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There are three overarching themes in this study, which is subdivided into eight chapters. The first
theme covers macroeconomic shocks occurring right after the unification of the two Germanys
and the socio-economic changes and integration processes that followed. Chapter 2 discusses
the macroeconomic consequences of Germany after unification and Chapter 3 discusses the
socio-economic integration in Germany and its implications for Korea. The following two chapters
explore the path of economic changes in the East German region. Chapter 4 explores regional
economic growth of East German states after unification and its policy implications to Korea,
whereas Chapter 5 looks into policies of East German states to maintain their, so called “industrial
cores” after examining spatial development patterns in the region. Chapter 6, 7 and 8 examine
industrial policies of Germany. Chapter 6, in particular, covers decision making process whether to
privatise state-owned enterprises in the East Germany, restructure them or make them insolvent.
In the following Chapter 7, industrial policies to foster small-to-medium enterprises (SME) in the
East German region are discussed. Last but not least, Chapter 8 discusses potential policies to
foster manufacturing industries in North Korean region in the future and provides a quantitative
analysis of them.
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Founded in 1989, the Korea Institute for International Economic Policy (KIEP) is a
government-funded research institute established to conduct studies, research and analyses
of global economic issues that impact the Korean economy, and to help guide the nation
toward effective international economic policies.
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range of research projects that will offer significant implications for the government’s
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Industrial Revolution.
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formulation of international economic policies.
Since its founding, KIEP has conducted insightful studies on newly emerging
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negotiations and national agendas.
KIEP will continue its policy research on global and regional economies, trade
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institute through the dedicated efforts of all KIEP members.
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Executive Summary
The situation on the Korean Peninsula entered a new phase following
the 2018 Winter Olympics, further evolving through the April 27 inter-Korean summit and June 12 Singapore summit between the U.S. and
North Korea. Expectations are high for new exchanges and cooperation
that would potentially lead to peace and prosperity on the Korean
Peninsula. This would be a great chance to depart from hostility that has
lasted over decades. However, it is expected to take some time until economic cooperation between the two Koreas resumes, as the negotiations
for denuclearization still remain unresolved.
The Korea Institute for International Economic Policy (KIEP) has been
working with the Halle Institute for Economic Research in Germany
(IWH) on topics related to the economic integration of the two Germanys
after unification. This is the second report published by the joint research
team. The report consists of eight chapters under the three major themes
of macroeconomic impacts and socio-economic changes following unification, policies implemented to improve East Germany’s economic
structure, and East Germany’s industrial policies. Chapter 1 provides a
summary of the entire report’s contents and describes how they are
interconnected.
Chapters 2 through 5 describe macroeconomic consequences immediately after reunification and the subsequent socioeconomic changes. Here,
Dr. Axel Lindner of the Halle Institute for Economic Research (IWH) argues that although many macroeconomic indicators temporarily deteriorated after unification, such as the ratio of investment to GDP and the fiscal deficit, they recovered after a few years. While real GDP growth appears to have damaged the growth potential of the German economy for a
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certain period of time, he stressed that the time frame was not long and
that the benefits of reunification were significant after the early 2000s. In
Chapter 3, Dr. Kim Young-chan and Dr. Yoon Deok Ryong pointed out
that macroeconomic instability can be a major issue in the early stage of
economic integration in the case of a unified Korea, which can be much
bigger than that of East and West Germany. The two researchers highlight
that in order to minimize post-unification economic impacts, efforts to
converge the gap of productivities and develop measures for macroeconomic stability are needed. They also stress the need for integration in
terms of social integration, assistance for rapid economic development and
job creation in North Korea, expansion of daily exchanges and opportunities to interact, and preparation of institutional devices to represent its
interests.
Chapters 4 and 5 are studies of policies to improve the structure of the
East German economy. In Chapter 4, Dr. Jeong Hyung-gon drew policies
for economic development in East Germany and implications for the
Korean Peninsula after reunification. In this study, Dr. Jeong Hyung-gon
constructed panel data on total regional production (GRDP) in Germany
from 1991 to 2015, gross regional production per capita, nominal income,
household income per capita, support for infrastructure and support to
companies. During the analysis period, support for infrastructure projects
totaled approximately 23.6 billion euros, while support for enterprises
came to a total of 46.5 billion euros. As a result, the total support amount
was approximately 70.1 billion euros, among which 62.1 billion euros were
provided to the East German region, meaning 89 percent of the total support amount was concentrated in the East German region. The GRDP in
all five regions of the world has more than doubled from 1991 to 2015.
Since unification, the New Commonwealth of Nations (East Germany)
has been accompanied by structural changes such as changes in economic
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structure, technological improvements, and capital accumulation, and industrial structures have developed similar to those in West Germany.
Despite these achievements, however, there is still a wide gap in regional
development within Germany. In this study, to analyze the effects of subsidies to improve the German economy, the IWH research team analyzed
the growth rate for two periods: the first program period from 2000 to
2006, and the second program period from 2007 to 2013. The results
showed a positive impact on the gross value-of-value (GVA) and productivity (GVA per employment) of subsidized companies during the first
program period. But during the second period from 2007 to 2013, there
was no visible benefit. In this study, Dr. Jeong stresses that the Korean
government needs to create a subsidy support standard that divides the
country into functional regions, in the manner of Germany’s regional policies (GRW), and calculates regional comprehensive economic indicators
based on them. Dr. Jeong also states that infrastructure investment to improve the regional economy is important, but in the early stage of reunification, support for individual companies should be strengthened to
help them increase productivity and value added. Another suggestion is
that small-scale projects to privatize North Korean companies could facilitate production activities, and that corporate restructuring can promote regional economic growth through increased efficiency in society as a whole.
In Chapter 5, Dr. Gerhard Heimpold of IWH analyzed the policies of
forming industrial cores in East Germany. In this study, he underscored
the importance of seasoned corporate restructuring experts to successfully
privatize companies after unification, and to apply a proper combination
of spin-offs and acquisitions. He also highlights the importance of fostering R&D sections to enhance corporate competitiveness and normalize
management, and create jobs for mass unemployment (skilled laborers)
generated by corporate restructuring.
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Chapters 6 through 8 focus on industrial policies. Chapter 6 starts with
the decision-making mechanism of the trustees, which was put in charge of
privatizing the assets of East Germany. We explore whether it is beneficial
to restructure state-run companies first or immediately privatize them, or
bankrupt them. According to the research, the key criteria for the trustees’
decision to privatize, restructure or liquidate businesses were to conduct a
feasibility analysis. In the decision-making process on restructuring or liquidation of individual companies, a panel of consultants or accountants
acted as an independent advisor to the board of trustees, which collectively
assessed the nature and viability of each company. Highlighting the independence of the decision-making group, Dr. Heimpold claims that close
cooperation between the East German state government and labor unions
played a significant role in job creation and maintaining social stability.
In Chapter 7, Dr. Kim Young-Chan and Dr. Yoon Deok Ryong present
the policy implications for the reconstruction of SMEs in East Germany
after German unification. They assess that Korea’s SME support system is
not inferior to Germany in terms of its experience, support schemes of taxation, finance, marketing, technological innovation, entrepreneurship and
human resources, however, there are problems in terms of efficiency and
effectiveness of support due to the excessive number of agencies, lack of
analysis on performance, and evaluation of results. The need to simplify
and evaluate the whole system has risen as this will be reflected within the
North Korean support scheme once two Koreas are reunified. In addition,
they claim that considerations must be made for discrepancies in perception regarding the transition process, meaning that economic development
should precede when introducing a support system for the SMEs in North
Korea, while acknowledging the constraints of human and material resources available. They also stress the need to establish systemic cooperation between the governments at all levels, policies, commercial and finan-
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cial institutions, as well as international organizations and chambers of
commerce based on an understanding of the North Korean real economy
and financial system. It will also be necessary to conduct a comprehensive
review of ideas to provide financial support both home and abroad and establish a risk-sharing system.
The last section of the industrial policy, written by Dr. Han Minsoo of
KIEP, focuses on the potential impact that opening the capital market and
providing development assistance could have on the North Korean economy where capital markets are immature. The study showed that while
opening the capital market in North Korea increases overall productivity, it
does not have a significant impact on economic growth. On the other
hand, carrying out development assistance policies along with the opening
of the capital market can play a significant role in economic growth. He
stresses that the government should use microfinance-based development
aid rather than free economic aid to boost economic growth.
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Introduction

