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Good Institutions are not enough: Ongoing
Challenges of East German Development

Abstract

A major theme in accounts of the transitional recession and delayed convergence in post-
communist economies is the role of institutions. Yet via unification, East Germany had
immediate access to credible, high quality institutions. This paper argues that success in a
capitalist economy depends not only on high quality institutions but also on finding one’s
niche in the international division of labour. East Germany’s experience highlights the long
shadow cast by the period under communism over the economy’s ability to find its
comparative advantage in tradeables on a scale adequate for self-sustaining growth.
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1. Introduction

An underlying theme in the analysis of transitiorthe former Soviet bloc is that of
disappointment (for example, Kornai, 2006, Easte2009, Grosfeld and Senik,
2009,Sanfey and Teksoz, 200Bn extreme reflection of this is that in Russia in
2006 after eight years of strong economic perfoceamhen asked the question
“Would you like your kids to grow up in an enviroent like the modern Russia or
like the Soviet Union?” about half of survey resgents would prefer their children
to grow up in the Soviet Union (Denisova et al. @@drthcoming). Transition has
proved much more protracted than anticipated i @atch-up by the central and
eastern European transition economies to EuropesmUiving standards did not
occur. A substantial research effort has attemfaetiscover why well-educated
labour forces with good levels of physical infrasture in an era of financial
globalization and trade integration were unablake advantage of the apparently
‘low-hanging fruit’ available by introducing existy technologies, and to reap the
reward of rapid catch up. Much of this researcinfeal to the neglect at the outset of
transition of the challenges involved in creatingrket economy institutions. The
East German transition provides a useful compaaiase study in addressing this
guestion. Unlike other transition economies, Eamtn@any acquired high quality and
credible market institutions by virtue of unifiaai. Yet its performance was in many
ways similar to that of its Central and Easterndpean comparators: a transitional

recession followed by slow convergence.

In this paper | begin by comparing the economid¢grerance of East Germany and
its transition economy neighbours with two earli@eiropean catch-up episodes — the
post war catch-up of West Germany and the post t8&h-up of Southern
European economies. In Section 3, | use a grovethndistics framework to narrow
down the proximate causes of delayed catch-uptr&osition economies, this
highlights the potential role of institutional wewsss; for East Germany, where
institutional weakness was more rapidly overcormeraws attention to market
failures in the sense of an inadequate supply oflgovestment projects. The fourth
section begins by noting that the difficulty fordE&ermany in discovering its niche
in the international division of labour was refedtin a very low employment rate in

industry. | use the concept of the ‘export bases\taluate East German progress in



achieving sustainable development. In the conctydettion | draw attention to the
role of more balanced growth in West Germany intgoating to East Germany’s

ability to avoid a Mezzogiorno scenario.

2. Comparative catch-up episodes — expectations andtcomes

Expectations about the catch-up of transition enuas that had already
industrialized before the second world war wereliiko have been influenced by
previous large-scale economic reforms. The westenes of Germany after the
currency reform and price liberalization of 1948¢&pain, Portugal and Greece after
the liberalizations in the late 1950s and earlyQséxperienced rapid convergence
toward the long-run growth path (Cesar das Nev@36 1Eichengreen, 2006, Prados
de la Escosura and Sanz, 1996). Figure 1 illustthie success of these earlier
European post-reform catch-up episodes by showi@dping run growth of per capita
GDP in West Germany and Spain along with the Ukkaasparator from 1920 to
2008. The speed with which West German per cadiiB &joined the long-run
growth path defined by the UK is clear, as is tbeeteration of growth in Spain
following the reforms that began in 1959.

Figure 1. Long-run Growth Paths and Post-ReforntiGap: UK, West Germany and
Spain, 1920-2008

GDP per capita at PPP (log); Gheary-Khamis $1990
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Source: The Conference Board and Groningen GroadhDevelopment Centre, Total Economy
Database, June 2009 http://www.conference-boaromgomics/



For the Central and East European post-communisttdes implementing policies
of stabilization, liberalization and privatizaticamd with the prospect of accession to
the European Union, similar expectations were @tlret the outcome was very
different as Fig. 2 demonstrates (using the cageausfria, a close comparator of the

Visegrad countries in the 1920s as the bench-mark).

