies for
new buyers, as part of measures to consolidate pu-
blic finances. And third, private sector construction
activity relies heavily on household incomes and
income expectations, which were seriously impac-
ted as a result of the reforms. The state’s budgetary
consolidation once tax revenues began to fall in the
wake of tax cuts also contributed to a drop in real-
terms state spending and a long stagnation, which

0 02 04 06 08 10 12 14 16 18 20 22 24
Quarters

IMK =

in turn damaged domestic demand.

Private consumption spending — the largest ele-
ment of GDP — stagnated between 2001 and the end
of 2005. The key factor was stagnation and even
at times a drop in real wages following the labour
market reforms (Figure 4 — Real wages). This trend
persisted for seven years, and throughout this peri-
od of stagnation and beyond, the key component of
domestic demand was failing to provide any impe-
tus for growth.

Private consumer spending also stagnated during
the downturn in the second cycle, but it is important
to note that this coincided with a dramatic global
economic downturn, with the effect that — against
such a backdrop — a lack of growth in consumer
spending effectively had a stabilising effect. During
the third downturn, consumer spending actually
rose slightly, producing stabilising effects during
this phase of the cycle.
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Cyclical comparison I

adjusted for seasonal and calendar variations

Development of employment
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Growth in nominal wages per employee was
modest in all three economic cycles (Figure 4 —
Nominal wages). It is also, however, striking that
nominal wages stagnated between 2003 and early
2006 but then grew more substantially in the third
cycle (by around 9.5 % within three and a half
years).

The number of people in employment rose in
each of the three cycles, but the trend was mar-
kedly different in each. During all three economic
upturns, the total number employed rose by the
same proportion over eight quarters. However, it
was only during the first cycle that it fell during the
downturn; in the second and third cycles, it actually
continued to rise (Figure 5 — Employment).

The main reason for this variation in growth
in employment during the downturn is the econo-
mic and employment policy in force at the time.
During the long stagnation that formed part of the

FIGURE 5
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first cycle, no such policy was in force. In the se-
cond cycle in particular — which coincided with
the financial crisis — the government enacted two
packages of economic measures and expanded the
use of state-subsidised short-time work. Figure 4
(Public expenditure) illustrates how public expen-
diture rose during the second cycle, supporting
both domestic demand and employment. Measu-
res agreed by employers and unions to boost com-
pany flexibility such as ‘working time accounts’
were also a major factor in stabilising employment
(Herzog-Stein et al. 2013a; Herzog-Stein et al.
2013b).

There was a marked fall in unemployment du-
ring all three upturns, but the scale of the fall was
much more marked in the second and third upturns
(32 % and 15 % respectively) than in the first, when
unemployment fell by only 7.6 % over eight quar-
ters (Figure 5 — Unemployment). However, some
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special factors were at play, particularly in the se-
cond cycle, which followed the labour market re-
forms. In early 2005, the introduction of a basic
benefit for job-seekers saw large numbers of people
who had previously been on a form of income sup-
port (‘Sozialhilfe”) being classed as fit for work and
as unemployed, a shift that subsequently proved to
be mistaken and was corrected. Overall, this trend
overstated the decline in the numbers registered as
unemployed between 2005 and 2008 (Bundesagen-
tur fiir Arbeit 2011, p. 9).

It is also likely that the labour market policy in
operation — and especially the newly introduced
‘1 Euro jobs’ — reduced overall unemployment,
though probably by less than the total number of
‘1 Euro jobs’: other labour market policy measures
that were much more widely used before the Hartz
reforms came into force, such as job creation pro-
grammes, were being scaled back at the time.

There was also a downward trend in the size of
the potential labour force between 2006 and 2008,
according to calculations by the German Insti-
tute for Employment Research, IAB (Fuchs et al.
2013, Table 1), which is likely also to have taken
the pressure off unemployment. In the first upturn,
by contrast, labour market policy measures actually
tended to increase, rather than decrease, unemploy-
ment. The potential labour force also rose markedly
in 2000 and 2001, which is likely to have further
hampered efforts to reduce total unemployment.

Overall, the difference in the fall in unemploy-
ment was less marked between the first two upturns,
which would seem to suggest growth in employ-
ment levels during these two upturns. There are
indications that the labour market reforms boosted
the efficiency of employment offices and of the la-
bour market as a whole and that this helped to bring
down unemployment (see, for example, Klinger and
Rothe 2012).

