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In the aftermath of the German labor market
reforms, is there a qualitative/quantitative

trade-off?

Joachim Moller*

IAB, Nuremberg and Department of Economics, University of Regensburg, Germany

This paper argues that the German labor market reforms implemented in 2003—2005 were successful,
according to the main quantitative indicator of labor market conditions. Long-term unemployment
decreased substantially in the years after the reform, and the trend of continuously increasing systemic
unemployment was reversed. At the same time, the extreme shock to the GDP incurred by the world
recession in 2008/2009 left only minor traces in the German labor market. Employment climbed ro
an all-time high, and several regions, especially Southern Germany, are close to full employment.
One should also stress that youth unemployment in the country is among the lowest in Europe.

The evidence from several qualitative indicators of labor market conditions, however, is less clear.
Since 2005, these different indicators tell both negative and positive stories. On the positive side, the
German job miracle’ could have played a role in this context. Even during the sharpest recession in
the post-war period, employment was stable. My interpretation is that this ameliorated the perceived
job stability for many workers. On the negative side, the wage growth for many groups of workers is
unsatisfactory. Wage inequality has risen substantially. Today, the size of the low-pay secror in
Germany is higher than that in almost all other European countries. I argue that the increase in
wage dispersion has gone too far. It was not a necessary condition for the improvement of the employment
rate but was instead an unintended by-product of the reforms. Therefore, this side effect can be corrected
without jegpardizing the indispurable employment rate successes.

Keywords: labor marker reforms, unemployment, inequality, quality of jobs

JEL codes: /10, j28, 31

1 INTRODUCTION

From an international perspective, the German labor market reforms under the social-
democratic Chancellor Gerhard Schrdder in 2003 to 2005 are mostly considered a success
story and the key explanation for Germany’s strong economy in the aftermath of the
reforms. Indeed, the available quantitative labor market indicators show a substantial
improvement of the labor market after 2005. These indicators include short- and long-
term unemployment, matching efficiency and the employment rates of female workers,
the young, and the elderly. Other developments are also favorable. The German youth
unemployment rate is among the lowest in Europe. The enormous structural labor market
problems in East Germany after reunification seem to be improving because the regional

* I am grateful to a referee of the paper for valuable suggestions and comments. Thanks also to all

discussants at the 17th Conference on ‘The Jobs Crisis: Causes, Cures, Constraints,” Berlin, 24-26
October 2013.
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unemployment rates between East and West are converging. Moreover, the contribution
to unemployment insurance came down from a maximum of 6.5 percent of the wage bill
in 2005 to 3 percent in 2012. A recent study on the fiscal costs of unemployment shows
that these costs in nominal terms were reduced by almost 40 percent, from €87.7 billion
in 2005 to €53.8 billion in 2012 (Hausner et al. 2014). Contributing to this bright
picture, the indicators of international competitiveness are also rather strong. In 2013,
Germany considerably surpassed the current account surplus of China ($260 billion vs
$195 billion). As a percentage of GDP, the current account surplus climbed to values
hardly ever seen before (7.3 percent in 2013). This imbalance can be criticized from an
international macro perspective. The large export volumes, however, indicate that
Germany has clearly left its position as the sick man of the euro that the country had
in the late 1990s. Last but not least, the German labor market proved to be extremely
robust during the Great Recession. Although gross domestic product dropped by almost
6.5 percent relative to trend, unemployment barely responded to this extreme macroecon-
omic shock. Paul Krugman has termed this astonishing phenomenon as ‘Germany’s job
miracle’ (see, for example, Moller 2010; Burda/Hunt 2011; or Boeri/van Ours 2013 for
an explanation).

Overall, it is not surprising that over the last few years, Germany has been considered a
bastion of stability and even Europe’s engine of growth. Therefore, outside observers seem
to consider Germany to be a blueprint for successful economic reforms.’