Figure 2. Long-run Growth Paths and Post-Transierformance: Austria,
Czechoslovakia, Hungary. 1920-2008

GDP per capita at PPP (log); Gheary-Khamis $1990
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Source: The Conference Board and Groningen GromdiDevelopment Centre,
Total Economy Database, June 2009 http://www.cemnieg-board.org/economics/

Figure 3 compares the growth rates of per capit& &D the post-communist
transition with those of West Germany after 1948 §pain from 1960. When East

Germany is added to comparison, its mediocre reiscggident.



Figure 3. Post-reform Growth: Comparison of PostrBition Countries (1990-2008)
with West Germany (1948-66) and Spain (1960-78)
Index 1 = 1990 for Transition; 1936 for West Germatf60 for Spain
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Sources: The Conference Board and Groningen GramdhDevelopment Centre, Total Economy
Database, June 2009,http://www.conference-boarosgomics/; Volkswirtschaftliche
Gesamtrechnungen der Lander (2009)

Notes: East Germany Conference Board data link&btkswirtschaftliche Gesamtrechnungen der
Lander (2009). Indices are GDP per Capita, in 19086

A closer look at the catch-up of the Southern Eaaspcountries following the
liberalization reforms around 1960 provides a ceinter evaluating post-transition
performance. From an accounting perspective, @iffees in GDP per capita can be
decomposed into differences in labour productigitgd in employment ratés.
Looking first at labour productivity, Fig. 4 preseiPPP data on value added per
employed worker, a broad measure of economy-wideuaproductivity. It takes
France as the comparator for two exercises: finstife catch-up of the Southern
economies from 1960 and second, for the post-cormghaatch-up from 1991.
Several points emerge from the comparison. Finth thie exception of Slovenia, the
Eastern European countries were further behindderan1991 than were the

Southern countries behind France in 1960 at thanbeyy of their catch-up. The

2 Strictly speaking, GDP/Population = GDP/E * E/Plapion of working age * Population of working
age/Population. In what follows, | leave aside srosuntry variations and changes over time in the
ratio of working age population to the populatiaaawhole.
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Southern catch-up in the subsequent 17 years wagymnaore rapid than that in the

17 post transition years.

Against the performance of its Eastern Europeanpeoators, East Germany’s
performance was reasonably good and its catch-&paiace was similar to that
achieved by Greece from 1960 to 1977. Fig. 4 aigblights the fact that the
Southern productivity catch-up had virtually stopjy 1977 — in the subsequent 31
years, the labour productivity gap with France selyraltered.

Figure 4. Two European Post-reform Catch-up Episo8euthern Europe Post 1960;
Transition Economies Post 1990
Productivity Index: France = 100
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Sources: The Conference Board Total Economy DagalJasiuary 2010ittp://www.conference-
board.org/economics/database.cWolkswirtschaftliche Gesamtrechnungen der Lar{2809)

In the Southern catch up, rising employment rates the 1980s (especially via
increased women’s participation) allowed furtherf5er capita catch up to take
place in the absence of faster growth in outputymaker than in France. Fig. 5
shows the decomposition of GDP per capita diffeesnelative to France for the
three Southern and five Eastern comparators of Gashany. In 2008, East Germany
looked quite similar to Greece in terms of GDP gagpita, productivity and
employment rate. Its performance in GDP per capithproductivity was second to
that of Slovenia and clearly ahead of the other C&Ht is interesting that among the

transition economies, employment rates were coreddiehigher relative to France in



Slovenia and the Czech Republic than in Slovakimdary or Poland. East Germany

was between the two groups.