Much more striking is the growth in registered
unemployment during the last two downturns, par-
ticularly during the financial crisis, compared with
growth in unemployment during the long period of
stagnation. It was, indeed, only during the first eco-
nomic cycle that unemployment rose so substan-
tially that after 14 quarters it was once again higher
than at the beginning of the first cycle. If an active
economic and employment policy had been de-
ployed so as to limit the duration of the first down-
turn to six quarters, as was the case in the subse-
quent two downturns, this rise in unemployment
could have been avoided.

The positive outturn on the labour market in the
second and third downturns, as measured by trends
in employment and unemployment, cannot really

be attributed to the labour market reforms imple-
mented. These reforms tended to focus on measures
like reducing dismissal protection and deregulating
agency work in an attempt to boost external flexi-
bility — that is, to enable companies to reduce their
workforce more quickly than was previously the
case. The reforms did not, though, help to boost the
scope for internal flexibility by changing working
time within companies.

However, alongside an active conter-cyclical
and employment policy, the temporary reduc-
tion in working time was one of the key fac-
tors behind the success in maintaining employ-
ment during the financial crisis by bringing
about a marked reduction in total hours worked
without job losses (Figure 5 — Total hours worked).
During the most recent downturn in the third
cycle, too, companies were again using measures to
boost internal flexibility, including ‘working time
accounts’, and to protect jobs during this period of
economic weakness (IAB 2013).

These measures also stabilised demand: ‘working
time accounts’ and subsidies for short-time working
kept employment high and boosted the security of
household incomes despite the ongoing financial
crisis. It was this factor that marked out Germany
from virtually all the other countries affected by the
crisis in helping to keep consumer spending stable
and cushioning the economic downturn as well as
making it easier to recover once the crisis was over.

Nor is there any evidence from the figures on
growth in hourly productivity that labour market
reforms secured a long-term change in employ-
ment. For any given level of economic growth,
higher employment intensity normally results in
lower growth in productivity, but there is no evi-
dence of this having happened: during the second
upturn, hourly productivity rose more strongly
than during the first upturn, while the rise was less
marked during the third upturn than during the first
(Figure 5 — Labour productivity).

By contrast, there was a marked drop in pro-
ductivity during the financial crisis, indicating that
there was large-scale hoarding of labour of the kind
evident in earlier severe recessions, such as in the
early 1970s (Herzog-Stein et al. 2013).

Overall, a comparison of the three economic
cycles provides substantial evidence for the ar-
gument that an unsuccessful macroeconomic and
employment policy between 2000 and 2005 had a
negative effect on labour market trends. However,
the cyclical comparison provides less convincing
evidence of the significance and effectiveness of la-
bour market reforms as measured by better labour
market outcomes in the last two economic cycles.
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There are some indications that as well as higher
economic growth, the successful corporatist eco-
nomic and employment policy in operation during
the financial crisis was also a contributory factor
(Herzog-Stein et al. 2013).

International comparison of growth
and employment

In the next section, we compare trends in growth,
employment, pay, productivity, exports and consu-
mer spending in Germany with the same indicators
in selected European countries over the past ten
years. Over this period, Eurozone countries have
been subject to the same changes in the nominal
exchange rate for the Euro, the same monetary po-
licy (laid down by the ECB), and the same exter-
nal pressures and influences, including oil prices.
However, these countries had different wage and
financial policies, and their economies were mar-
kedly more demand-oriented.

Figure 6 shows the trend in key macroecono-
mic variables. It is striking that, compared with
other countries, wages have risen only modestly
in Germany in absolute terms and by significantly
less than the average since the launch of European
Monetary Union (EMU). It was not until recently
that wages began to rise again more substantially.
At the same time, hourly productivity rose more
substantially in Germany than in the Eurozone as a
whole. Until the 2008/2009 crisis, Germany’s pro-
ductivity growth was higher than in the comparator
countries and markedly higher than the Eurozone
average. There was then a significant drop in pro-
ductivity in 2008 and 2009, reflecting the specific
measures Germany put in place to tackle the crisis
and, in particular, the cuts in working time. Produc-
tivity then rose again by rather more than the Euro-
zone average.