However, looking more closely at the situation reveals some less desirable outcomes.
First, the low-pay sector in Germany has increased enormously. In 2010, more than
25 percent of German workers fit the definition of a low-paid worker — that is, they
were receiving less than two-thirds of the median hourly wage, according to the study
by Rhein (2013). The author concludes that ‘in European comparison, this share is rather
high, which means that wage inequality in the lower half of the wage distribution is now
more pronounced than in most other EU countries’ (ibid.: 1). This result is remarkable
because Germany was traditionally a relatively egalitarian country, closer to the Scandinavian
countries than to the Anglo-Saxon countries. ‘Prosperity for everyone’ was the consensus
vision in German society from the 1950s to the 1970s. It was stated by Ludwig Erhard,
minister of the economy and later chancellor of Germany, the father of the German
Wirtschaftswunder. During recent years, the principle of letting all groups of workers parti-
cipate in the growth of income appears to be weakening. In terms of real wages, some groups
of workers are worse off compared to 25 years ago. Moreover, there are indications that, for
larger groups of workers, job quality has deteriorated. This is more likely to be the case for
several, but not all, forms of non-standard employment. Non-standard contracts — compris-
ing marginal employment, voluntary and involuntary part-time and temporary work, and
fixed-term contracts — have grown markedly, especially among youths, females, and low-
skilled persons. At the same time, union coverage has declined considerably. In large sectors
of the economy, workers have low bargaining power and are poortly paid due to the lack of a
statutory minimum wage.”

The quality of work concerns not only the level of earnings but also job security and job
stability, chances of participation, adequate individual careers, and working conditions.
These aspects become an even more important issue in the discussion about German
labor market policy. The crucial question is whether there is an inner link between the per-
ceived deterioration in the various aspects of job quality and the labor market reforms or

1. Recently, this view has been shared also by Frangois Hollande, the President of France.
2. According to the plans of the grand coalition, a country-wide wage floor will be introduced
in 2015.
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whether this was unintended ‘collateral damage.” Under the first alternative, there is a
quantitative/qualitative trade-off, implying that the favorable quantitative effects of the
labor market reform inevitably come at the cost of lower average job quality. Under
the second alternative, the decline in work satisfaction could have been avoided through
sensible regulation without jeopardizing the undisputed successes observed in the quanti-
tative labor market indicators.

The remainder of the paper is structured as follows. Section 2 describes the reform pro-
cess, outlines the basic elements and describes the outcomes, concentrating on the quan-
titative indicators. Section 3 addresses the qualitative side, with the various aspects of job
quality being discussed first, followed by the presentation of some empirical evidence for
the development of indicators of job quality, and a discussion about whether a quantita-
tive/ qualitative trade-off exists. Section 4 concludes.

2 A SKETCH OF THE REFORMS

2.1 Why was there a need for reforms?

As I have argued elsewhere in more detail (Mo6ller 2014), the German economy ran into
more and more trouble after the mid 1970s. In particular, the step-wise increase in sys-
temic unemployment became a menacing problem. A detrimental path dependency led
to a growing number of outsiders, whose chances of reintegration into the labor market
became smaller as the length of their unemployment spells grew. This and other hysteresis
mechanisms were described by several authors (for example, Blanchard/Summers 1987;
Mbller 1990).

German reunification added an additional burden to the situation. The East German
economy had to undergo deep structural reforms and its run-down public infrastructure
had to be financed with huge investments. Moreover, social security systems — especially
the unemployment insurance and the pension system — came under financial distress
because of the need to support the high number of unemployed and retired workers in
the East. After the bursting of the New Economy bubble, the situation became more drastic.
During the first years of the new century, the need for radical measures became obvious.
The result was the ‘Agenda 2010, initiated by the government led by the social-democratic
Chancellor Gerhard Schrdder. The core sentence of Chancellor Schroder’s famous speech in
March 2003 describes the views of political leaders at that time: ‘If Germany refrains from
modernizing its labor market institutions then it would be modernized through the brute
forces of the global markets leaving barely room for a social protection net.’

Basic elements of the labor market reforms were the main healing force for the German
economy. Despite reform skepticism from all sides of the political spectrum, the medic-
ation did work. According to reform proponents, the drastic cure has kept the German
model alive. If one takes this view as granted, the question remains whether the ‘collateral
damage’ of some parts of the reform were necessary.