The Korean Peninsula has gone through multiple upheavals so far from
the beginning of the year 2018. Starting from the overture by North Korea
sparked by the 2018 Winter Olympics, the political situation of Korean
Peninsula has entered a new phase after the inter-Korean Summit on April
27th and the Singapore Summit on June 12th between the United States and
North Korea. However, the hostility between two Koreas lasted over the
past decade and as a result, Kaesong Industrial Complex, the last tie between
the North and the South, had been shut down due to intense hostility between two Koreas due to long-range missile tests and developments of nuclear weapons by the North. Circumstances have changed since the inter-Korean Summit on April 27th, 2018; an exchange of cultural and sports
assets has been resumed and discussions upon family reunions between two
Koreas are in progress consequently. There are high expectations for inter-Korean economic cooperation but it is highly unlikely due to UN-backed
international sanctions imposed upon North Korea. The current status of
the Korean Peninsula is completely different from that of the two Germanys
prior to unification. Therefore, the course of cooperation will be determined
by future negotiations between North Korea and the United States regarding
denuclearisation. It is presumed that these negotiations will go through various predicaments and incur disputes. However, those negotiations are aiming for peace in the future and are cause for high hopes as the founding
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stone for peace and prosperity across Korean Peninsula and a stepping stone
for reunification of the two Koreas in the long term.
The Korea Institute for International Economic Policy (KIEP) has been
conducting a joint research project with the Halle Institute for Economic
Research (IWH) – Member of the Leibniz Association on the topic of unification since 2014. IWH has provided findings on East Germany’s economic restructuring and on unification-related support policies, and KIEP has
been evaluating the post-unification situation in the two Germanys for the
past three decades from a Korean perspective and deriving its implications
for the reunified Korea in the future. I firmly believe that the past unification
process that Germany went through would be a great guide for the two
Koreas on their way to reunification and shed a light upon a new direction of
policies to induce international cooperation to develop North Korean regions and inter-Korean economic cooperation.
Some of the output of our research has already been published under the
title “Economic Transition in the Unified Germany and Implications for
Korea” at the beginning of 2018. This is the second volume of the book
which contains the rest of the research reports. There are three overarching
themes in the second volume, which is subdivided into eight chapters. The
first theme covers macroeconomic shocks occurring right after the unification of the two Germanys and the socio-economic changes and integration processes that followed. Under this theme, two contributions will
be presented. Chapter 2 discusses the macroeconomic consequences of
Germany after unification and Chapter 3 discusses the socio-economic integration in Germany and its implications for Korea. The following two
chapters explore the path of economic changes in the East German region.
Chapter 4 explores regional economic growth of East German states after
unification and its policy implications to Korea, whereas Chapter 5 looks into policies of East German states to maintain their, so called “industrial
cores” after examining spatial development patterns in the region. Chapter 6,
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7 and 8 examine industrial policies of Germany. Chapter 6, in particular, covers decision making process whether to privatise state-owned enterprises in
the East Germany, restructure them or make them insolvent. In the following Chapter 7, industrial policies to foster small-to-medium enterprises
(SME) in the East German region are discussed. Last but not least, Chapter 8
discusses potential policies to foster manufacturing industries in North
Korean region in the future and provides a quantitative analysis of them.
The rest of this section will provide a brief summary by chapter, each of
which belongs to one of the three big topics. In Chapter 2, Dr. Axel Lindner
of the Halle Institute for Economic Research (IWH) examined the macroeconomic results of the past 25 years of Germany after unification using
time series data. He claims that many macroeconomic indicators, including
the international competitiveness of German producers and the proportion
of fiscal deficit to GDP deteriorated. However, the period when it seemed
like growth potential in real terms was compromised due to reunification did
not last long; rather, it became a source of profitable growth after the onset
of 2000s.
The third chapter examines the social and economic ramifications of
German unification after which Dr. Young-chan Kim and Dr. Deok Ryong
Yoon derive its implications for a future reunified Korea. The biggest challenge for the administration of the unified Germany was its macroeconomic
instability. Gross domestic product (GDP) showed negative growth in 1993,
which was soon after unification, and macroeconomic indicators including
exchange rates and interest rates were unstable. 5 years after unification,
macroeconomic indicators returned to their previous levels and showed
steady growth afterwards, but gaps in purchasing power have not converged
to zero yet. A reunified Korea would face even bigger challenges at the beginning phase of economic integration. This is because the two Koreas have
a wider gap in productivity and a bigger constraint in foreign exchange policies as the North Korean economy is not compatible with international
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regulation. Yet, there is more room for flexibility in policies to reduce the
gap as Korea has no legal constraints like those in Germany.
In this chapter, Drs. Young Chan Kim and Deok Ryong Yoon derive several implications from the German unification process to Koreas. First, in
order to minimize the economic shocks arising after unification, the gap in
the productivity levels of both Koreas should be reduced. Second, steps
must be taken to stabilize the macroeconomy. The biggest focus should be
placed on the stability of the domestic currency. Third, a preliminary benchmark for the definition of economic integration should be established.
Fourth, it is crucial to base policies upon economic rationale when dictating
terms on economic integration or relevant policies. Lastly, economic integration should be perceived as a long-term process not a single event. Even
after one generation has passed, there is still a huge difference in the public
perceptions of the two former Germanys when it comes to social matters.
They believe that West and East Germany are different and have a strong
bias towards each other. These negative thoughts do not easily fade away.
There are differences in turnouts, parties’ share of the vote and social values.
East Germans call for strong action by the government to narrow the gap
between the rich and the poor as they still remain highly doubtful regarding
the fairness of income distribution and how democracy works. In addition,
life satisfaction levels in East Germany are lower than in West Germany, indicating a high level of anxiety in respect to one’s future career. Multiple factors seem to contribute to these concerns, e.g., the sudden incorporation of
East Germany into the West, huge transfer, low income and high unemployment rate and lack of systemic representation of their interest. On the other
hand, the younger generation believes there is common ground between the
two Germanys and their perception of East German residents is changing
thanks to improvement in economic conditions. There will be multiple challenges ahead of the social integration of the two Koreas due to the prolonged separation period they have experienced. This study highlights that
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establishing an institutional framework to support rapid economic growth,
creation of jobs, expansion of the range of exchanges, social integration is
foremost in boosting reunification of the Korean Peninsula.
As mentioned above, Chapter 4 and 5 investigate structural adjustments
of the East German economy and policies to revive the economy.
Chapter 4, written by Dr. Hyung-Gon Jeong, covers the economic development policies of the East Germany after unification and its implications
for the Korean Peninsula. Germany has been promoting a policy called
“Gemeinschaftsaufgabe Verbesserung der regionalen Wirtschaftsstruktur:
GRW,” which implies a joint task to improve structures of local economies,
in order to ease gaps in incomes across different regions and to reinforce
marginalised regions of East Germany. This policy had been operated by
the West Germany since 1969 and has developed into a joint project between the West and the East to support local economic development, supported by both local and federal governments. The study uses a panel dataset
which incorporates gross regional domestic product (GRDP), GRDP per
capita, population, nominal incomes, household income, subsidies for infrastructure and those for businesses from 1991 to 2015, and investigates subsidies to East German areas. The total amount of financial support amounted to 46.5 billion euros, among which 23.6 billion euros were spent on building infrastructure during this period. In total, 70.1 billion euros were disbursed and 62.1 billion euros out of 70.1 billion were transferred to East
German areas, accounting for 89% of the total support scheme. Sachsen accounts for 28%, Sachsen-Anhalt 19% and Brandenburg 18%. The GRDP of
all five regions in the former East Germany increased more than twice during 1991‒2015. In the case of Sachsen, GRDP was less than 40 billion euros
in 1991 but has since tripled to over 120 billion euros in 2015. There are
structural changes in the economic system, technological development, and
capital accumulation which all followed a similar growth path to that in the
West. Despite formidable outcomes, there still exist gaps in economic con-
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ditions across the entire Germany. The unemployment rate in the state of
Bayern in 2016 was only 3.9% whereas Meckenburg-Vorpommen had an unemployment rate of 10.6%. Hamburg had the highest GRDP per capita in
2015 at 60,493 euros, whereas Meckenburg-Vorpommen had the lowest in
the nation, recording 24,922 euros. Researchers at the IWH took an
Instrumental Variable (IV) approach to investigate the effects of subsidy
upon reshaping economic conditions. They estimated growth rates by dividing the analysis period into two; one is from 2000 to 2006 and the other is
from 2007 to 2013. The results indicate a positive effect upon the Gross
Value Added (GVA) and productivity of firms, represented by GVA per employment during the first period of the subsidy program. In other words,
firms which had benefited from the GRW over the 2000‒2006 period
showed a higher growth rate of employment than those who had not, and
their GVA and productivity increased by approximately 5% point per
annum. However the effect of subsidies was marginal between 2007 to 2013.
This was the time when the global financial crisis broke out, and like other
nations, Germany invested more upon stabilizing the economy rather than
firms, based upon its GRW policy. Several implications have been drawn
from this research. One, it is important that the Korean government subdivides the nation into small scale regions based upon their comparative advantages and produces a comprehensive economic overview by collating
various economic indicators so that standards to select areas to be supported
can be unbiased. The purpose of this would be to rule out any political judgments on providing subsidies and to operate local policies in an efficient
manner, all of which would be highly useful for South Korea before
reunification. If reunification becomes a reality, North Korea should be considered as a part of the united Korea so that subsidies can be supplied within
the boundaries of regional policies. The study highlights the importance of
raising the productivity and GVA of firms by reinforcing support schemes
for individual firms soon after reunification, though of course investment in
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infrastructure will be highly imperative as well. The effect of subsidies is
maximised in the short term, as they augment the productivity of firms,
whereas the effect of infrastructure becomes conspicuous in the long term.
Another point to be emphasized is that rapid privatization and restructuring
of firms should be pre-empted as the former can boost production and the
latter can raise efficiency to promote local economic growth. Moreover, lastly, the study stresses that the trade and foreign exchange system should be
preceded along with regional policies as they facilitate competition in the
market.
Chapter 5 written by Dr. Gerhard Heimpold, Halle Institute for Economic
Research (IWH), examines spatial development patterns in East Germany
and the policy to maintain “industrial cores.” The chapter consists of two
parts. The first part covers an analysis of spatial development patterns of the
industrial sector in East Germany. The second part examines the policy to
maintain industrial cores in East Germany. The first part shows that the industrial sector underwent a strong de-industrialization in the early 1990s.
Later a re-industrialization in the form of a considerable increase in gross
value added and productivity took place. One of the reasons for de-industrialization were high unit labor costs. They were initially above the West
German average. This disadvantage was overcome at the end of the 1990s. A
slight increase in industrial employment started in 2006. The industrial recovery did not occur evenly across der East German regions. Surprisingly,
many rural regions and only few large cities were among the regions showing
the largest increase in industrial employment between 2000 and 2012.
Moreover, in many regions a relatively strong increase in industrial employment did not went along with a population increase. This coincidence was
only given in four city regions - Jena, Dresden, Leipzig and Rostock - and in
some regions in the hinterland of Berlin. The cases of the four cities indicate
that – obviously – the cities mentioned are capable to combine industrial and
service activities and, therefore, make these places attractive for population
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growth. The second part refers to the policy to maintain so called industrial
cores in East Germany. First, the reader finds an explanation of this policy
and the motivation behind. Second, five East German firms serve as an illustration how restructuring and privatization took place in East Germany. The
five cases do not reveal a uniform pattern with regard to success factors and
hindrances for development. Success or failure did not depend on the industry to which the respective firm belonged and it did not depend on the
fact whether the firm had a long history or whether it was a “child” of the
centrally planned economy of the GDR. There were specific circumstances
in each case, for instance a promise given by politician, the successful activity
of a key person, the role of the workers council, the support provided by the
Federal and the Federal State government as well as external factors. In each
case a promising business concepts formed an important prerequisite for
successful development. The five cases shared the feature of very large employment losses. Therefore redundancy programs were introduced to avoid
social tensions. The chapter comes to the conclusion that the high level of
industrial employment given under the centrally planned economy did not
continue after unification. This in mind, the service sector formed the most
important source of job creation.
The overarching theme of the next three chapters (6‒8) is related to industrial policies.
Chapter 6, written by Dr. Heimpold (IWH), focuses on the decision making process in the Treuhandanstalt, the Agency in charge for privatization,
on privatization, restructuring or liquidation of former state-owned firms.
Immediately prior to the Monetary Union, there was a lack of information
on the actual economic situation in the state-owned firms. This in mind, the
firms assigned to the Treuhandanstalt were asked to deliver restructuring
concepts based on a standard template. These restructuring concepts were
assessed by an independent Committee which assigned the firms to six categories with respect to the firms’ economic performance. Based on the assess-
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ment, proposals on the firms’ perspectives were submitted to Treuhandanstalt’s
board. The most important point was that the Committee was independent
when assessing the firms. This procedure was handled for larger firms respectively for cases with large financial requirements. Data on the distribution of the former state-owned firms by the six categories reveal that
only a minor share was ready for privatization in the short term. On the other side, liquidation or bankruptcy of firms which were assessed as not economically viable was not avoidable. The greatest share of firms ranged in-between the two poles. This meant that they were regarded as feasible to undergo restructuring. The latter mentioned firms received time and financial
and other forms of support to make them ready for privatization. In many
cases, Treunhandanstalt’s decisions had great impacts on regional labor
markets. Therefore, the Treunhandanstalt collaborated with the respective
Federal State governments and the Trade Unions to mitigate the negative
impact of firm closures and of strong employment decline. Measures of active labor market policy played an important role at that time to avoid social
tensions. When the Treuhandanstalt ended its work in December 1994,
6,546 firms out of 12,354 were privatized, 1,588 underwent re-privatization,
and 3,718 firms were liquidated or became insolvent. 310 firms were transferred to municipal property.
Chapter 7 provides policies that were implemented to rebuild SMEs in the
East Germany and its implications for Korea. According to this research,
SMEs take account for a huge portion of the East German economy in
terms of the number of firms, employment and production, and played a key
role in the transition of the East German economy from a central planning
scheme to a market economy. The federal government provided a full range
of support to foster SMEs in the East German region soon after unification.
The federal, state and local governments as well as the European Union, a
private sector such as the Chamber of Commerc, financing institutions such
as the KfW and other commercial financial institutions, collaborated to sup-
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port start-ups, investments, research and development as well as expanding
the market. More specifically, these entities provided subsidies for investment, consulting services, job trainings and reduced taxes. Investment tax
credit and subsidies were provided and depreciation cost was covered in order to boost investment. Support for loans and investment was supplied
through financial institutions. Hausbank and risk-sharing system, called
on-lending were introduced to facilitate financial flows. Those support
schemes were not completely new ones; they were amended after they were
successfully and widely used in West Germany prior to being applied to East
German firms. They are believed to have contributed to increase the level of
investment, employment rate, production, and research and development.
Yet, there has been criticism regarding the inefficiency of these support
schemes, namely that they were too diversified due to including a wide range
of recipients. Moreover, a lack of analysis upon the effects of such subsidies
was pointed out. There is another contention that the focus of the support
scheme was placed upon small and medium sized businesses in East
Germany, thus constraining the convergence of gaps in productivities between the two Germanys. The authors agree that the support scheme of
South Korea is close to that of Germany in terms of taxation, financing, expansion of the market, technological innovation, start-ups and manpower.
However, there is a lack of efficiency and effectiveness of the scheme due to
its systemic complexity and absence of analysis upon its effects. They suggest
that the current institutional framework should be more simplified and made
more efficient as it will serve as the foundation to build a support scheme for
small and medium sized businesses in North Korea if reunification becomes
a reality.
In the last section, the researchers note a few points when it comes to introducing a support scheme for small and medium sized firms in North
Korea when the two Koreas are integrated. To start with, differences in perception of economic transition and development and constraints upon hu-
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man and material resources should be taken into consideration to design a
support system. Second, all levels of governments, policy and commercial financial institutions, international institutions and chambers of commerce
should cooperate in a systemic manner based upon understanding of the real
economy and financial systems of North Korea. Lastly, a comprehensive review must be performed on area to focus (capital, technology or labour) and
ways to provide financial support for both domestic and foreign industries,
to establish a framework to share risks and to balance with major businesses.
The last topic of the industrial policies involves fostering the manufacturing sector in North Korea during the economic transition process. Dr.
Minsoo Han of KIEP reviewed the effects of an open market economy, followed by development assistance, upon the North Korean economy.
According to his research, opening up its capital market would increase total
factor productivity by 14 percentage point but would hardly affect the economic growth rate. Development assistance programs, along with opening
up the capital market, play an important role in economic growth. There are
two ways to provide development assistance. One is to base the financial
scheme upon microfinancing, not grants, in order to raise the economic
growth rate. The other is to significantly increase the number of grants in order to compensate for a potential decrease in total factor productivity, thus
achieving the goal of establishing a market economy across the whole
country.
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German Unification:
Macroeconomic Consequences for
the Country