By comparison with other Eurozone countries,
it is also clear that the modest pay growth that re-
sulted from this supply-oriented policy did not
actually lead to a better outturn as far as employ-
ment was concerned (Logeay and Zwiener 2008).
By comparison with other European countries, the
total number of people in employment in Germany
did not increase between the launch of the Eurozo-
ne and 2006; in fact, it has risen only in the past few
years. Over the period from 2000 to the present day,
indeed, it has consistently lagged behind the Euro-
zone as a whole and caught up with the Eurozone’s
employment growth rate only as the persistent cri-
sis hit the Eurozone countries and prompted job
losses in the worst-hit countries.

As a result, Germany’s economic growth was

among the lowest in the Eurozone for the entire ten-
year period. These figures show that what has been
portrayed as a successful supply-oriented policy
was, in fact, a failure. Things did not begin to im-
prove until the German government implemented
an active demand-oriented policy in an attempt to
tackle the crisis in 2008/2009 and pay growth sub-
sequently picked up, enabling Germany to begin to
close the substantial gap between itself and the rest
of Europe in terms of growth, pay and employment.

The consequence of Germany’s supply-oriented
policy was the development over the last ten years
of massive foreign trade imbalances. A modest cur-
rent account deficit in 1999, when goods and servi-
ces were already making a positive contribution to
net exports, gave way to current account surpluses
of between 5 % and 8 % of GDP. That, however,
did not translate into increased prosperity because a
significant proportion of these surpluses were then
lost as a result of currency movements and value
adjustments during the financial crisis (Klér et al.
2013).

Surpluses in the current account, which is pri-
marily made up of the foreign trade balance, incre-
ase a country‘s net financial assets abroad: for the
proportion of exports that is not offset by imports
of the same value, an economy builds up financi-
al claims on other countries (Klér et al. 2013). By
this a country becomes dependend on the valua-
tion of financial assets in other countries. By the
end of 2012, the German economy had overall net
financial assets abroad that — as a result of write-
offs and exchange rate losses caused both by the
global financial crisis in 2008/2009 and by the
Euro crisis — were some EUR 409 billion lower
than the accumulated current account surpluses
for 2000 to 2012 indicated they should be. That
is equivalent to a loss of more than 15 % of the
2012 GDP and 30 % of the total surpluses over
this period; effectively, Germany was giving away
large sums of money to other countries. There
could, moreover, be further value adjustments to
come, as a result of the Eurozone crisis.

The impact of an alternative demand-
oriented policy

In the next section, we use the IMK model (see
the Infobox and Rietzler 2013) to conduct some
macro-econometric simulations in an attempt
better to quantify and explore the impact of
Germany’s policy mix on growth and employment
and to consider how alternative policies would
have impacted. We place particular emphasis on
the influence of the three main areas of demand
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FIGURE 6

Growth in macroeconomic variables in selected Eurozone countries
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— foreign trade, pay, and the state. We shall mo-
del three counter-factual scenarios. To illustrate
how dependent Germany has become on exports,
we first demonstrate what would have happened if
Germany had implemented its supply-oriented po-

IMK e

licy but its trading partners had been unwilling or
unable to import German goods to the extent they
actually did.

Two further scenarios will then explore how
alternative wage and financial policies could have
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boosted domestic demand over the past ten years.
These scenarios will compare the actual supply-
oriented policy with an alternative economic policy
approach that would not have pushed the foreign
trade balance as much as far out of equilibrium as
actually occured.

Overall, we argue, Germany should have taken
a rule-oriented approach to policy to reflect the fact
that individual member states within a currency
union are no longer able to devalue or revalue their
currency in nominal terms to correct unfavourable
trends. To do this it should have followed a macroe-
conomically-oriented wage policy (Herr and Horn
2012) with no attempt to use wage policy to create
unacceptable competitive advantages at the expen-
se of other member states.

This would also apply to tax policy. The ‘race to
the bottom’ in terms of tax rates of the kind seen,
among others, in Ireland, Cyprus and Slovenia
should not have taken place. Measures to cut taxes
at the expense of other Member States undermine
the very foundation of Europe’s social welfare mo-

del and force it to reduce social protection even in
countries whose economies are growing.