2.2 Basic elements of the reform

As described by Moller (2014) in more detail, the ‘Agenda 2010’ aimed to reform cen-
tral labor market institutions. The Agenda was implemented in steps between 2003 and
2005. It came under the motto ‘supporting and demanding.” On the one hand, several
instruments for easing the integration of unemployed workers, such as training mea-
sures, wage subsidies, and better services for the placement of workers into new jobs,
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were introduced. On the other hand, the reform lowered job protection standards and
reduced the maximum length of unemployment insurance benefits. This placed strong
pressure on the unemployed. An important change was that the entitlement for unem-
ployment insurance (unemployment benefit I) ends after 12 months with exceptions
only for older workers. The so-called unemployment II now replaces benefits from
the unemployment insurance system. Unemployment benefits II are being financed
by the taxpayer. They are lump sum and means-tested. In contrast, unemployment ben-
efits I are status-oriented — that is, their amount depends on previous earnings (60 or
66 percent of the previous net wage, depending on the existence of dependent children).
Hence, losing the entitlement for unemployment insurance means a substantial threat to
the social status of the worker. At the same time, job-acceptance rules for the unem-
ployed, together with the possibility of sanctions, were aggravated, whereas regulations
for temporary-work agencies were lightened.

The changes created considerable pressure on workers to accept even bad jobs in order
not to experience a substantial loss in social status. Furthermore, changes in the behavior of
the incumbent workforce are as least as strong as the effects on job seekers. Survey data
reveal that employers perceive remarkable higher effort, more flexibility — for example,
in the willingness to accept varying working hours — and, albeit to a much lesser extent,
even the acceptance of lower wages. Overall, the reforms weakened the bargaining position
of workers to push through higher earnings or better working conditions.

2.3 Quantitative effects of the reform

Immediately after the reforms, the world economy was in a marked upswing. Hence the over-
all conditions were favorable for a labor market improvement. The boom in the German
economy was especially strong in manufacturing, driven by exporters of machinery, chemical
products, and the automotive industry. Unemployment came down from its peak level of
approximately 5 million in 2005 to less than 3 million in 2012 (see Figure 1). In 2007, almost

4.86
O 449
Harez IV . Great Recession
Reform 376 3.41
326 gt 3.24
S FRTL o 2.98 2.90 Total unemployment
Recovery T ® —1.96 m (~40%)
Recovery compared to 2005
1.
.73 Long-term
""""""""""""""""" ~~._ 133 L14 L13 6 unemployment
. 469 ht . . 1.0 K
Data incomplete (46%) (41%)‘ —--@----- ®-——__._ P 1. 03 —702000 (—40%)

(33%) (35%) (35%)  (36%) compared to 2007

(numbers in parentheses:

share of long-term

2005 2006 2007 2008 2009 2010 2011 2012 unemployment in total
unemployment)

Source: German Federal Employment Agency; Arbeitsmarktberichterstattung.

Figure 1 Total number of unemployed and long-term unemployed (average in millions,
Germany 2005 to 2012)
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half of unemployment was long-term unemployment. By 2012, long-term unemployment
fell to slightly above 1 million. This meant a reduction of more than 700 000 persons since
2007 and of 10 percentage points in the share of long-term unemployment in total unem-
ployment. Given the special problems related to long-term unemployment, the decrease by
two-fifths is obviously a success.

Figure 2 shows the unemployment rate in Germany in a long-run perspective. In the
immediate post-war period, unemployment was at double-digit levels. The subsequent per-
iod of the Wirtschafiswunder in the 1950s and 1960s saw a reduction of the unemployment
rate to extremely low levels, only interrupted by a short-lived recession in 1966/1967. Then
unemployment grew in steps, following the two oil-price crises and the severe recession after
the Bundesbank introduced a contractive monetary policy in the aftermath of German
reunification. As observed from Figure 2, the unemployment rates in boom periods
increased from one business cycle to the next in a step-wise fashion, thus indicating hyster-
esis effects, as mentioned above. Through the labor market reforms, a reversal of this unfor-
tunate trend could be achieved. For the first time since the 1960s, systemic unemployment
fell, and this favorable development was not stopped by the Great Recession.