1)Axel

Lindner†

This paper is based on a presentation given at the fourth meeting of the
Korean-German Consultation Committee on Reunification in September
2014. Its original publication is in Heinemann, F., Klüh, U., Watzka, S. (Eds.,
2017): Monetary Policy, Financial Crises, and the Macroeconomy, Festschrift for
Gerhard Illing.1)

1. Introduction
The German unification was an extraordinary historical experiment: hardly ever were the rules for a society as completely and as quickly changed as in
East Germany in 1990, when the newly formed federal states of the German
Democratic Republic joined the Federal Republic of Germany. From the
perspective of economic history, it comes as no surprise that, starting with
†

Halle Institute for Economic Research (IWH) – Member of the Leibniz Association

1) In the version at hand, an error made in the Festschrift concerning the calculation of real
GDP per capita change between West Germany in 1990 and the unified Germany in 1991
has been corrected. This changes the calculated growth in unit labor costs in 1991 as well.
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the profound critique in Sinn and Sinn (1991), economists have been hotly
debating the effects of unification on the East German economy. The comprehensive book on unification by Paqué (2009) might be regarded as a preliminary conclusion of this debate. Paqué stresses the political and social
constraints policy makers faced at the time of unification and portrays the
transition process of the East German economy as, by and large, rather
successful. Contributions on the consequences of unification on the German
economy as a whole, however, are, 25 years after the event, still rare. In principle, to detect those consequences, such a project could be realized with the
help of a macroeconomic model that replicates the actual development and
simulates the results of alternative political decisions ‒ an approach taken by
Canova and Ravn (1998). They showed the implications of an intervention
by the welfare state that is as strong as in the German case: taxes, being disincentives for investment and high skilled labor, cause growth rates to be
lower, with a slower transition to the new steady state. The medium and long
term macroeconomic effects of unification, however, were still unknown in
1998. The moderate task of this paper is to present, 25 years after the unification process started, basic macroeconomic time series in order to derive
some stylized facts of the macroeconomic consequences of unification2) and
explain the findings by means of elementary economic theory.
Unification itself was not a single event but a process, albeit a swift one:
the most significant step from an economic point of view was the adoption
of the D-mark as the official currency in East Germany, three months before
the political union took place. But as early as in summer of 1989, strongly rising migration from East Germany to the West was a prelude to unification.
For the time before 1991, this paper identifies the German economy with
2) This paper draws extensively on time series of national accounts data from the Statistische
Bundesamt (Fachserie 18 Reihe 1.5) starting in 1970. More recent updates for these data
based on the new System of National Accounts 2008 (SNA 2008) are not used, as they at
present go back only to the year 1991.
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that of the West, neglecting the German Democratic Republic. We believe
that this is a sensible approximation of reality, because unification was, from
a legal point of view, the accession of East Germany to the West German
Federal Republic of Germany, and because the East German economy was
relatively small, indeed not larger than 8% in relation to the West German
economy if measured by nominal GDP in 1991.
Stylized facts are a first step towards a more formal detection of the consequences of unification. From a theoretical point of view, however, effects
of unification might be found simply by inspecting the time series, if the following conditions are fulfilled: the fall of the Berlin Wall in 1989 and unification in the following year came as a surprise to most economic agents
(which was surely the case), the macroeconomic variables were more or less
on their steady state paths before these events, and there were no other large
shocks in the years since unification. In this case, we would expect that the
unification shocks were visible for the years at and shortly after the event
and that the variables would have approached a new or maybe the old steady
state growth path during the following decades.

2. In a Nutshell
The most basic results of unification can be summarized in three time series: population, nominal GDP, and real GDP per capita. Unification resulted
in shocks to most of the main macroeconomic time series, but it meant a
particularly strong shock to the number of people (Figure 2.1): in 1991, the
population in the unified Germany was by almost 17 million people or approximately 26% higher than that in West Germany in 1990, while the population has been basically static before and after 1991. The shock to nominal
GDP was much smaller: the jump in GDP resulting from unification does
not look very large (Figure 2.2). It was, with 8.5%, only a bit more than twice
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of the decrease that was caused by the Great Recession in 2009. The reason
for the increase being so small is, of course, the low productivity of the East
German economy compared to its western counterpart.
Figure 2.1. Population in Germany (in thousands of people)

Source: Statistisches Bundesamt (2014, March), Fachserie 18 Reihe 1.5.