We use the IMK’s macro-econometric model
(see the Infobox). The baseline scenario is a si-
mulation of actual trends between 1999 and 2011
that reproduces all the economic policy measures
actually implemented at that time. There are three
alternative scenarios, which demonstrate how alter-
native economic policies would have impacted on
growth and employment.

Scenario 1 differs from the baseline scenario in
only one respect: it assumes that other countries
imported only as many goods and services as Ger-
many actually exported — that is, it assumes that
trade imbalances were avoided without at the same
time stimulating the domestic economy.

Scenario 2 assumes that effective wages in Ger-
many grew by substantially more than was actually
the case. This scenario illustrates the stabilising
effect of pay as a component of demand.

Scenario 3 includes higher wage growth and ex-
cludes the cuts in taxation and social security con-

INFOBOX 1

The IMK model

The IMK model is a structural macroeconometric model of the German economy. The IMK has been
using it for the past eight years to make economic forecasts and analyse policy. Over this period, it has
been updated and reassessed on a six-monthly basis and refined in a number of major areas. In con-
trast to the literature on modelling (Rietzler 2013), for example, the IMK model includes an improved
estimating equation for the import of goods that takes account of long-term trends in consumer spen-
ding as well as price variables, exports and capital investment.

Virtually all the estimating equations in the model are specified as error-correction equations (Engle and
Granger 1987; Banerjee et al. 1998). The critical values for the coefficients of error-correction equations
are derived from Banerjee et al. (1998) as described in Hassler (2004).

Economic theory hypotheses are crucial to the model, particularly in relation to long-term relationships.
Its specifications largely follow Keynesian theory. As well as the existence of nominal rigidities, eco-
nomic policy is the main long-term influence on the real economy. Unemployment may persist in the
long term; there is no model-immanent process that automatically brings it down. The determination of
employment is therefore Keynesian theory in that demand for labour is reliant on economic growth. The
impact of productivity on this relationship is the result primarily of additional investment; growth in real
wages has only an indirect effect on demand for labour by influencing investment decisions.

The time series properties of the variables play a vital part in this model of the economic cycle. It is
calculated on the basis of quarterly original series before seasonal adjustment with the use of seasonal
dummies. There are normally no restrictions in relation to homogeneity, and the coefficients are not
calibrated. The model contains no rational expectations.

The model uses highly aggregated time series from the national accounts for the demand and income
variables, prices, employment, and the state sector. There are 48 stochastic equations and 61 defining
equations. One further characteristic of the model, alongside its Keynesian orientation, is the disaggre-
gated export determination: German exports of goods are broken down by region (Eurozone, UK, USA,
and the rest of the world). Interest, nominal exchange rates, demographic growth, foreign price levels
and export demand are exogenous variables.
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tribution rates between 2001 and 2005. It also assu-
mes that over the period covered by the simulation,
public consumption rose consistently by slightly
less than nominal Gross Domestic Product. In this
scenario, the state would, therefore, have imple-
mented a modified supply-oriented policy coupled
with a more appropriate demand-oriented policy
without increasing government deficits.

To gauge the influence of individual measures
on the economy as a whole, we consider and ana-
lyse for each scenario the difference in trends for
individual variables between the baseline scenario
and the alternative scenarios.

Exports cannot offset the decline
in demand arising from a supply-
oriented policy (scenario 1)

The bulk of German growth was attributable to an
increase in exports, specifically the surplus of ex-
ports over imports. This net export balance grew
because Germany imported relatively little, reflec-
ting weak domestic demand, but exported heavily,
reflecting better price competitiveness and a high
level of demand for German goods from foreign
markets.

Since exports and imports exactly counter-
balance each other at the global level, export sur-
pluses for any one country must be offset by equal
import surpluses in the remaining countries.> Coun-
tries that consistently import more than they export
can continue to do so only either by funding the
deficit themselves or by accumulating debt abroad,
something that would be impossible without credit
from abroad.