Additionally, other indicators of the labor market indicate that the reforms and the follow-
ing boom period have improved the labor market situation. The reduction in the official
unemployment measure cannot be explained by statistical ‘tricks.” A wider measure calculated
by the Institute for Employment Research (IAB) that includes all persons available to the
labor market but not counted as unemployed moves in parallel to the time series shown
in Figure 2 (cf. Briicker et al. 2012). Looking at employment instead of unemployment
gives a very similar picture. Employment in 2013 has reached an all-time high and total
hours worked climbed to levels last seen in the reunification boom 20 years ago. Addition-
ally the shares of the working population relative to the potential workforce are at high
levels. Further, youth unemployment is low relative to other countries.

Figure 3 shows the youth unemployment rates for EU 27 and selected European
countries in 2005 and 2012. In almost all countries, youth unemployment has increased
during recent years. This is especially the case for Greece and Spain, but also for the UK.

Postwar : 12.7 1}’7-0
period |
11.0 2nd oil price ! Great
crisis ! Recession
9.3 1 9.1
|
1
1
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1
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Source: German Federal Employment Agency; Arbeitsmarktberichterstattung.

Figure 2 Unemployment rate (in percent of civil labor force; Germany 1950 to 2012, forecast
for 2013)
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Source: Eurostat Labor Force Survey.

Figure 3 Youth unemployment rates in selected European countries in 2005 and 2012

Only Germany and Poland show decreasing unemployment rates for young workers.
With a youth unemployment rate well below 10 percent, youth unemployment is
much lower than the European average. In this context, the favorable influence of
the German apprenticeship system is an important candidate for explaining the
evidence.

3 QUALITATIVE INDICATORS

3.1 What is good work?

The quality of work life has become an increasingly important topic to personnel econom-
ics as an instrument for sustainably ensuring the productivity of a qualified workforce.
Numerous studies have focused on the quality of working life and its importance for
the performance of private firms or public organizations. Although the concept of the
quality of working life is somewhat fuzzy, there is consensus that it should at least encom-
pass the following dimensions:?

(1) Adequate rewards and recognition: Do employers pay fair wages? Do earnings
ensure the means of subsistence, and do they increase with overall productivity?
(i) Stability of employment and job protection: Do the employees typically have long-
term labor contracts? How long is the average duration of an employment spell?
(iii) Social insurance: Are there adequate provisions for cushioning the risk of unem-
ployment and avoiding the risk of poverty?
(iv) Working conditions: Does the job guarantee safety at the workplace and provide
the prerequisites for conserving a good mental and physical health status for the
worker over the long run?

3. The European Foundation for the Improvement of Living and Working Conditions (2013)
considers five areas: employment conditions, wages, health and safety, skills and competencies,
and working time.
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(v) Sustainable employability: Does the job offer training measures for keeping the
workers’ competences up to date? Are there adequate possibilities for a profes-
sional career?

(vi) Co-determination and communication: Does the job offer a right to participate in
shaping working conditions — for example, working time flexibility, design of the
workplace?

Institutional changes at the macro level are able to influence these various dimensions of job
quality. The effect of the German labor market reforms primarily concerns the first three
factors. The deregulation of job protection rules or temporary work agencies, for instance,
can be expected to affect the average duration of employment spells — that is, the stability of
the job. In general, the reforms are likely to have disturbed the ‘balance of bargaining
power’ between workers and firms. This has led to lower wage growth, at least for
those who are in a weak market position, such as, for instance, the low-skilled. Therefore,
one would expect higher wage dispersion, especially in the lower tail of the wage distribu-
tion. An influence on the growth of the low-pay sector could also stem from the sharpen-
ing of job-acceptance rules for the unemployed. In contrast, wage-boosting effects also
came into play as a result of the quantitative success of the labor market reforms. Because
the more qualified workers primarily profited from this development, some form of skill
bias was at work. Extending employment prospects, especially for the qualified workforce,
changes the relative scarceness of workers. Competition among firms for highly qualified
specialists could have forced employers to improve not only the remuneration package but
also other dimensions of job quality to fulfill their recruitment targets. Overall, the sign of
the overall effect of labor market reforms on working conditions is @ priori not clear.