Figure 5. GDP per capita, Productivity and Emplogtrieates in 2008
Index: France = 100
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The historical precedents of rapid catch-up in Barondoubtedly influenced
expectations about the post-transition experieGt®ser examination of the Southern
and Eastern episodes highlighted the initially tgegap (to France) for most of the
transition economies. Measured against the Souttegoh-up episodes and against its
transition comparators, East Germany’s performava®neither exceptionally good

nor bad.

3. What was the binding constraint on catch-up?

| use the framework of growth diagnostics propdsgtiausmann, Rodrik and
Velasco (2006) to analyze the reasons for slowhcagcin transition. The starting
point for growth diagnostics is a standard endogsrmgyowth model and the
framework is illustrated in a decision tree diagr@iy. 6). The aim is to help a policy
maker identify priorities for allocating scarcedircial resources and attention by

pinning down the binding constraint on growth framong many possibilities. The



initial distinction is between a situation in whitlte growth of private investment and
entrepreneurship are inhibited by (a) too low a wdtreturn on private investment
and (b) too high a cost of finance. If there idevice of an abundance of profitable
projects but the high cost of finance prevents tfrem being undertaken, the
guestion arises of whether it is poor access tymational finance or poor local
finance that is at fault. In the case of poor |de@nce, this could be due to weak

intermediation or because of low savings.

In the left hand side of the tree (Fig. 6), theilamlity of finance is not binding —
rather, it is the low rate of return on investmiat is the problem. This could be
because of the effect of poor complementary faggrsh as unfavourable geography,
inadequate physical infrastructure or weak humaita in reducing expected

private returns. Alternatively, government failucesild be responsible by raising
micro or macroeconomic risk. The final branch peitat market failures and the

associated lack of good projects.

Figure 6. Growth Diagnostics: What is the BindingnGtraint on Growth where
Private Investment and Entrepreneurship are Low?

Growth depends on ( rate of return —real interest rate )

If low rate of return , thenis it because of ... Ifhigh cost of finance thenisit ...
/ \\‘ okt /
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. / TT— finance
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geography structure  Micro risks: macro risks:
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human capital taxes exchange rate domestic

saving

Source: Adapted from Hausmann et al. (2006)

Although convergence of the transition economieslieen disappointing, it is
difficult to argue that this was because of laclaotess to finance. A striking feature
of transition was that unlike typical developingiotries, the CEEC transition

economies defied the so-called Lucas Paradox:atdlmtved to these economies and



they did not have repeated balance of paymentssc(iarasad et al. 2007, IMF WEO
2009, Lane and Milesi-Ferretti, 2007). This suggéisat the binding constraint was
not poor access to international finance (Corieglial. 2008). Moreover international
banks largely took over local banking networks vipdimg expertise and access to
international capital markets (Clarke et al. 200&yrke et al. 2006). For the CEECs
and East Germany, it seems reasonable to presaneehare in the left hand part of
the decision tree: the rate of return, not the obstr access to finance was the
problem.

We can also rule out poor complementary factotsesd countries were situated
contiguous to the European Union market and aigedaggacy of communism was to
leave levels of human capital and skills highenttieose of the market economy
benchmark at similar levels of GDP per capita (Gnod Suhrke 2000, World Bank
2006). The physical infrastructure legacy was alssitive relative to countries at

comparable levels of GDP per capita (Mitra et QL& chapter 5).

A large research literature emerged in the pasadkarguing that it was institutional
weakness (government failure) that hampered thd cagtch up of the CEECs (see
e.g. Rodrik, 2006). The emphasis in the Washin@tonsensus was on
macroeconomic policy failures as the core probléhevelopment but the absence of
rapid growth following the implementation of orttmdmacroeconomic policies in
transition forced attention on to the weakness afket economy institutions. As
transition proceeded, it became clear that abalgshlanning, establishing
macroeconomic stability, and liberalizing trade @nides were insufficient to
generate a functioning market economy. Effectigalesystems, reliable and
predictable tax and customs administration, nonnasrales to control corruption, and
so on were not created overnight. New owners hde tound for large enterprises
and it became clear that privatization in the absef adequate corporate governance
failed to lift the performance of privatized entesps above that of state owned ones
(Estrin et al. 2009). Foreign owned firms perfornmedably better than those

privatized to domestic owners.