Germany’s export surpluses were, therefore,
possible only because those buying German goods
were funding growth through credit, a policy that
requires a credit source. Some of the major fun-
ders of debt in the Eurozone crisis countries — and
also previously in the USA — were, and continue to
be, German banks (Lindner 2013, Waysand et al.
2010). Without their provision of credit, the cri-
sis countries would not currently have such high
levels of debt, nor would they have been able to
import goods and services from Germany on the

5 In strict accounting terms, there cannot be imports
without exports: that is, the total sum of exports is
the same as the total sum of imports (Xex = Xim).
Dividing exports and imports into those from/to
Germany (D) and those from/to the rest of the world
(RW) produces the following expression: exD+exRW
=imD + imRW. A simple exchange of terms produces
the expression exD- imD = imRW - exRW: that is,
Germany’s net exports are equal to the net imports of
the rest of the world.

same scale.

In this first scenario, we therefore explore what
would have happened if the countries importing
goods and services from Germany had not run up
such high levels of debt and could have afforded
fewer imports, restricting Germany’s exports.

To illustrate this, scenario 1 assumes that the
level of Germany’s real net export balance as an
approximation of the growth in the balance of pay-
ments is frozen at its 2000 level. Countries outside
Germany are assumed to be importing only as much
from Germany as Germany itself is importing from
other countries. Against the backdrop of extreme-
ly weak domestic demand in Germany — the result
of the country’s economic policy — this necessarily
creates much smaller growth in exports.

The simulation shows that, if the rest of the world
had imported as low a level of goods from Germany
as Germany itself was willing to import, from the rest
ofthe world Germany would have lost more than five
million jobs. The level of real Gross Domestic Pro-
duct would have remained virtually unchanged over
a decade — that is, there would have been no eco-
nomic growth (Table 1). Exports would still have
risen strongly, but after 13 years, they would still
have been more than 20 % lower than was actually
the case. The simulation demonstrates clearly the
extent to which Germany took advantage of global
economic growth and indebtedness in the countries
now hit by the crisis (Figure 7).

Conversely, it also shows that a solely supply-
oriented policy can hardly function without a sti-
mulus to exports. That is currently the situation in
the countries worst hit by the crisis. Virtually every
Eurozone country has been forced to implement a
supply-oriented policy to cut its costs and boost its
exports, so it is impossible to create sufficient ex-
port momentum. The negative effect of a supply-
oriented policy on the domestic economy is more
pronounced than the effect of higher price compe-
titiveness.

Stabilisation through wage policy
(scenario 2)

It has been striking over the past decade that wage
growth in Germany has been extremely low by
comparison with other Eurozone countries: nomi-
nal growth in wages per employee was only 17.5 %
between the beginning of 2000 and the beginning
of 2012, equivalent to just 1.4 % a year. The ave-
rage figure for all Eurozone member states, by con-
trast, was 31 %, or 2.3 % a year.

These low rates of growth in nominal wages in
Germany reflect mainly the impact of collective
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Balanced current account
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pay bargaining, but bargaining is crucially deter-
mined by the institutional and political framework.
Low rates of growth in actual wages reflect the
limited bargaining power of trade unions, the in-
creasing number of sectors falling outside the scope

FIGURE 7
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of collective bargaining, and high levels of unem-
ployment.

They were also exacerbated by a combination of
labour market policy, which introduced measures
to deregulate (and, as a result, expanded) low-paid,
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part-time work and agency work, the absence of a
statutory minimum wage (Horn et al. 2008), and the
fiscal and social security policy in force, whose em-
phasis on cost-cutting and redistribution placed a
burden on workers and hobbled economic growth.

As an alternative to the actual growth in wages
(baseline scenario), the impact on the economy as
a whole of higher growth in wages has been si-
mulated using the IMK model (scenario 2). The
starting-point for this alternative growth in wages
is the launch of the single currency in 1999. Once
a country has joined a monetary union, changes in
pay no longer trigger automatic medium-term ad-
justments in the nominal exchange rate. Before the
launch of the Eurozone, comparatively low growth
in wages in Germany led after a while to higher
current account surpluses, producing repeated and
suddennominal devaluations of the deutschmark that
wiped out and, in some cases, actually reversed the
country’s competitive advantage.

This
Germany and the other member states bacame
members of a monetary union. The changes in the
real exchange rate resulting from an ongoing low
level of growth in German wages now produced a
sustained and steadily growing price competitive-
ness that could no longer be corrected by nominal
boosts to the value of the country’s own currency,
as had been the case in the past.