3.2 International comparisons of job quality

Several empirical studies address the evolution of the quality of working life at the inter-
national level. Typically, the studies identify a declining overall trend in the quality of working
life (see Green/Mclntosh 2001; or Green 2004; 2006). The indicators used by Greenan
et al. (2012) give a mixed picture. Accompanied by more physical strain, work has become
more intense but less complex. Germany and Italy are the only two countries with all indi-
cators showing a decline in the (perceived) quality of working. Unfortunately, the data used
ended in 2005, so the effects of the German reforms cannot be studied.

Of some importance for studying factors influencing job quality at the macro level and
creating a basis for intertemporal and international comparison is the synthetic job quality
index (JQI) of the European Trade Union Institute (cf. Leschke et al. 2008; 2012). Similar
to the criteria as described in the previous section, ‘[the] job quality index is compiled on
the basis of six sub-indices: wages, non-standard forms of employment (inverted), working
time and work-life balance, working conditions and job security, access to training and
career development, and collective interest representation’ (ibid.: 5).

In condensed form, the results for Germany in this study are presented in Figure 4.
The figure shows the change in the JQI and its components for Germany, the EU 15
and the EU 27 between 2005 and 2010, such that the reform effect is likely to be reflected.
Somewhat astonishingly, there are marked changes only in two dimensions, whereas the
other four dimensions feature insignificant changes. Moreover, one of the significant factors
is negative, and the other one is positive. Hence both are more or less compensating each
other, so the overall effect is of second order. The negative influence on the synthetic job
quality index is related to the wage component. According to Leschke et al. (2012), the
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Source: Own representation with data from Leschke et al. (2012).

Figure 4 Changes in the Job Quality Index (JQI) and its components, 2005 to 2010

size of this factor is topped by only one of the 27 EU countries, namely Romania. The
positive component is related to working conditions and job protection. In this respect,
Germany is among the five top-performing countries. At first glance, this is a puzzling
outcome because the labor market reforms tightened the job acceptance rules for the
unemployed. Hence, one would have expected a decrease in the perceived quality of work-
ing conditions. Moreover, job protection regulations were not substantially changed
through the reforms — although, if anything, they were weakened. However, there is an
important factor that might explain the result. This is the specific response of the German
labor market to the World Recession. Despite the extreme shock to GDP, and in sharp
contrast to firms in other countries, German firms restrained themselves with dismissals.
Instead, one could have observed a massive labor hoarding phenomenon (see Moller
2010). This behavior of firms was strongly supported by subsidizing a reduction in work-
ing hours through the Federal Employment Services (Kurzarbeitergeld). As a result, mass
lay-offs could be avoided. It is not unlikely that this behavior of firms — being strongly
supported by the work councils and unions — was perceived as an increase in job stability.

3.3 The shady side of the labor market: segmentation, inequality, instability

The synthetic job quality index is based on the perceptions of workers. One can go
beyond this approach and look for objective indicators that are likely to influence the qual-
ity of jobs not only for the majority but also for certain subgroups of workers.

One should stress that, even before the labor market reforms, several factors that influ-
ence the quality of working life indicators were changing. First, there is a declining trend
in the share of standard employment for all groups of workers, as shown in Table 1. For
young and low-skilled workers, the share of normal working contracts has declined to just
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Table 1 Share of standard employment contracts by age and skill level
in three different years

1991 1999 2007

Age
15-24 56.2% 35.9% 28.1%
24-49 75.0% 70.4% 63.9%
50-64 73.9% 69.4% 65.3%
Skill level
Low 54.9% 46.9% 34.0%
Intermediate 77.0% 71.0% 64.8%
High 75.7% 71.9% 67.5%
Source: I1AB.
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Note: Log. distance between the median and the second decile; full-time male workers in West Germany only.
Source: Own calculations with SIAB.

Figure 5 Inequality Index (1984 = 1), 1984-2008

28 and 34 percent. In contrast, at the beginning of the 1990s, more than half of these
workers had normal working contracts (that is, full-time permanent jobs eligible for social
contributions outside the temporary work sector). Although non-standard employment
contracts are not necessarily precarious, the probability that they have unfavorable char-
acteristics such as low pay, short duration, and insufficient career prospects is considerably
higher than for normal employment (see Dietz et al. 2013). Hence the marked growth of
the share of atypical employment contracts might be a relevant explanatory factor for the
decrease in the perceived quality of working life indicator. The development also points in
the direction of an aggravated labor segmentation between ‘good jobs’ and ‘bad jobs™ in
the economy. This brings us to an examination of wage inequality.