Figure 2.2. German GDP in bil. EUR, current prices

Source: Statistisches Bundesamt (2014, March), Fachserie 18 Reihe 1.5.
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Figure 2.3. GDP per head in 2005 prices (ESA 1995)

Source: Eurostat online (ESA 1995); Statistisches Bundesamt (2014, March), Fachserie 18 Reihe 1.5;
own calculations (see appendix).

The medium-term effect on output, however, appears to have been quite
substantial. Figure 2.3 shows the time series of the real per capita GDP in
Germany, France and the UK, this is, of three economies that are in many
respects comparable. Looking first at the German time series, two points
come to mind: first, the unified country was poorer than West Germany,
with GDP per capita about 5.5% lower;3) second, per capita growth was considerably slower after unification than before. The average growth rate in
West Germany between 1970 and 1990 had been, with 2.4%, twice as high as
that since 1991. This is by no means a natural result, since it might be argued
that the productivity of East German workers should have converged to the
higher levels of advanced market economies, speeding growth in Germany
3) This calculation is based on an estimation of the purchasing power parities between East
German and West German GDP in 1991 (for details see appendix). In the original publication of this article (in Heinemann, F., Klüh, U., Watzka, S. (Eds. 2017): Monetary Policy,
Financial Crises, and the Macroeconomy), the change in GDP per capita from 1990 to 1991 was
erroneously given as 8.5%.
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after 1991 up. Admittedly, average growth has been slowing down in the
other two economies as well (in the UK due to the severe recessions around
1991 and 2009). However, it is also clear that the trend growth in France and
in the UK, while about equal to or lower than the West German one before
1990, was faster in both economies for many years after unification. But this
finding is only valid for the time before 2005. Since that year, the German
economy on average has performed better than its peers, both before and after the Great Recession. Thus, Figure 2.3 seems to suggest that unification
impaired the growth potential of the German economy for some time, but
that this impairment has by now been overcome.

3. A Demand Side Shock
Unification changed the economic system in East Germany completely: a
centrally planned economy was transformed, in a few years, into a free market economy. Most East Germans certainly expected that, as a consequence
of this transition, their living standard would not too far in the future come
close to that of West Germans. It is less clear how the expectations of West
Germans were affected: optimism and even euphoria were certainly high in
1989 and 1990, including about economic opportunities offered by the fall
of the wall. But most people were aware that the integration of East
Germany into the West German economy would also entail high costs. A
look at the movement of stock and house prices suggests that economic expectations of West Germans did not change drastically at unification.
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Figure 2.4. Stock price indices for Germany and for the world;
logarithmic scale

Source: MSCI online (GERMANY Standard Large C Mid Cap; WORLD Standard Large C Mid Cap).

An upward revision of future earnings or rents, driven either by expectations of higher real growth rates or higher inflation, should have raised
stock and house prices. German stock prices indeed rose quickly in 1989, but
fell in 1990 (Figure 2.4). At the end of that year, stock prices were moderately
(about 10%) higher than in spring of 1989, before the events of unification
unfolded. House prices rose markedly by about 5% in West Germany in real
terms in 1990, but were about flat in 1989 and 1991 (Figure 2.5).4) The cumulative changes in relative house prices around unification were much lower
than those at the end of the 1970s or those presently observed. All in all, the
noticeable but not drastic rise in stock and house prices suggests that political
events around unification did raise expectations of West German households
about future income levels (real or only nominal), but that this change was
moderate. Accordingly, the saving rate of West German households, which
was about 13%, did not move much in the years from 1988 to 1991.
4) Unification triggered a price bubble for East German houses including those in West Berlin
(Holtemöller and Schulz 2010), but these were only a small part of the German housing
stock.
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Figure 2.5. House prices relative to the consumer price index;
annual change in percent

Note: House prices in 100 West German cities (including West Berlin up to 1994).
Sources: Deutsche Bundesbank online; Statistisches Bundesamt (2014): Verbraucherpreise in Deutschland;
Lange Reihen ab 1948.

There was, however, a sudden and large shock on demand for consumer
and investment goods in East Germany. This domestic demand shock came
on top of a worldwide economic upswing that had its peak in most other advanced economies at around 1988. East Germans preferred West German
goods instead of their own ones for quality reasons, and many people could
afford to buy these new goods because wages rose quickly and public transfers, such as pensions and unemployment benefits, from west to east via the
unified social security system were substantial. Investments were made at a
large scale: the state began renewing the rotten infrastructure in the East, and
investment by private firms and households in housing, commercial property, and equipment was highly subsidized. Overall, the positive demand
shock on the German economy resulted in a short-lived boom and brought
the financial balance of the economy (roughly equivalent to the current account), quickly down, from a large surplus of 4.6% in West Germany in 1989
to a deficit of 1.3% in the unified country in 1991. The financial balance
stayed negative when the boom was over (see Figure 2.6 and the section 2.5).
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Figure 2.6. Financial balance relative to GDP in percent

Note: Financial balance: Savings plus net transfers from abroad minus net investments.
Source: Statistisches Bundesamt (2014, March), Fachserie 18 Reihe 1.5; own calculations.

Figure 2.7. Private consumption relative to GDP in percent

Source: Statistisches Bundesamt (2014, March), Fachserie 18 Reihe 1.5.

Of the three main components of domestic demand, private consumption
contributed most to the demand shock (increasing by more than 3 percentage points relative to GDP, see Figure 2.7), but public consumption (Figure
2.8), and investment (Figure 2.9) rose as well markedly. The shares of these
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internal demand components all stayed elevated even in the years of the
post-unification recession in 1992 and 1993. A further point that a look at
these time series reveals is that they appear to have been off steady state in
the years before unification: both consumption aggregates were falling relative to GDP during the 1980s, jumped back after unification to their previous levels (roughly 58 % relative to GDP for private consumption, and
Figure 2.8. Public consumption relative to GDP in percent

Source: Statistisches Bundesamt (2014, March), Fachserie 18 Reihe 1.5.

Figure 2.9. Gross fixed capital formation relative to GDP in percent

Source: Statistisches Bundesamt (2014, March), Fachserie 18 Reihe 1.5.
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around 19% for public consumption), and have stayed there more or less
since. Gross fixed capital formation, being highly cyclical, had gone up in the
late 1980s because of the worldwide economic upswing, but Figure 2.9 suggests an otherwise downward trend since 1970 that was interrupted by higher shares in GDP for some years after unification.

4. Price Reactions
If shocks on the demand or supply of some goods hit a market economy,
movements in prices signal changed scarcities, triggering changes in the allocation of resources. In Germany, prices for goods, wages, exchange rates,
and interest rates all reacted markedly to the demand shock at unification.
Consumer price inflation, at only 1% in 1988, peaked at more than 5% in
1992, but decreased to below 2% in the middle of the 1990s (Figure 2.10).
This temporary effect on inflation is particularly striking because it happened
at a time when, from the beginning of the 1980s onward, inflation in several

Figure 2.10. Annual inflation rate of consumer prices

Source: Statistisches Bundesamt (2014), Verbraucherpreisindizes für Deutschland, Lange Reihen ab 1948.
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advanced economies declined as central banks focused their monetary strategy on price stability. The boom triggered by unification raised wages as well,
with an annual increase in West Germany jumping from below 3% in 1989
to more than 6% in 1991 (Figure 2.11). As in the case of consumer prices,
however, wage inflation came down relatively quickly and has actually been
quite low ever since.
Figure 2.11. Negotiated wages (monthly basis); annual percentage
change

Source: Deutsche Bundesbank, Monatsberichte (data stream).

The view taken in this section is on the German economy as a whole, but
in the case of wages the particular development in East Germany has to be
addressed briefly. Here wages rose at staggering rates of more than 20% per
year in 1991 and 1992 and growth rates fell below 6% only after 1995. This
wage hike was not caused by the positive demand shock to the German
economy, but was driven by the political effort to bring living standards in
East Germany quickly in line with those of the West. The resulting high levels of un- and underemployment will be discussed in the section on the supply side. The wage hike in the East combined with the low productivity of
East German industries caused unit labor costs in the unified Germany in
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1991 to rise by 6.4% relative to the West German level in 1990, and by 6.8%
in 1992 (Figure 2-12 and Appendix).5) After 1995 unit labor costs increased
slowly or even decreased for quite a few years.
Figure 2.12. Unit labor costs; annual percentage change

Source: Statistisches Bundesamt (2014, March), Fachserie 18 Reihe 1.5; own calculations (see appendix).

Deutsche Bundesbank reacted to the price hikes by stepwise raising the
key interest rates, with the Lombard rate increasing from 5% at the end of
1988 to 9.75% in the beginning of 1992 (Figure 2.13). In the first 2 years after unification real short term interest rates in Germany were at their peak
since 1970, with the difference between the Lombard rate and the annual
consumer price inflation at about 5 percentage points. Long-term interests
rose as well around unification, with 10 year-government bond yields going
up by 2 percentage points to 9% between autumn of 1989 and autumn of
1990. Long term yields had been higher in the US since the end of the 1970s,
but from unification onward, the yields in Germany and in the US have been
mostly close to each other, moving on a downward trend (Figure 2.14). Still,
5) In the original publication of this article (in Heinemann, F., Klüh, U., Watzka, S. (Eds. 2017):
Monetary Policy, Financial Crises, and the Macroeconomy), the change in unit labor costs from 1990
to 1991 was erroneously given as 15%.
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Figure 2.13. Key interest rates for Germany
(up to 1990: West Germany) in percent

Source: Deutsche Bundesbank online.