One yardstick for alternative wage-setting me-
chanisms is the concept of a macroeconomically
oriented wage policy, which stipulates that wage
growth should normally make full use of the
scope represented by growth in productivity and
the target rate of inflation set by the European
Central Bank (ECB) (Herrand Horn 2012; Horn and
Logeay 2004). Up to the 2008/2009 crisis, there
was a medium-term increase in productivity of
more than 1 % per employee per year, so with
the ECB’s target inflation rate at just under 2 %,
wage growth across the economy should have been
around 3 %.

Wage growth of this order across the German
economy would not breach the ECB’s inflation tar-
get. Moreover, with these rates of increase, Germa-
ny would face no risk to its price competitiveness
within the Eurozone, provided other countries did
not register even lower increases over the long term.
If other countries exceeded their margin for wage
increases, on the other hand, they would automati-

mechanism was deactivated once

cally be penalised by loss of price competitiveness.®

If per capita nominal gross wages in Germany
had been governed by such a macroeconomically
oriented wage policy, they would have grown
by just under 3 % a year since the Eurozone was
launched, taking growth in per capita wage levels
to around 19 % by 2011 (Table 1). Although the
price increases this would have triggered would
have wiped out part of the nominal growth in wa-
ges (after 13 years, prices would have been 3.5 %
higher than in the baseline scenario), real wages
would have grown by almost 1.5 % a year, conside-
rably more than the actual figure of just half of one
percent each year (Figure 8).

This higher growth in wages would have given
real consumer spending an extra boost of almost
7 %, which would have seen it increase considerab-
ly more than it actually did over the 13-year period
(3 %). There would also have been modest increa-
ses in economic growth and employment (Table 1).

Improved domestic growth and higher prices
translate into a substantial increase in state revenu-
es. At the same time, the use of resources on the
expenditure side of the budget produces additional
positive macroeconomic effects, whereby some of
those resources are required by institutional proce-
dures. Over the simulation period, there is, how-
ever, also a discretionary financial policy margin
that, in the simulation scenario, is used for additio-
nal state spending.

The model simulations show that a macroeco-
nomically oriented wage policy has no negative
impact on public finances. In other words, efforts
to reduce government deficits remain but are adjus-
ted to reflect higher incomes and the higher level of
wages and prices, while the public debt ratio falls
slightly by comparison with the status quo. Spe-
cifically, this means that nominal public spending
would rise markedly — by 11 % compared with the
baseline scenario. Overall, government revenues
after 13 years would also be slightly more than
11 % higher than in the baseline scenario.

Of particular interest is the impact on foreign
trade of higher wages and the resultant smaller
improvement in price competitiveness (Table 1).
Higher unit wage costs are, however, only partially
reflected in export prices in this model. After 13
years, export prices would be just under 5 %
higher than in the baseline scenario. The resultant

6 However, if too many countries do the same, the ECB
may be forced to respond to the failure to meet the
HICP target across the Eurozone with a more restric-
tive monetary policy and, therefore, higher interest
rates. This would also impact negatively on Germany,
even though Germany would not actually be respon-
sible for it.
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Alternative wage policy
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smaller improvement in price competitiveness
would have meant a slightly smaller increase in real
exports (just under 6 % lower after 13 years). Ex-
ports would, however, still have more than doubled
over the period. Imports rise by almost 2 % in this
simulation. Stronger growth in the domestic econo-
my is able to over-compensate the slightly negative

FIGURE 8
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impact of lower exports on imports.

The rise in import prices — more than 1 % higher
than in the baseline scenario — is initially surprising.
Against the backdrop of slightly higher domestic
prices, importers make full use of their margin for
price-setting and do not pass on all the scope for
cutting prices to consumers. The concept of ‘pricing
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TABLE 1