If government failure or institutional weakness vadgkely cause of slow catch-up in

the CEECs, it was prima facie less plausible ag@iitg constraint in East Germany.



The prima facie argument rested on the transf@/e$t German institutions to East
Germany. Nevertheless there are two caveats tas#isig this as a binding
constraint. The first is that institutions are paty ‘rules on the books’ but also
norms, and recreating market economy norms wasmoéediate even in East
Germany. Alesina and Fuchs-Schuendeln (2007) shtvaedEast Germans continued
to have different attitudes to state interventizant West Germans, and argued that

such differences were likely to persist for anothemeration.

The second caveat relates to the possible ‘misrmatapecifically West German —
as compared with generic — market institutions \théhneeds of the transitional East
German economy (e.g. Carlin 1998). The core expaented sector of the West
German economy is characterized by a number ofapsd institutional
arrangements involving among others unions, empdogssociations, works
councils, the commitment to transferable skillgnireg by companies, technology
transfer institutions, and various state-, quastiesand private organizations at
Federal, Land and local level. For example, itrggiad that unions, employers’
associations and works councils play an importalet in delivering wage
compression and employer commitment to trainingliedbehind the high-skills
‘equilibrium’ of the West German core economy (édgll and Soskice, 2001,
Acemoglu and Pischke, 1998, Dustmann and Schoend@og).

The most well-known example of institutional traersio East Germany was the
recruitment of East German workers by West Gernmaong and the participation of
the Treuhandanstalt in wage-setting. Combined thighextension of social security
entitlements, this placed a high floor under thgeva his rendered unprofitable much
of the capital stock, producing the rapid deindabgation of East Germany and
raised the bar for the required productivity lewehew projects if they were to be
profitable. Once West German companies rapidlysesydownwards their initial
expectations of accessing buoyant markets in ttredoSoviet Union via the
expansion of production facilities in East Germahpyoved impossible to replicate
the West German core economy and its institutionatext in the new Bundeslander.
East Germany was left with the cost burden of thgevsetting and social security

system without its micro-institutional benefits (@a1998, Figure 1).
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The federal government was forced to step in tbw#h problems arising from the
failure of the West German model to operate inEhst (Jacoby, 2005). Combined
with the associated fiscal burdens, this led todrtgmt changes in policy and
institutions in the Federal Republic as a wholémaoating in the Hartz IV welfare
reforms. Nevertheless, the export-oriented cotb@iWest German economy
retained its self-organizing capacity (as refledtethe substantial restructuring and
real depreciation achieved over the post 2000 ge@arlin and Soskice, 2008). Yet
in spite of the formal transfer of institutionsdit not extend its scale through
replication in East Germany. The experience of Egstnany over the past two
decades was one of institutional adaptation — mimgiously in the low membership
of East German companies in employers’ associadodghe associated limited
coverage of collective wage agreements in East @gyr(Paque, 2009, pp. 149-55).

In spite of these caveats, institutional qualitythe sense of the credibility and
efficiency of the core market economy institutiais functioning legal system,
control of crime and corruption, and the efficiadininistration of taxes, customs,
were established quickly in East Germany. We agesfore led to turn to the final
branch in the diagnostic tree diagram — marketifad — in order to pin down the

binding constraint on East German growth.