Figure 2.14. Yields for government bonds with maturity of 10 years

Source: Thomson Reuters (data stream).

long term interest rates were not as strongly pushed up as short term rates:
financial investors kept confidence in the ability of the Bundesbank to defend price stability, and credit-ratings for the German state stayed at top
levels. Thus, capital supply on world financial markets was elastic enough to
cope with Germany switching roles from supplier to recipient of capital, and
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the costs of capital rose only moderately.
As early as in autumn 1992, slowing price and wage dynamics gave the
Bundesbank room to start lowering key interest rates, in real as well as in
nominal terms. At that time, however, the restrictive monetary stance in
Germany had already triggered a major international currency crisis: since
1979 currencies of most countries inside the European Economic Community
(the predecessor of the European Union) were pegged together by the fluctuation margins of the European Exchange Rate Mechanism. In the first
years of the 1990s, all of Germany’s partners were in severe downswings and
the high interest rates necessary to defend the pegs against devaluations relative to the DM, the core currency of the system, appeared painfully
inappropriate. In 1992 financial markets speculated against the political will
in Italy and Britain to pay the costs of defending the pegs and ultimately
forced Lira and Sterling out of the Mechanism; a year later, the French currency could be kept inside the system only by widening the margins and allowing the Franc to devalue within these limits. As a consequence the DM appreciated, but not dramatically so, as can be seen from the time path of its nominal
effective exchange rate (a weighted mean of the exchange rates relative to main
foreign currencies, see Fig. 2.15). Indeed, in the first years after unification, the
DM just continued its upward trend that had started in the early 1970s.
Nominal appreciation combined with high wage and price inflation weakened the international price competitiveness of German firms considerably.
According to an index based on exchange rates and on the deflator of total
sales (Figure 2.16), the price competitiveness of German firms was approximately 15% lower in the mid-1990s than on average during the 1980s or in
the years since 2000. In the second half of the 1990s, however, competitiveness improved swiftly due to a declining exchange rate as well as due to slowly rising wages and prices.
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Figure 2.15. Nominal effective exchange rate of Germany
(up to 1990: West Germany); 2005=100

Source: IMF (2014), International Financial Statistics.

Figure 2.16. Indicator of Germany’s price competitiveness;
based on exchange rates and deflator of total sales
(higher levels indicate lower competitiveness)

Source: Deutsche Bundesbank online.
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5. Trade and the Balance of Payments
World financial markets largely played an indirect role in financing
German Unification, because the German economy did not need large flows
of capital from abroad. Instead, as Figure 6 already revealed, Germany stopped supplying financial markets with capital almost abruptly, with a swing in
the financial balance (that is basically equivalent to the current account) of
approximately 6 percentage points relative to GDP from 1989 to 1991. The
balance continued to be slightly negative for the whole decade. As a consequence, net foreign assets were gradually used up, falling close to nil in the
years around 2000 (Figure 2.17). With the current account balance becoming
strongly positive thereafter, net foreign assets have grown substantially up to
the present.
Figure 2.17. German (up to 1990: West German) net foreign assets
relative to GDP in percent

Source: Eurostat online; Statistisches Bundesamt (2014, March), Fachserie 18 Reihe 1.5.

It would be natural to think that German households and firms replaced
investments into foreign assets by purchases of a broad range of consumption and investment goods, while exports of products that West
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German industries were specialized in continued. What happened was quite
the opposite: imports barely moved in the first years after unification (Figure
2.18), while exports declined markedly. West German goods seem to have
been simply redirected from foreign countries in order to cover the East
German demand. The specialization of West German industries (and that of
other advanced economies) was apparently less advanced than it is today.
Figure 2.18. Exports and imports in bill. (EUR)

Source: Statistisches Bundesamt (2014, March), Fachserie 18 Reihe 1.5.

6. The Supply Side: Production Structure,
Labor, Unemployment, and the Capital
Stock
The supply side of the German economy adapted swiftly to the demand
shock described above. Since residential buildings and infrastructure in East
Germany were run down and had to be gradually renovated, the share of
construction in total value added rose from 5.4% in West Germany in 1989
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to 7.2% in the unified country in 1994. Even more striking is the increase in
the share of services: having long been on a rising trend, the share expanded
in the years after unification at a much faster rate, from approximately 60%
in 1989 to almost 66% in 1996 (Figure 2.19). This structural change is related
to the change in the current account balance, because a large share of services cannot be traded internationally (that was in particular true before the
age of the Internet). As production in post-unification Germany shifted
from export goods to covering domestic demand, the production of mainly
non-tradable services replaced, to a certain extent, tradable industrial goods.
As a result, the share of industry fell from 32.6% in 1989 to 26.3% in 1993.6)
The changes in prices described above made this shift possible: the positive
demand shock caused strongly rising costs of production in Germany that
resulted in higher prices for non-tradable goods in the country and in decreasing international market shares in tradable goods. In this way, the decline in competitiveness set resources free for covering domestic demand.
Figure 2.19. Shares of the main sectors in value added in Germany
(up to 1990: West Germany)

Source: Statistisches Bundesamt (2014, March), Fachserie 18 Reihe 1.5.
6) Industry in the East was shrinking even faster in that time period, but in the West it decreased by only about half a percentage point less than in Germany as a whole.

2. German Unification: Macroeconomic Consequences for the Country • 49

However, the share of industry in the German economy stopped declining in
the mid-1990s. Nowadays it is, with approximately 25%, quite high for an
advanced economy. The mid-1990s was also the time when the construction
boom changed to a drawn-out recession. Since then the share of construction in total value added is, with less than 5%, markedly lower than in
the decades before.
Another effect of economic unification was longer-lasting ‒ the strong increase in unemployment. In 1991 the share of people willing to work in the
total population in Germany was, with 51%, about 1 percentage point higher
than that in West Germany in 1990, because the participation rate, particularly of women, was higher in East Germany. Employment, however, fell
dramatically in East Germany, because industries lost their traditional East
European markets and could not offer competitive products for advanced
economies (Paqué 2009, p. 10). Productivity was way behind that in the
West. In addition, East German wages swiftly converged in the direction of
West German levels (Figure 2.11). As a result, large numbers of workers
Figure 2.20. Rates of unemployment and underemployment

Note: Unemployment: ILO definition; underemployment rate: (number of unemployed persons + number
of persons in public employment and early retirement schemes)/labor potential; in percent.
Sources: Unemployment rate: Statistisches Bundesamt, Fachserie 18 Reihe 1.2; SachverständigenratJahresgutachten 2009/10 (for data before 1991); underemployment rate: calculations by IWH.

50 • Economic Development after German Unification and Implications for Korea

were released into unemployment when firms were privatized. Thus, the
German rate of unemployment increased after unification. Looking at this
time series from 1970 to 2013 (Figure 2.20), however, it appears that unemployment in West Germany had already been on an upward trend in the
two decades before. It peaked, like the unemployment rate in Germany as a
whole, only in 2005.
The official rate of unemployment, however, was kept artificially low by
policy measures such as short-time work, job-creating measures, training
schemes, and early retirement. Adding the number of people that were affected by these measures to that of the officially unemployed results to the
number of underemployed people (Bundesagentur für Arbeit 2009). Data
are available only from 1991 onwards. They show that the rate of underemployment in West Germany exceeds the unemployment rate by no more
than 1 percentage point. If we extrapolate this backward, we see that the situation in labor markets, if measured by the underemployment rate (with almost 16% in 1991), worsened drastically with unification. The stress on labor
markets has, on trend, slowly receded after 2005. The standard macroeconomic production function relates GDP to labor and fixed capital. We already noted that investment has been on a downward trend in Germany
since the 1970s, and higher investment shares lasted only for a brief interlude
in the few years starting with 1989. Still, the capital coefficient (defined as the
gross fixed capital stock according to replacement costs relative to GDP) is,
with about 5.5 in 2013, markedly higher than in the early 1970s (about 3.5,
Figure 2.21). For most of the time, the coefficient did not move by much,
with three exceptions: during the 1970s, between 2007 and 2009, and by
jumping from 4.5 to 4.8 during the data switch from West Germany to the
unified country. Apparently, capital was less productive in East Germany.
But a cautious note is in order here: the value of the capital stock in East
Germany is based on estimates by the Statistisches Bundesamt after unification, and these estimations faced formidable difficulties, as much of the
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capital would have had no value in West Germany, but was indispensable for
production in the East.
Figure 2.21. The capital coefficient; gross fixed capital stock according
to replacement costs relative to GDP (current prices) in percent

Sources: Statistisches Bundesamt (2014, March), Fachserie 18 Reihe 1.5; Statistisches Bundesamt (2012),
Volkswirtschaftliche Gesamtrechnungen, Anlagevermögen nach Sektoren, Arbeitsunterlage;
Statistisches Bundesamt (2006), Fachserie 18 Reihe S.29.

7. Distributional Effects: Labor and Capital,
the State and the Private Economy
Finally, we take a look at distributional effects of unification: how were the
income shares of labor and capital affected? Did the public share in the
economy change? What did unification imply for public debt as a burden for
future generations of German tax payers?
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Figure 2.22. Labor share of national income

Source: Statistisches Bundesamt (2014, March), Fachserie 18 Reihe 1.5.

In the two decades before unification, the labor share (defined as the incomes of employees relative to the sum of all private primary incomes) had
gone up and down, increasing by 8 percentage points during the 1970s and
falling by 6 percentage points in the 1980s (Figure 2.22). In the first year of
the unified Germany it was, with 71%, approximately 3 percentage points
higher than it had been before in West Germany. The jump was caused by
very low capital income and profits in East Germany (since many factories
made sizable losses before privatization). Partly due to the high wage growth
at and after unification, the labor share stayed at this elevated level until the
first years of the past decade, but it decreased markedly afterward. In 2013,
the level was, with 67%, about as high as in the beginning of the 1970s.
There is certainly no plain explanation for these movements, beyond the
immediate effect of unification. The profits of export oriented manufacturing firms might have played an important role: these profits were strongly
rising during the 1980s when price competitiveness was high, and the same
was the case during much of the past decade. Unification interrupted this
trend of, relative to wage income, rising profits.