Macroeconomic simulations of the
impact of wage, financial and

social policy between

1999 and 2011

Impact 1999-2011 compared with the status quo

in 2011, in %
Other
Wage,
financial
and social

Foreign trade Wage  security
Variable balance' policy? policy3
Gross Domestic
Product, real terms -18,4 1,2 6,5
Employment -16,7 1,2 4,4
Gross wages (per
capita) -15,0 18,9 18,9
Total gross profits -26,6 -21,3 -10,2
Wage share -1,3 12,3 9,9
Unit labour costs -13,3 19,0 18,2
Consumer price
index -2,2 3,5 3,4
Transfers to private
households -8,2 16,2 23,2
Consumption, real
terms -15,7 6,7 11,5
Public expenditure,
real terms -9,0 5,2 14,4
Gross capital
investment, real
terms -7,7 1,2 10,9
Exports, real terms -23,5 -5,9 -5,7
Imports, real terms -13,3 1,9 4,2
Gross Domestic
Product, nominal -23,2 6,3 12,6
Government
revenue, nominal -22,2 11,1 231
Government
expenditure, nominal -10,7 11,0 22,2
For information only
Government fiscal
surplus/deficit
(nominal, change in
EUR billion) -120,2 -1,6 4,0
Export component
(nominal, change in
EUR billion) -160,8 -55,6 -81,6

! Trading partners reject current account deficit.

2 Annual wage growth of just under 3%.

3 No tax and social security contribution rate cuts between 2000 and
2005 not reflected; public spending growth consistently by less than

GDP.

Source: Simulations on the basis of the IMK's macro-

econometric model.

IMK =

to market’ applies not only to German exporters,
who gear their prices largely to the price levels on
their target markets, but also to German importers.
In nominal terms, imports rise by a further 3 % in
the wake of the simulated wage growth. The nomi-
nal net export balance is, therefore, considerably
lower after 13 years, falling by around EUR 55
billion compared with the actual figure of EUR 113
billion in 2011.

Particularly striking are the distributional effects
of higher wages (Table 1). Gross incomes from
paid employment and public transfer payments
rise by 19 % and 16 % respectively compared with
the baseline scenario, while gross profits are 21 %
lower. Profits still, however, rise by around 10 %
compared with 1999 in scenario 2, given a higher
baseline. The wage share stops falling and, in fact,
rises slightly.

Overall, higher wages would not have harmed
either employment or economic growth in this
scenario, contrary to the claims often made by neo-
classical economists. Germany would, in fact, have
benefited from a macroeconomically oriented wage
policy. Exports would have risen less strongly, but
the German economy would have been on a much
more balanced growth path, with higher domestic
growth offsetting weaker export demand, while
growth and employment would both have been
slightly higher. Germany’s income distribution
would have been more balanced than it currently
is, while the current account surplus would have
been substantially lower (Table 1 and Joebges et al.
2009).

The impact of a financial and social policy
designed to stabilise demand (scenario 3)

In this scenario, in addition to assuming a macro-
economically oriented wage policy with annual
wage growth of almost 3 %, the cuts in taxation
and social security contributions between 2000 and
2005 are assumed not to have occured. Instead, it
assumes steady growth in public spending at just
below the level of nominal growth in GDP. This
represents not an expansionary policy on the part
of the state but, rather, a conservative approach. In
this scenario, the government spending ratio is the
same in 2011 as in 1999.

This fiscal policy approach is reproduced in the
model in simplified form. Key aspects of the tax
reforms and the cuts in direct taxation, especially in
2001 and 2004, and the reduction in state spending
from 2003 onwards by a discretionary 2.5 % or so
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are simply omitted in scenario 3.’ ty contribution rates at their 1999 level and using

In terms of social security policy, the measures  the additional income generated by not reducing
taken at the time are also omitted in scenario 3 by  contributions to fund increases in public transfer
freezing employers’ and employees’ social securi-  payments. This removes most of the social security
7 The model simulations were based on calculations of cuts 1mplems:nf[ed at .the time. o
the value of tax cuts between 2001 and 2005 in line The subsidised Riester pension is assumed not
with Truger (2009), Table 3.1. Page 17



to have been introduced, reducing the savings rate
of private households (Logeay et al. 2009). The si-
mulation specification, in fact, reduces the savings
ratio by half of one percentage point (Meinhardt et
al. 2009). The analysis is designed to show how the
strategy of cutting tax and social security contri-
butions and reducing spending worked as part of
a supply-oriented policy and what the effects of a
stabilising fiscal policy would have been instead.