Hausmann et al. explained the ‘market failure’ peabin a less advanced economy
as follows: “the development process is largelyudtstructural change: it can be
characterized as one in which an economy finds-@aif-discovers — what it can be
good at, out of the many products and processeslteady exist.” (p. 18). In East
Germany'’s case, this problem was compounded betaeg®or on real wages set by
the political settlement (including the need toverg mass migration to West
Germany) meant it needed to ‘self-discover’ at mfpmuch closer to the technology
frontier than is the case for a typical developangransition country. New ideas for
tradeables were required in order to replace thediivities rendered unprofitable by
openness to international competition. Openingoupternational trade and capital
flows does noautomatically generate knowledge of profitable niches. Selfaliecy

is inhibited by learning and coordination exterti@di. In the core of the West German

economy, a complex institutional matrix promotes spillover of technological and
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marketing information and the coordination of lumypstream and downstream

investments. But as noted above, this was not dejoed in the East.

Moreover, East Germany faced problems of self-disgpeven in non-tradeables.
Normally in the sheltered sector, domestic firmgehtlhe opportunity to benefit from
monopolistic innovation rents. But even in non-gables, the first-mover advantages
for local suppliers in East Germany were often talg West German firms — East
German firms immediately faced ‘foreign’ suppliarsd hence lower profits from

‘innovation’ in such markets.

The literature on East German development has ssiellehe presence of ‘market
failures’ of these kinds that are related to infatimnal and coordination externalities
— as opposed to macroeconomic, infrastructuratstitutional failures — in a number
of different ways. As an example, Uhlig (2008) mledeEast Germany as trapped in
a low level equilibrium characterized by low protiuity and out-migration due to
the absence of networks. Uhlig’'s model is intereggbecause the existence of
network externalities in a search model produceliphelequilibria in the absence of
labour market distortions (such as those emphasigéderkl and Snower, 2008). He
assumed that firms are more productive when thieygdabour sharing network’
and that the probability of joining a network dexges as the ratio of non-networked
to networked firms rises. Workers move in respdnggifferences in opportunities
offered in networked and non-networked regionssigéently low productivity and
out-migration therefore go hand-in-hand. Uhlig’sdabformalizes the situation in
which productivity rises when worker-firm pairs goart of a network to which they
contribute a specialized component. Specializatases productivity and networks

facilitate this.

Rosenfeld et al.’s (2004, 2007) empirical charazédion of spatially concentrated
industries in East Germany showed, consistent Witlg’'s predictions, that such
clusters with network and innovative characterssti@re relatively rare. A number of
methods of discovery appear to have been relevaridst Germany: those based on
historical patterns of specialization reaching blaefore the planning period (such as
the case of Zeiss discussed by Kogut and Zandég)2ilentification of potential in

core businesses through the Treuhand process, aredtraditional industrial policy

12



where the coordination problem of forward and baadrinkages was solved by
massive state intervention (most notably in therdbal industry complex, Infraleuna,
Paqué, 2009, pp.96-99).

To summarize, the purpose of the diagnostic datisee is to discard candidates for
the most binding constraint on growth — becausedmstraint that remains is the one
that should receive most attention from policy mrakén East Germany, a case can be
made that the binding constraint on growth waddterate of return arising from the
inadequate supply of ‘good projects’. The probigas not a lack of savings or
access to finance; not inefficient or corrupt mgions, or weakness of
complementary factors. An initially overvalued m@gal real exchange rate
exacerbated East Germany’s problems but givepdhtcal constraints set by
unification, the solution required dealing with timarket failures inhibiting the

development on a sufficient scale of globally cotitpye activities in East Germany.

4. What is the scale of the problem still faced biast Germany? The evolution of
the ‘export base’

Transition economies left the planning era withreized industrial sectors relative to
a market economy benchmark. East Germany’s rapidldstrialization following
unification led it to overshoot the market econdmeypnchmark. One reflection of this
is its very low employment rate in industry. Figireompares employment rates in
industry (excluding construction) in East Germanthva number of transition

economies, and with West Germany.
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Figure 7. Employment Rates in Industry (excludingstruction) per cent of working
age population, 2007
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There is a scarcity in East Germany of what werefar to as ‘export-base’ jobs.
These are jobs engaged directly or indirectly anpghoduction of goods and services
sold beyond the region. A lagging region lacksisight jobs of this kind and is
characterized by dependence on the central govertrbimsupport living standards.
Support arises from benefit payments and fromithenting of government
employment, where pay scales are set nationallgrificiple there are two ways to
eliminate such regional economic weakness:

(a) potential workers move to the other region,toéNest Germany and / or

(b) new jobs are created in East Germany.