2. German Unification: Macroeconomic Consequences for the Country • 53

Figure 2.23. Public revenues and expenditure relative to GDP in percent

Sources: Statistisches Bundesamt (2014, March), Fachserie 18 Reihe 1.5; Statistisches Bundesamt online.

The effects of unification on the distribution between the public and the
private sector are more transparent: public transfers and investment in infrastructure in the East caused public expenditure (including the social security
system) to jump relative to GDP, from 45% in West Germany in 1990 to approximately 51% in the unified Germany (Figure 2.23). The public expenditure stayed elevated until the mid-1990s. Since then, it has come down
to levels that are, with less than 45%, even a bit lower than those of West
Germany before unification. The increase in public expenditure caused by
unification was partly paid for by higher taxes (such as the Solidaritätszuschlag)
and social security contributions. The rest had to be financed by debt. The
public deficit, being not higher than 3% relative to GDP, looked rather contained in the first years after unification, because much of the deficits were
borne by entities that were officially not public households: the privatization
agency (Treuhandanstalt) and East German housing companies. When, in
1995, their debts were transferred to the federal household, the deficit ratio
jumped to almost 10% in this year (Figure 2.24).
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Figure 2.24. General government deficit in relation to GDP in percent

Sources: Statistisches Bundesamt (2014, March), Fachserie 18 Reihe 1.5; own calculations.

Overall, general government gross debt relative to GDP rose from about
40% in 1990 to about 60% in 1997 (Figure 2.25). This expansion was substantial, but in the context of its rising trend starting in the early 1970s, it
does not look extraordinary.
A second big increase, with approximately 14 percentage points, came recently during the Great Recession and the Euro crisis. This time, however,
much of the additional expenditure was for investing in financial institutions
to stabilize the financial sector, and thus the increase in debt is mirrored by
an increase in assets, albeit of uncertain value. Since 2011 debt relative to
GDP has been decreasing, the constitutional debt brake written into the
German constitution in 2009 appears, at least for the time being, to be
effective.7)

7) Another reason for the decrease is that a lot of debt incurred by the state during the Great
Recession came from bailing out financial institutions. Since then, liquidation of these “bad
banks” has contributed to the decline in public debt.
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Figure 2.25. General government gross debt relative to GDP in percent

Sources: Statistisches Bundesamt (2013), Fachserie 14 Reihe 5; Statistisches Bundesamt (2014, March),
Fachserie 18 Reihe 1.5; own calculations.

8. Conclusions
At the beginning of this section, it was argued that in theory the effects of
a large shock might be identified by simply looking at the divergence of the
macroeconomic time series from their former trend if the economy is close
to its steady state. The German economy, however, looks to have been off
steady state in important aspects already before unification: the capital coefficient and public debt relative to GDP are macroeconomic variables that,
according to standard models, should be constant in the steady state, but
both had rising trends from the beginning of the 1970s right up to the present (with interruptions for a couple of years during the 1980s). The trend for
the investment share in GDP was negative and that for unemployment was
positive for a long time before and after 1990, only with jumps upwards for
both variables at unification. Other trends lasted during the 1980s and came
to an end at unification: the growing current account balance, the decreasing
shares of private and public consumption as well as of public expenditure in
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GDP, and the decreasing share of labor in total private income.
Real GDP growth per capita slowed down markedly after the brief unification boom had ended. The main causes for the slowdown might be
found in Figures 2.11 and 2.23: wage growth in the East was, for political
reasons, overly high in the years after 1990, causing allocative distortions and
high unemployment; and private economic activity was burdened with additional social contributions and taxes that were needed to finance the increase
in social transfers. Both measures, it should be added, might well have been
necessary to mitigate the social division between the wealthy West and the
poor East of Germany.
Some of the trends that stopped because of unification came back: the
share of public spending in GDP decreased from 1997 onwards, and the current account balance started increasing again about 10 years after unification.
Some years later, the investment share stopped falling and unemployment
began declining; it was also the time when the growth of the German economy no longer lagged behind that of its peers (Figure 2.3). The strains of unification had apparently been overcome. How did the German economy
manage to do this? Part of the answer is that the state gave market forces
more room, particularly with the labor market reforms in 2004 and 2005, but
this is not the whole story of the German recovery. Another and complementary explanation is that the fall of the iron curtain did not only bring
costs, but also opportunities, and that these opportunities were not missed.
German industries traditionally specialize in the production of investment
goods, which were badly needed in all formerly planned economies for the
modernization of their capital stocks. In addition, German firms managed to
stay competitive in world markets despite the high wage costs because they
frequently outsourced parts of their production chains to Central European
(and East German) places. The success of German exporters is reflected in
the stabilization of the comparably high share of industry in value added
(Figure 2.19) since 1993 [see, e.g., Dauth et al. (2014)]. The steep increase in
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the current account balance in the 1980s suggests that globalization strongly
affected the German economy not only after 2000, but before unification as
well. From this perspective, it appears that, while the short run effect of the
iron curtain coming down was to stop the structural trend to an ever more
open economy, it even increased this trend in the long run.
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Appendix
Calculation of GDP per head in 2005 prices (ESA 1995) for
West Germany before 1991
The German statistical office (Statistisches Bundesamt) provides real
growth rates for GDP per capita in Germany from 1991 up to the present
and for West Germany from 1970 up to 1991, but not the relative change in
GDP per capita between West Germany in 1990 and the unified Germany in
1991. This is so because the Statistische Bundesamt does not give the
German GDP in 1991 based on West German prices pW(yW +yO), with yW as
the production in West Germany, yO as that in East Germany, and pW as the
West German price level. We approximate this variable in the following way:
We use the result provided by Vortmann et al. (2013) that in 1991 the price
level in West Germany was by 26% higher than in East Germany: 1.26*pO =
pW. Furthermore, according the Statistische Bundesamt the 1991 West
German GDP in 1991 West German prices was pWyW = 1415.8 Bill. Euro,
the 1991 GDP of the unified Germany in 1991 German prices was pWyW +
pOyO = 1534.6 Bill. Euro, and thus, the 1991 East German GDP in East
German prices was pOyO = 118.8 Bill. Euro. Therefore,
p w ( y w  yO )  p w ( y w 

po y o
)  pW yW  118.8 * 1.26  1565.49 Bill. Euro
po

This is 10.6% higher than the West German GDP in 1991. Given that according to the Statistische Bundesamt the real growth rate of West German
GDP between 1990 and 1991 was 5.1%, real German GDP in 1991 was
16.2% higher than real West German GDP in 1990. Using population data
for West Germany and the unified Germany provided by the Statistische

Appendix • 61

Bundesamt it is then straightforward to calculate that real GDP per capita
was about 5.5% lower in the unified Germany in 1991 than in West
Germany in 1990.

Calculation of the change in unit labor costs between
West Germany in 1990 and the unified Germany in 1991
Unit labor costs are defined as the compensation (at current prices) per
employee divided by labor productivity per person employed (with the latter
expression as real GDP divided by the sum of employees and self-employed
persons). The Statistische Bundesamt gives data for compensation per employee and for the number of employed persons in West Germany in 1990
and for Germany in 1991. Calculating real GDP in West Germany in 1990
and in Germany in 1991 according to the approach explained in first section
of this appendix, we find that real GDP in Germany in 1991 was 16.2%
higher than in West Germany in 1990. This result gives, together with the
other data, an increase in unit labor costs between West Germany in 1990
and the unified Germany in 1991 by 6.4%.
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Economic and Social Integration in
Germany: Implications for Korea