A reasonable indicator for overall wage inequality in the low tail of the wage distribution
is the log difference between the median and the second decile. Figure 5 gives the result for
the rather homogeneous group of male full-time workers in West Germany for the time
period 1984 to 2008. Several aspects are worth mentioning. First, the wage inequality in
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the low tail of the distribution has increased significantly (see Moller 2008; Dustmann
et al. 2009; Card et al. 2013; and others). Second, this marked increase had already
begun in the second half of the 1990s. Third, the curve became steeper after 2005.

Taken together, evidence on wage inequality below the median shows a development
that began long before the labor market reforms. The institutional changes that came
along with the reforms did not initiate the trend towards more inequality. If anything,
they led to its acceleration.

A recent international comparison indicates extraordinary growth of the low-pay sector
in Germany (Rhein 2013). Almost a quarter of all employees received less than the low-
pay threshold of €9.54 in 2010. According to Rhein (2013), Germany has moved from a
country with intermediate earnings inequality to the top group in Eur()fe. If all employees
are considered, the size of the low-pay sector exceeds even the UK’s.

As a criterion for adequate remuneration, one can ask whether all major groups in the labor
market participate in the overall increase in productivity. Figure 6 shows the average real gross
earnings per calendar day for different skill groups. The sample is restricted to fully
employed male workers at age 40 in West Germany. It is evident that earnings increase
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Source: Own calculations with SIAB.

Figure 6 Index of real gross earnings 1984—2010 of workers at age 40 by skill level (full-time
male workers in West Germany only)

4. Besides wage inequality, it is also the decrease of wage income relative to profits that has to be
mentioned in this context. From a macroeconomic perspective, the weak growth of aggregate house-
hold income might be seen as an important factor in explaining the weak domestic demand and
current account surplus (see Behringer/van Treeck 2013).
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markedly with the qualification level. Whereas, at the end of the observation period, grad-
uates from a university have daily gross earnings of €220, the low-skilled only have slighty
above €80 (in 2005 euros). Furthermore, the spread between the high-skilled and the low-
skilled rises over time. High-qualified workers were able to increase their earnings, while
low-skilled workers suffered from remarkable losses. In 2010, an average 40-year-old low-
skilled worker had a lower real wage than he had 25 years ago. After reunification, the
real earnings of this group at first slightly decreased, then the development became rather
flat, and from the middle of the first decade of the new century onwards, they were falling
more strongly. For the large group of workers with basic schooling and completed vocational
training as well as those with a vocational master’s degree, the development was rather flat
from the early 1990s onwards. The recent episode of falling real wages starts with the imple-
mentation of labor market reforms.

Figure 6 identifies the lower-skill groups as the disadvantaged. In real terms, their
income has shrunk — especially since 2005. Hence, these groups did not benefit from
the favorable economic development in the long run. If adequate earnings are an element
of good working conditions, one can state that this condition was violated for several
groups with weak bargaining power.

For younger workers, the discrepancies are even more pronounced. Figure 7 gives the
corresponding results for workers at age 30. It can be observed that the earnings for
younger workers are more volatile than those for older workers. The loss in real wages
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Figure 7 Index of real gross earnings 1984—2010 of workers at age 30 by skill level (full-time
male workers in West Germany only)
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Figure 8 Length of employment spells below the age of 30 for different birth cohorts of

workers (mean, median, and 95 percent confidence bounds)

for the low-skilled is now more significant. The earnings of the top two skill groups
peaked at the turn of the century — that is, the time of the new-economy boom. Since
then, this group has also experienced real wage losses.

Figure 8 shows Kaplan-Meier estimates for the average length of employment spells for
workers below the age of 30 for different birth cohorts. Interestingly, the median spell
length is rather stable until the birth cohort of 1965. Since then, this indicator of employ-
ment stability has declined substantially. While median spell length was between 800 and
900 days, it declined to slightly above 600 days for the birth cohorts of 1975 and later.
This is roughly a decline by one third. Insofar as the effect is not due to an increase in
voluntary quits, the fall in median spell length indicates a loss in an important component
of the quality of working life. Note that birth cohorts of the mid 1960s reached the age of
30 in the mid 1990s. Again, the trend towards a likely deterioration of job quality for cer-
tain groups of workers began well before the start of the labor market reforms. The mean
length of employment spells is below the median, indicating a great deal of probability
mass for very short spells.