For political reasons, it is implausible that &k tadjustment would take place through
the movement of population, and for economic ressibiis infeasible for all the
adjustment to take place through the creation of éeport base jobs. A satisfactory
adjustment path would therefore be likely to inwbhoth processes (Rowthorn,
2000). What is an unsatisfactory outcome? An usisetiory outcome is a
Mezzogiorno scenario where excess population regnaithe lagging region and

local economic development is too weak to absotrdductivity fails to converge

and living standards are sustained by federal fieesisAfter a brief burst of

adjustment in the 1960s, the Italian south wasazttarized by the Mezzogiorno
scenario (Boltho et al. 1997).

14



Using regional data for Germany, it is possiblenke a crude calculation of the
evolution of employment in tradeables, private m@aleables and the government
(i.e. non-market non-tradeable) sector. Employmetradeables was defined by
employment in agriculture, mining, and manufactgnatus “extra” employment in
finance and business services. In each year, therén Germany with the lowest
ratio of employment in finance and business sesviogopulation across all regions
was used to define the share of employment inséntsor that could be viewed as
non-tradeable, i.e. producing services requiresufport the local population. The
remainder of employment in finance and businesds in each region was defined
as part of the ‘tradeable’ sector (Rowthorn 200€dus similar procedure to analyze
the UK). Employment in the government sector wdsdd as that in ‘public
administration, defence and social security’. Témuits highlight the differences in
the deployment of resources in East and West Germaime employment rate deficit
of East Germany is large in tradeables at some@&ptage points. The employment
rate in private non-tradeables is also markedlyelon East Germany.

Using 1991 as the base year, Fig. 8 plots the &walof population of working age
and employment in East Germany relative to Gernzeng whole. The population of
working age in East Germany fell by 5% relative&srmany over the period. The
chart makes clear that employment fell by much meo#lowing the end of the
construction boom (reflected in the bulge in Eastr@any’s share of employment in
private non-tradeables), relative employment growthoth the government and in
private non-tradeables evolved in line with relatpopulation. This is what would be
expected since employment in non-tradeables sémedscal population. The
normalization of the East German economy would Ivedringing the employment
in tradeables and population lines closer togetigter by population draining from
East Germany and / or by rising employment in taddkes, which would tend to
stabilize the working age population and the asdedinon-tradeables employment.
Given the loss of ‘export base’ jobs in the inipdlase of the East German transition,
this remains a substantial task. Nevertheless &Higdicates that both adjustment

processes discussed above were present in Easa@®efrom around the year 2000.
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Figure 8. Trends in East Germany relative to Gegneena whole: Population of
working age, Employment in Tradeables, in Non-Teddies and in Government,
1991-2007
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Source: Calculated from data in VolkswirtschaftidBesamtrechnungen der Lander (2009)

Fig. 9 presents the employment rates in East arst &ermany for tradeables and the
two components of non-tradeables. In West Germia@yising overall employment
rate was driven by private non-tradeables andadgtase in the employment rate in
the government sector. The upturn in East Germasigloyment rate over recent
years was the result of the recovery of the emptntmate in private non-tradeables
to a level similar to the peak achieved duringghbst-unification construction boom,
the stabilization and slight upturn in tradeabled the continued rise in the

employment rate in the government sector.
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Figure 9. Trends in Employment Rates (per cenopiufation of working age) in East
and West Germany: Tradeables, Non-Tradeables andr@oent, 1991-2007

0.40
X
<
0.35 e ?xi
== = \WG Private
=& Non-tradeable
0.30 % el EG Private
Non-
tradeables
~ — = \\G
0.25 N\, Tradeables
S — Sy ——
\ ~ — — ~ — . EG
Government
0.20
—(] —WG
Government
0.15 1 EG Tradeables
0.10
1991 1995 2000 2005 2007