8)Young

Chan KIM, Deok Ryong YOON†

1. Social Aspect
1.1. Introduction
1) Meaning of social integration
The social aspects of unification and the term “social integration” are used
in a wide and diverse sense. In the Treaty for the Establishment of a
Monetary, Economic and Social Union, which came into effect on July 1,
1990, three months prior to the political unification of Germany (October 3,
1990), the word “social” was used in a relatively narrow sense. It meant that
the labour law and welfare system of West Germany would be applied to
East Germany as well.
However, as political unification progressed and the East and West
German societies were integrated, the meaning of “social” was used to cover
not only the above two fields but also a wide range of fields that included
population, family, education, social structure, housing, health, security, leisure, and social participation. In Germany, the concepts of social unity
†
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(soziale Einheit) and social cohesion (gesellschaftlicher Zusammenhalt) are
used separately. The former encompasses social welfare and labor related
fields such as health and medical care, collective bargaining, wage level between men and women, minimum wage, pension system, household income.
The latter includes democracy, sense, attitude, and internal fusion. However,
in English – and in Korean too – it is translated into the same word “social.”
In this report the concept of “social” covers both German terms.
The analysis and research of social integration covers a wide range of institutions and their operations, policy responses, as well as the sense and attitudes of the East and West Germans, and the social phenomena. It is not
easy to quantify and show numerical values as in the economic sector. The
evaluation varies significantly depending on the timing after unification.
Thus it is difficult to comprehensively analyze and evaluate the progress of
integration.
2) Literature survey: domestic
As in the field of economics, there have been many studies on social integration in Korea. Here, only the representative materials that comprehensively deal with this are introduced.
The Ministry of Unification (MoU) published 19 volumes regarding the
German Unification as a series from 2013 to 2016. This series contains analyses and related policy documents in almost all fields: military, administration, infrastructure, police, political parties, liquidation of the past, women, family, unification costs, Treuhandanstalt, social welfare, pension, labor
and unemployment, education, education on unification, and monetary
integration. The series provides specific information on the integration, operation and policies.
In 2011, the MoU also published a series of three volumes under the title
of German Unification and Integration Policy Research: 20th Anniversary of German
Reunification. The first volume examined changes in the structure of the na-
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tion, while the second volume covered the role played by the ministries and
local governments in the process of unification, and the third listed the policies carried out by the federal government in the East German region.
Job-creation measures, infrastructure improvement, support for research
and innovation, culture, specific social classes, and international cooperation
are introduced as implemented together by the Ministry of Finance, the
Ministry of Transport, the Ministry of Health, and the Ministry of Labor and
Social Affairs.
In addition to the materials by the Korean government, there are a variety
of books that introduce or cover the social aspects: German Unification, Model
for Korea” (Park Janghyun, 1999), Germany is not unified (Lee Haeyoung, 2000),
Two Germanys (Lee Taewook, 2001), Wall in the Head (Kim Nuri, 2006), My
Story on Unification (Kim Nuri et al., 2006), Dialogue with German Unification (Lee
Soo-hyuk, 2006), Problem was after the Reunification (Lee Duk-Hyung et al.,
2007) and 25 years after German reunification (Lee Ki-shik, 2016). These books
introduce the social system-related institutions, their operation, and the public mindset of Germans on both sides in the form of research papers, dialogues and statistical analysis. As can be seen from the titles, the assessment
of social integration in the early and mid-2000s was largely critical. This was a
period when Germany was experiencing the greatest difficulty following
unification. As such, the evaluation of social integration can vary depending
on the scope of the research, the researcher’s perspective, the information
used, and the timing and time span of the study.
3) Literature survey: Germany
Government reports are useful for gaining and understanding comprehensive information on social integration.
The German government has been publishing its Annual Report of the
Federal Government on the Status of German Unity since 1997. This report is being
prepared at the request of the Federal Parliament to provide information on
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federal efforts to “equalize the social, economic, political and cultural conditions of the people living in unified Germany.” Currently, this report is
prepared and published by the Federal Government Commissioner for the
New Federal States.
The report covers the current state of administration, judiciary, economy,
society and culture in the East German region, and the government’s policy
efforts to equalize it with West Germany. The report conducts analyses of
consciousness and attitude in social integration, albeit to a relatively limited
extent. It is published every year, however, so it is useful for understanding
the changing situation of the subjects of interest. There are also English versions for the recent years.
Meanwhile, commemorating the 25th anniversary of the fall of the Berlin
Wall and reunification, many reports on social integration were published,
covering not only institutional aspects but also consciousness, attitude and
social phenomena.
In the beginning of 2015, the Federal Government Commissioner released a report titled “Germany 2014: Peaceful Revolution and German
Unification 25 Years.”
In the report, an analysis of the development of the social and political
culture of Germany is conducted using a meta-analysis technique that combines various statistics, together with a separate survey. The report provides
a comprehensive introduction to democracy, economic conditions, social
participation, and individual interests and losses in unified Germany.
This report is being prepared at the request of the Federal Parliament to
provide information on federal efforts to “equalize the social, economic, political and cultural conditions of the people living in unified Germany.”
The Allensbach Institute, a leading German polling institute, published a
poll in 2014, entitled “The End of the Wall in the Head,” in commemoration
of the 25th anniversary of the Fall of the Berlin Wall. The report tracked
changes in overall perceptions of unification, including whether it gave joy or
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worry to the individual.
In 2015, the Berlin-Institut for Population and Development released a
book containing various indicators of East and West Germany, ranging from
population, employment, consumption, habits, health and perception of
each other, etc.
The Federal Agency for Civic Education publishes every two or three
years the Data Report: Social Report for the Federal Republic of Germany, together
with the Federal Statistical Office, the German Institute for Economic
Research (DIW), the German Socio-Economic Panel (SOEP) and the Berlin
Social Science Center (WZB). This report includes comprehensive statistics,
indicators and analyses regarding demographic change, family, education,
economy, household, housing, health, social welfare, migration among regions, participation in political activities, values, etc. Especially, this publication started before the unification period and provides comparative statistics on East and West Germany in a number of fields. These are useful to
identify social integration trends in various fields.
In this paper, social indicators are introduced and analyzed along different
categories, including demographic aspects particularly noteworthy for
Korea, those related to the so-called “wall in the head,” and other indicators
of social integration. We can find some sectors where integration has progressed well and other sectors where significant differences still remain, even
after a generation.
The Rosa-Luxemburg Foundation, which is affiliated with the German
Left Party, Die Linke, commissioned the Berlin-Brandenburg Social Science
Research Center (SFZ) to publish the Social Report 2014. This report covers
the values of East Germans, evaluation changes in their living conditions,
satisfaction levels, expectations, and their evaluations of democracy. The title
of an explanatory article about the report, “The social structure data behind
the commemorative festival,” offers us a glimpse of the difference in position with the Allensbach Institute. As this report reflects the political views
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of the party, this study quotes from it to a limited extent.
4) Research coverage and contents
This report focuses on the aspects of public perceptions, behavior and social phenomenon rather than the institutional and policy aspects of social
integration. Many studies have been conducted in the fields of system and
policy, but full-fledged introductions or analyses regarding the former aspects are rare. However, a number of recent comprehensive reports published in Germany have made it possible to focus on this area, using
time-series data, across various fields.
In the second part of the study, first of all, the social integration is examined and the response of the government is discussed. Following the general
perception of unification, we will analyze various changes in demographic
structure, barriers in the mind, and other social indicators that are thought to
be of great interest to Korea. Section 4 provides the implications for Korea
and concludes the study.

1.2. Conditions and Policies of Social Integration
1) General status
Germany’s incumbent President Joachim Gauck and Chancellor Angela
Merkel are from East Germany. Wolfgang Thierse and Matthias Platzeck, respectively the former chairman of the Bundestag (1998-2005) and former
party representative of the Social Democratic Party (SPD) are also from East
Germany, as have been a number of federal ministers as well. The fact that
East Germans are at the core of the government, parliament and political
parties is a visible symbol of integration. However, some limitations must be
understood before taking this as an indicator of overall social integration.
It is true that the social integration between the two regions has pro-
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gressed considerably, but evaluations of the current degree of integration
may differ. This also relates to how we define social integration, what initial
expectations were, and how we recognize general regional differences.
The Berlin Institute mentioned, “Although the two Germanys were separated for only 41 years – that is, not even two generations – West and East
Germans have been socialized so differently that it would be a fantasy to expect rapid convergence.” On the other hand, the Data Report has stated,
“Although it has been over 25 years, there has been much interest in the integration of both areas and the creation of an equitable living conditions.
This report provides information on the success achieved in the process of
reunification and on the continuing convergence of living conditions between East and West Germany, as well as differences in the various life environments that still exist, as well as information on behavioral patterns,
attitudes.”
On the contrary, Allensbach evaluated the integration status more positively, as can be seen with the title of its article “The end of the wall in the
head.” The article states that while the problems of lack of understanding,
relatively high unemployment and differences in world view, mutual misunderstanding and prejudice have not been solved completely, there has
been great progress in internal unification in recent years. Twenty-five years
after the collapse of Berlin’s physical wall, the so-called “wall in the head” is
also said to have ended.
In its 2016 Annual Report, the German government identified the completion of social integration and promotion of cohesion among its major policy tasks. This could be regarded as reflecting the above views. There has
been much progress in social integration, but it is difficult to see it as being at
the completion stage and this means that policy efforts are still much needed.
2) Difficulties of integration
The main reasons why social integration that encompasses the conscious-
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ness and attitude of German residents has not yet been fully or satisfactorily
accomplished are as follows: ① experiences in completely different systems
for 40 years, ② unification based on the entire system transplantation of
West Germany, ③ the shock of mass unemployment during the transformation, ④ the stagnation of income and property convergence to the
West German level, and ⑤ the skepticism of the East Germans that their interests are not properly represented. Some more explanations follow.
Unlike the West Germans who lived in a democratic political system and
capitalist market economy (Social Market Economy) after the end of World
War II, the East Germans lived under a system of communist dictatorship
and socialist planned economy. It is inevitable that the East Germans, who
lived in a closed communist dictatorship for 40 years after the Nazi regime,
are different from the West Germans, who lived in an open and free world.
The Berlin-Institut (2015) has pointed out this “different socialization.” In
the same context, 59% of respondents in East Germany felt that “socialism
was basically a good idea but the operation was wrong,” thus indicating that
their memories of that time still affect their way of thinking.
As unification took place almost entirely in the manner of transplanting
the West German system into East Germany, East Germans experienced a
sweeping change across their political, social, economic and educational
systems. They had to abandon their past and adjust to new systems. Their
everyday lives changed totally; they had to learn and adjust to everything.
This must have come as a big shock and a sense of loss for the people, who
were proud to have achieved the best economy in the Eastern bloc. Indeed it
would be difficult to expect two systems that had existed for a half-century
with their legitimacy and heterogeneity to be united smoothly, especially in
the form of one-sided absorption by one side.
The German government also pointed out, “The lives of the East
Germans have changed radically. The whole transformation of the social and
economic system has called for adaptation and great sacrifice to many.” The
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government emphasized the need to acknowledge their acceptance and efforts in adapting to the new environment and that internal social unification
can be achieved only through mutual respect and recognition. On the contrary, in West Germany, the lives of the West Germans hardly changed. This
can be seen as a big difference between the two sides in understanding each
other.
With regard to the pressure of change that the East Germans had to face,
W. Thierse said in his address marking the 25th anniversary of the Fall of the
Berlin Wall that “after the transition in 1990, the East Germans had more
economic, financial social, and political advantages, but it had disadvantages
in terms of emotional, mental, and social psychology. These have been influencing them to this day. When a strong, successful system and a frustrated
system meet, one becomes the norm and the master and the other becomes
the apprentice. Everything remains on one side, but everything on the other
side has to change” (Thierse, 2014). He explained the social and psychological situation that the two sides had experienced.
There was no official unemployment in East Germany. However, as we
have seen in the previous section, the collapse of the German industry
caused mass unemployment in both the public and private sectors, and the
impact of unemployment on those who took for granted jobs in the socialist
system was significant. Winkler (1999) stated, “For the majority of East
Germans, labor was not merely a means of obtaining the necessary material
income,” and that jobs had always been a place to apply knowledge and
skills, a necessary social contact and exchange. The German government
mentioned, “Many people suffered the difficulties and obstacles of the transition but they did not think they would lose their jobs forever. Many who
became unemployed did not succeed in assimilating into a new society. They
felt they were second-class citizens. So it was no surprise that confidence in
the political system or market economy was reduced.”
As seen with the economic integration, income and wage levels have been
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converging to the West German level, but this movement is almost stagnant
compared to the early phases of unification. The fantasy held by East
Germans that their income could rise to the same level as West Germany has
been broken. Figure 3.1 shows that since the late 1990s, when the convergence began to stagnate, the percentage of people who think that the income gap will disappear in a short period of time has decreased, while the ratio of respondents answering “income will not become the same in the future either” increased significantly.
Figure 3.1. How long will it take for income levels to become the same?
(East Germans, %)

Source: Rosa-Lumxemburg Stiftung (2014), p. 54.