A further point is the sizable increase in the share of workers getting wage subsidies to
meet a subsistence level for them or their partner and children. Figure 9 shows the increase
in subsidized employment (Aufstocker) by type of employment and wages after the labor
market reforms. According to the figure, subsidized employment markedly increased after
the reforms. A major share of this group receives monthly earnings below €800.>

3.4 Is there a quantitative/qualitative trade-off?

I have presented strong evidence that labor market reforms had strong favorable effects on
the quantitative indicators. Employment increased by a considerable amount, whereas
short- and long-term unemployment fell sharply. Germany’s labor market performance

5. It has to be mentioned that the low earnings in this group are partly due to short working
time. However, hourly wages are, on average, very low. The results from the survey PASS, however,
indicate that median hourly wage of the Aufstocker group is very low (€6.20 in 2011).
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Figure 9 Workers with subsidized earnings (Aufstocker) in 2005 and 2008 by type of
employment

with respect to youth unemployment is also remarkable good. On the negative side of the
reforms, I mentioned the substantial increase of the low-pay sector, the sharp increase in
inequality of earnings, and the higher number of working people receiving wage subsidies
to obtain a minimum of earnings for them and their family. For young workers, there is
also some indication that the mean and median spell lengths of employment have fallen
markedly for those who were born after 1965. Overall, the empirical evidence presented
here supports the view that one can expect a decreasing level of satisfaction with the qual-
ity of working life, at least for some groups. These developments, however, do not show
up in the aggregate.

In assessing the quantitative/qualitative trade-off, one should refer to the two opposing
views of the labor market. In a simplified version, one could say that the marked increase in
the size of the low-pay sector was necessary to get less-productive workers into jobs. From
an economic policy point of view, the increase in inequality was an instrument, not collateral
damage. Put differently, the growth of the low-pay sector was the ‘nature of the game’ in this
view. Any attempt to correct the development would jeopardize the employment successes.
Of course, partisans of this viewpoint argue from a predominantly neoclassical position — that
is, they view the labor market as an ordinary market with strong competitive forces, high
market transparency, and low transaction costs. According to this position, egalitarianism
would be costly in terms of jobs. For example, the current attempts to introduce a binding
minimum wage would lead to an increase in unemployment, especially for the low-skilled,
low-productivity workers. A similar argument applies to all measures aimed at stabilizing
employment, such as longer contracts and a stronger regulation of temporary work agencies.
From this viewpoint, there would be a strong case for a qualitative/quantitative trade-off.

The contrary view is taken by those who see the labor market as characterized by a lack of
transparency and market power. In such a situation, regulations such as minimum wages
could lead to an improvement in working life conditions at the low end of the wage distri-
bution without jeopardizing the employment performance in the respective segment of the
labor market. According to this position, the substantial increase of the low-pay sector was
not necessary to improve the employment situation of the disadvantaged. Put differently,
the increase in inequality was an unintended byproduct of the reforms, and measures to
reduce inequality and instability would be welfare-increasing.
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How can these two positions be reconciled? First, one should stress that the deterioration
of several factors responsible for perceived job quality or working life satisfaction had already
begun a decade before the labor market reforms were implemented. For the increase in
inequality, the poor development of wages for the low and intermediate skill groups, and
the instability of employment for the young, the starting point was in the mid 1990s.
The overall employment situation, however, improved only after the reforms were
accomplished.

There are two alternative ways to interpret the evidence. The first is that for the success of
the labor market wage restraint, higher inequality and instability were necessary, but not
sufficient. They fostered the expansion of labor demand. But only after the institutional
changes of the Agenda 2010 policy also mobilized the corresponding supply of workers,
the positive development of employment and the reduction of unemployment were
initiated. The second interpretation is that the instruments of the Hartz reforms by them-
selves were sufficient to improve the employment situation substantially. Then, at least, the
decrease in work satisfaction through higher inequality and instability in the decade before
were an unnecessary sacrifice.