Source: Calculated from data in VolkswirtschaftidBesamtrechnungen der Lander (2009)

The final exercise compares developments amongdseGerman Lander. Fig. 10
shows the ratio of the employment rate by sectaaich East German Land to the
average across West German Lander. The cleardstoction to the amelioration of
the regional problem can be seen in Thiringen awoth&n with employment rates in
tradeables rising toward the West German norm.& tsesome sign of this pattern in
Sachsen Anhalt as well. Stabilization of the n@ué¢ables employment rates at a
level somewhat below the West German rate is ctexratic of most of the regions.
However, Mecklenburg-Vorpommern appears to havetherging characteristics of
a Mezzogiorno region with little sign of closuretbé huge employment rate gap in
tradeables. It would appear that emigration isweak to remove the surplus labour
and local economic development is too weak to dbdwr ‘stayers’. The high
employment rate in the government sector in thggoreis consistent with the decline

of the region and its dependence on transfers.

17



Figure 10. Ratios of Employment Rates (per cemopiulation of working age):
Eastern Land to the average across West Germaret,df@b1-2007
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Although the gaps in tradeables employment ratesirelarge, the achievements of
East German development are tangible and suggeadEdist Germany as a whole is
not trapped in a Mezzogiorno scenario. In the atxseh policy instruments directly
able to remove the market failures inhibiting tleee@lopment of East Germany’s
export base, real depreciation is beneficial. Téeodpling of wage-setting in East
Germany from the West allowed East Germany to imgits cost competitiveness
throughout the unification period. From 1999, daiiour costs in industry were
below those in the West — leaving East Germany aitbst advantage of about 15%
in 2006.

Fig. 11 highlights the contemporaneous correlabietween the narrowing of East
Germany'’s ‘external balance’ with West Germany emgrovement in its
competitiveness vis-a-vis West Germany. The fi#as of the improvement in
competitiveness may not be reflected in employraedtexternal balance since

international evidence suggests that there is aiderable lag — of up to six years —
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before the full effects on export market sharesnpiroved cost competitiveness are
reaped (Carlin et al. 2001).

Fig. 11. Relative unit labour costs in industry & and East Germany’s ‘external
balance’ as % of GDP, 1991-2006
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Buch and Toubal (2009) provide evidence of pemstaddferences between East and
West Germany in their integrationiinter national trade. They showed that East
German Lander trade much less with the rest oivitréd than West German ones,
had fewer parents of multinational companies thaa thie case in the West and a
lower share of inward FDI. Buch and Toubal showet there was only slow
convergence of East to West German levels. Duhegeriod 1992 to 2004 in which
West German Lander became markedly more open with arrigee share of trade
(imports plus exports) in GDP from 37% to 51% ,tEasrmany’s openness increased
from 16% to 20% (leaving it only just over half@sen as was West Germany in
1992). The methodology is well-designed to shavawasal effect from lower
openness to lower GDP per capita, highlightingatresequences of East Germany’s
limited success in discovering its sources of caipae advantage.
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Figure 12 shows that nominal wage restraint ancemegid hourly productivity
growth both contributed to East Germany’s improgethpetitiveness in
manufacturing since 2000. It is productivity catgihthat made the greater
contribution. The chart also makes clear that peadily improvement was
accompanied by the stabilization of hours workethanufacturing in East Germany.
Money wage growth was close to that in West Germanufacturing — reflecting the
outcome in wage-setting of the conflicting presswka persistently weaker labour
market in East Germany and the much more rapid tiroirelative productivity.