As an alternative to the financial policy in force
at the time, a concept has been used for this scena-
rio that orients public expenditure to medium-term
growth in Gross Domestic Product (Vesper 2008,
Briick and Zwiener 2006). State spending, as by
far the largest expenditure heading, is increased
over the analysis period by almost the same ave-
rage growth rate as GDP. At the same time, public
investment is boosted under scenario 3 because,
in the past, Germany had significantly reduced its
public capital expenditure, triggering a substantial
backlog of investment.

In scenario 3, growth in state spending be-
tween 1999 and 2011 now virtually keeps pace
with growth in Gross Domestic Product while, as
in scenario 2, wages are assumed to rise by just
under 3 % a year. Child benefit increases in 2002
are retained but not the tax cuts and social security
contribution rate reductions introduced by the ‘red-
green coalition’, nor the higher employee sickness
insurance contributions. Compared with the actual
supply-oriented policy, this consistent growth in
expenditure produces significantly higher econo-
mic growth — six percentage points higher by the
end of the simulation period — but without any
increase in the government deficit. In the light of
higher real-terms and nominal economic growth,
the government debt ratio is markedly lower — more
than 10 % lower, in fact. After 13 years, the num-
bers in employment are about 1.5 million higher,
while the high net export balance is halved. It was
naive to believe that a combination of tax cuts and
reductions in social security contributions could
have boosted growth (Figure 9).

Lessons for future economic policy

Whenever an individual economy or the Euro-
zone as a whole is suspected of having structural
problems, the response in line with the prevailing
economic theory is to resort to supply-oriented po-
licy approaches — a policy that relies on measures
deemed to improve profitability on the part of the
companies producing goods. Such measures inclu-
de cutting taxation and social security contributions
and keeping wages as low as possible. This has

been the approach that Germany has taken over the
past ten years and it is currently seen as the way out
of the crisis besetting the Eurozone. It is, however,
a mistaken approach because it fails to acknow-
ledge the demand side, especially the incomes of
private households.

The more strongly supply-oriented policy im-
plemented in Germany over the past ten years or
so, particularly under the impact of ‘Agenda 2010°,
has had, and continues to have, negative economic
effects in Germany and across Europe because its
impact has been to reduce the real exchange rate
compared with Germany’s Eurozone partner coun-
tries. However, even in Germany, this one-sided
policy mix has squandered growth and employment
and produced a massive redistribution in favour of
higher earners and capital owners.

The counter-argument — that Germany’s employ-
ment situation is currently so favourable precisely
because the government implemented a supply-
oriented policy — is simply not persuasive. Such an
argument fails to acknowledge that Germany’s situ-
ation regarding growth and employment improved
by comparison with its international comparators
only when working time was cut massively during
the financial crisis of 2008/2009 and the govern-
ment introduced its two economic packages with
their positive effect on demand. Since then, wages
have been rising more strongly again and are stabi-
lising domestic demand.

This demonstrates that to set an economy on a
successful course requires the supply-oriented po-
licy at least to work in conjunction with measures
on the demand side. And that is exactly what is
currently lacking in the Eurozone, where the coun-
tries worst hit by the crisis have had a one-sided
supply-oriented policy imposed on them. It is a
strategy that has triggered a far-reaching crisis and
extremely high levels of unemployment.

Solving these problems requires a combination
of supply-side measures that reduce the compe-
titiveness problems suffered by individual eco-
nomies and a demand-side policy that then gives
them scope to translate improved competitiveness
into higher sales, growth and employment. This
requires re-establishment of a macroeconomically
oriented wage policy in Germany — stabilising the
existing collective bargaining system, stemming
the growth in sectors wholly outside the scope of
the bargaining system by extending the coverage of
collective bargaining, and supporting pay growth
from the bottom up by means of a nationwide sta-
tutory minimum wage. Second, a medium-term
programme for growth spanning several years is
required, with significantly higher spending, in par-

IMK Report 87e
November 2013

Page 18



ticular in the form of investment in human capital
and plant, along with a social security policy that
boosts the statutory old-age pension rather than lea-
ving large parts of the working population facing
poverty in old age. All this will not only stabilise
demand in Germany but also create markets for the
rest of the Eurozone.

The requirement — backed by the German
government — for a one-sided, supply-oriented po-
licy and “Agenda 2010’ to be applied in the coun-
tries hit by the crisis — a restrictive policy on public
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