Taking up an argument that I have previously used (in Moller 2014), one can examine
the change in inequality for the sub-group of workers who were employed throughout the
observation period. If inequality for this group has also increased, then there is some evi-
dence for excess inequality. In this case, the increase in inequality cannot be motivated
through the need to get low-productivity workers into work.

For the following analysis, I used SIAB data. The analysis was restricted to West German
full-time workers. Female workers have a high incidence of working part-time. To reduce
the possibility that the results would be biased because of persons being erroneously coded
as part-timers, I excluded female workers.

I then divided the observation period from 1995 to 2010 into three sub-periods and
restricted the sample to those workers who were employed at the beginning and end of the
respective 5-year sub-periods. Assume that the wage is attached to the marginal productivity
of the individual worker and the shape of the distribution of this individual characteristic is
relatively fixed. Then, one would expect only a minor change of inequality measures within
the group of continuously employed workers. Assume, further, that more wage inequality at
the low end of the distribution was necessary to offer the low-productivity workers better
employment opportunities. This would mean that a substantial increase of wage inequality
should be observed, if one compares a wage inequality measure conditional to continuous
employment with an inequality measure at the beginning of a new sub-period. The results
of the calculations based on full-time workers in West Germany are shown in Figure 10.
It is evident that the increase in inequality between the end of one sub-period and the begin-
ning of the next is relatively small, whereas the major effect is within the sub-period for the
continuously employed workers. The observed marked increase in inequality in the low tail
of the wage distribution thus cannot be explained by the necessity to reduce wages to open
employment chances for low-productivity workers. A point of view consistent with the
empirical evidence is that there was — at least to some extent — an upsurge of wage inequality
that cannot be justified by the need to create adequately remunerated workplaces for the
disadvantaged. Hence, there should be some scope for reduction in wage dispersion without
necessarily reducing the employment opportunities for low-productivity workers. This view
is supported by the imperfect labor market approach that was developed by Alan Manning
(2003) and others (for example, Boeri/van Ours 2013). As the quantitative/qualitative trade-
off is at least not as sharp as it might be observed from a purely neoclassical view of a fully
competitive labor market, labor market policy has some room for maneuver to establish
welfare-increasing measures through sensible regulations.
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Figure 10 Log decile ratio of the median and the second decile (D2) at the beginning and end
of a 5-year period for continuously employed workers only

4 CONCLUSIONS

The paper argues that the German labor market reforms implemented in 2003-2005 were
successful, according to the main quantitative indicator of labor market conditions. Long-
term unemployment decreased substantially in the years after the reform, and the trend of
continuously increasing systemic unemployment was reversed. At the same time, the
extreme shock to the GDP by the world recession in 2008/2009 left only minor traces
in the German labor market. Employment climbed to an all-time high and several regions,
especially in Southern Germany, are close to full employment. Last but not least, youth
unemployment in the country is one of the lowest in Europe.

In contrast to this, qualitative indicators of labor market developments give a mixed picture.
First, there seems to be a negative long-run trend. Second, since 2005 there are negative and
positive components that tend to counteract each other. I argued that the German ‘job miracle’
plays a major role on the positive side. The development of the level and structure of earn-
ings, however, had an unambiguously negative influence on perceived job quality. Even before
the labor market reforms, wage restraint beginning in the mid 1990s has led to the poor devel-
opment of real wages for large groups of workers. In long-run comparisons, there are even large
groups — especially among the low-skilled — that suffered from marked real wage losses. At the
same time, job stability for specific groups — namely the young — diminished. Atypical types
of employment grew strongly. As far as temporary contracts and involuntary part-time work
are concerned, this typically implies a deterioration of satisfaction with working life, which
seems also to correspond to indicators from internationally comparative surveys.

At first glance, one could suppose that a quantitative/qualitative trade-off for German labor
market performance does exist. A closer look at the evidence, however, reveals that if the labor
market is imperfect, improving job quality without jeopardizing the quantitative successes
with respect to employment could be possible. I have presented an empirical analysis that
challenges the orthodox view claiming that more inequality in the low tail of the distribution
was necessary in order to create workplaces for the less productive part of the labor force.
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