Figure 12. East and West German Productivity, bal&ompensation and Hours
worked in Manufacturing, 2000-2008

170 ~
160 -

150 —e—EG Hourly Productivity

140 - —g—\\/G Hourly Productivity

= = EG Hourly Labour
Compensation

=0 =\WG Hourly Labour
Compensation

—e— EG Hours Worked

130

120

110

—+— WG Hours Worked
100

90 +

80 T T T T T T T T 1
2000 2001 2002 2003 2004 2005 2006 2007 2008
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The success of East Germany in achieving a sulstegdl depreciation vis-a-vis
West Germany is all the more notable in the lightermany’s improved
competitiveness versus other members of the eueozioce 1999. Fig. 13 shows the
evolution of real exchange rates among the EU2Titcies. Germany’s real
depreciation is evident both as compared with ssyatEuropean eurozone members
in the left panel and as compared with centraleast European transition economies

in the right panel.
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RULC, Manufacturing

Figure 13. Real exchange rates (EU27) measureédl@yve unit labour costs in
manufacturing, 1999-2008; 1999=100
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The difficulty of achieving lower unit cost incresswithout the help of a nominal
depreciation is evident in the cumulative compegitiess gaps (and associated

widening of trade deficits) that now exist in a henof eurozone countries. The
adaptation of the wage-setting system and prodtictmprovements achieved in

East Germany are a notable success.

Fig. 14 makes a direct comparison between the Evwebminal wages, productivity
and unit labour costs (in euros) in industry intEasrmany in 1995 and 2004 with
those in the Czech Republic, Hungary and West Geymghe lower panel of Fig. 14
highlights very sharply the extent to which prodkitt in East Germany has
converged toward that in West Germany — and theedizhe gap to the Czech
Republic and Hungary that remains. The purchasovgep parity-based comparisons
in Section 2 are relevant for the analysis of cogeece in living standards but the
comparisons shown in Fig. 14 capture the contingeqas in production techniques.
Because of the degree of overvaluation that cartie umification, the industrial
sector in East Germany shrank. Only high produstiactivities could survive. As the
upper panel shows, East Germany’s competitive dagatdge in 1995 is clear: its unit
labour costs were substantially higher than elsesviizy 2004, as noted above, its
unit labour costs were below those of West Gernaandythe competitive
disadvantage vis-a-vis the Czech Republic and Hyrlgad also shrunk. The lower

21



panel shows that this was due both to lower moreayenwgrowth and more rapid
productivity growth. Unfortunately more recent caamgible data are not available —
but it is clear that given the deterioration iratele unit labour costs of the Czech
Republic and Hungary against Germany as a whode 2604 (Fig. 13), East

Germany’s competitive disadvantage would have madoyet further by 2008.

Figure 14. Comparative costs in industry (eurBsst Germany, West Germany,
Czech Republic and Hungary, 1995 and 2004.
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5. Conclusions

East Germany’s experience of transition highlightslimited extent to which good
institutions alone can overcome 40 years of missiagket experience, especially
during a period of increasingly integrated globalrkets. The East German case
brings to the fore the problem of finding a nichdhe international division of
labour. However, there are signs of slow improvemeiast German performance.
For the region as a whole, it does not seem tlealibzzogiorno scenario is an

appropriate characterization.

Setting East Germany'’s performance within a broadatext highlighted the contrast

between its success in raising competitivenesgtandrosion of competitiveness
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among a number of southern eurozone members. Howbeespeed of catch-up of
East Germany is very slow and its continuation ddpen the steady growth of its
small poles of tradeables success. Given the ev&dvat agglomeration and
networks are important, well-designed industridigyoto foster investment and job
creation in the nodes of development that havebksitied themselves is more likely
to be successful than the application of ‘watedag’ support to the region as a

whole.

Finally, East German catch up would be assistea tmpre balanced pattern of
growth in West Germany. A shift toward growth leskant on net exports in West
Germany and associated with stronger growth ofweagles and consumption there
would help reduce tensions and constraints on dgrawthe eurozone (where 40% of
Germany'’s exports are sold). Given the decouplingast Germany’s wage-setting
system, the region could gain in such a scenasio f further boost to its
competitiveness and from more buoyant growth ofketsrin Germany and in the

eurozone more broadly.
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