3) Integration policy measures by the government
Under these circumstances, the German government has made an active
effort to integrate the two heterogeneous societies internally while achieving
economic convergence, right after the unification. Specific policies and their
trends can be traced through the Annual Reports.
The first Annual Report of 1997 introduces policy efforts taken to build
equitable living standards in East and West Germany across a wide range of
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fields, including integration of the armies, education, administrative network,
police and judicial system, political education, establishment of statistical
network, integration of the pension system, liquidation of the former
Communist Party, financial support for the economic, societal, political environment, agriculture improvement, infrastructure, labor law, social security
system, environmental pollution elimination, research and development, and
policies for families and women. The 1999 Annual Report, which marks the
tenth anniversary of the fall of the Wall, presented social unity
(gesellschaftliche Einheit) as its main task under the heading of overcoming
division and promoting commonality.
The 2000 report, ten years after the unification, introduced various supports under the title of “completion of the unification is the primary political
task,” covering support for economic growth and modernization in the East
(investment promotion, start-up support, export support, etc.), enhancement of infrastructure, improvement of residential environments, expansion
of education opportunities, active labor market policy, improvement of social safety net and quality of life, securing of energy, improvement of environment, improvement of agriculture sector, and support for arts, culture
and sports.
In its 2015 report, celebrating the 25 year of unification, the economic development and labor market situation in the East German region and its policies regarding that (to overcome structural weaknesses), the financial situation of state and local governments, and the quality of life in urban and rural areas are examined. The report identifies social unification, policy for social cohesion (democracy and internal fusion, cultural support) as being the
main tasks. The most recent report in 2016 also cites the major themes of
strengthening economic power and completion of social unification, expanding the fiscal independence of state and local governments in East
Germany, and social cohesion.
On the other hand, in the German Unification series published by the
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Korean Ministry of Unification, introduced in the previous section, each volume covers a different issue, such as: political parties, liquidation of the past,
women, families, unification costs, Treuhandanstalt, health and medical care,
social welfare and pensions, labor and unemployment.
Through the contents of the Annual Reports, it can be seen that as time
passes, the military, administrative and justice systems are unified, and economic convergence has been achieved to some extent, so there is a relatively
greater interest in social integration. However, in these Annual Reports, it is
hard to find any full-scale analysis in terms of consciousness, attitude, and
social phenomenon, etc. Therefore, those aspects of social integration will be
the main subject of this report.

1.3. Social Integration Status
1) Overall perceptions
In response to the question posed to understand general perceptions regarding unification, “Is unification a source of joy or a source of worry?” the
response by East Germans remained at two-thirds for joy and one-fifth for
Figure 3.2. To East Germans, is unification a source of
joy or source of worry? (%)
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worries up to the mid-2000s. The number of positive responses has increased recently, however, to 72% in 2014 and negative responses have
sharply fallen to 5%. Positive responses in the West fell to 44% in the
mid-2000s, but have risen sharply since then, up to 67% in 2014, while and
negative responses declined to 8% (Figure 3.2, Figure 3.3).
Figure 3.3. To West Germans, Is unification a source of
joy or source of worry? (%)

Source: Institut für Demoskopie Allensbach (2013), Schaubild 1, Schaubild 2.

Figure 3.4. Integration was successful? (East Germans)

Note: The solid line indicates responses that integration was successful, while the dotted line represents
repondents who felt that both regions will remain as a divided country.
Source: Institut für Demoskopie Allensbach (2013).
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To the question to the East Germans, “Do you think the integration of
East and West Germany is successful or do you think that both regions will
remain as a divided country?”, positive responses rose from 29% in 1999 to
61% in 2014. On the other hand, negative responses significantly fell from
54% to 24% over the same period.
On the other hand, the response of the East Germans to the question of
which fields have improved and which fields have deteriorated after the unification was significantly different from generation to generation. People under age 35 saw improvements in many areas such as personal growth opportunities, recognition of personal accomplishments, social justice, social security, protection from crime, health systems, social welfare, gender equality,
etc. But childcare systems, personal ties and education system were evaluated
as having become worse. On the other hand, from the age of 35 and higher,
the areas of improvement include personal growth opportunities, recognition
of individual performance, health care systems, social security. But, as with
Figure 3.5. System comparison: improved/worsened after
unification of East Germans: under age 35

Source: Die Beauftragte, Deutschland 2014, pp. 171-172.
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the younger generation, the areas of child care, personal ties and educational
system were seen as having becoming worse, together with evaluations about
protection from crime and gender equality. It can be seen that the memories
of stability and social security provided by socialism still remain an influence.
Figure 3.6. System comparison: improved/worsened after
unification of East Germans: from age 35

Source: Die Beauftragte, Deutschland 2014, pp. 171-172.

Overall, 80% of East Germans and 79% of West Germans responded that
unification had brought more advantages than disadvantages to the entire
nation. The ratio of respondents who responded negatively to this question
was 12% in East Germany and 15% in West Germany. Meanwhile, to the
question of whether unification had brought them profit or loss on a personal level, an overwhelming proportion of respondents replied they had profited from unification, especially in East Germany (Figure 3.7, Figure 3.8).
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Figure 3.7. Unification has brought advantages/disadvantages to
Germany (%)

Figure 3.8. Unification has brought profit/loss on a personal level (%)

Source: Die Beauftragte, Deutschland 2014, p. 176.

The results of the time series also show that there has been a remarkable
increase in respondents claiming the benefits of unification in recent years,
while the response that the losses were greater has significantly fallen (Figure
3.9).
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Figure 3.9. Unification has brought profit/loss (East Germans) (%)

Source: Rosa-Lumxemburg Stiftung (2014), p. 20.

2) Demographic aspects
In the East German period, the average age for women to have her first
child was 22-23, three years earlier than in the West (1989). This age rose
rapidly, however, to 28, almost the same as in West Germany (Table 3.1). At
the same time, the average childbirth age for all children has rapidly approached the level of West Germany.

Table 3.1. Childbirth age

First Child
West Germany
East Germany
United Germany
All Children
West Germany
East Germany
United Germany

1960

1970

1980

1989

2000

2010

2012

24.9
23.0
×

23.8
22.5
×

25.0
22.2
×

26.6
22.7
×

.
.
.

29.1
27.3
28.8

29.3
27.5
29.1

27.9
26.4
×

27.0
25.4
×

27.1
24.5
×

28.3
25.2
×

29.0
27.7
28.8

30.5
29.3
30.3

30.8
29.5
30.6

Note: Not including Berlin for East and West Germany. “.” refers to no result.
X refers to insignificant statistics.
Source: BPB, DatenReport 2016, p. 36.
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Table 3.2. Migration between East-West, by sex and age
(1991-2007 total) (unit: thousand people)

under 18
18-under 25
25-under 30
30-under 50
50-under 65
65 and higher
Total

East→West(A)
Male
Female
244.8
245.5
337.3
438.4
222.1
180.7
286.7
304.9
75.4
77.9
29.5
53.4
1,195.8
1,303.8

West→East(B)
Male
Female
131.0
124.6
179.3
177.1
148.5
107.2
205.0
167.8
67.8
52.1
32.5
56.0
764.0
684.7

A-B
Male
113.8
158.0
73.5
81.8
7.7
-3.0
431.8

Female
121.0
261.3
73.4
137.1
25.8
0.4
619.0

Note: Berlin is not included to the East or West. 1989-1990 not included.
Source: Ragnitz, J. etc., Bestandsaufnahme der wirtschaftlichen Fortschritte im Osten Deutschlands 1989 bis 2008,
ifo Dresden Studien, ifo (2009), p. 99.

Looking at the net migration from East to West Germany during
1991-2007 by sex and age (Table 3.2), the number of women were 43% more
than that of men, at 619,000 and 431,800 respectively. Mainly, there was a net
outflow of young people, especially young women aged 18-25. On the other
hand, the ratio of women without children in East Germany rose from 7% in
1990 to 14%, although much lower than in West Germany (15%, 23% each).
Figure 3.10. Life expectancies in the East

Note: Dotted lines show estimated life expectancies before unification.
Source: Berlin Institute für Bevölkeurng und Entwicklung (2015), p. 48.
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Although the life expectancy of men and women in East Germany was
lower than that of West Germany by three years at the time of the unification, it gradually approached the level of West Germany afterwards
(Figure 3.11). Extension of life expectancy is the most comprehensive indicator showing improvement in living standards. In terms of demographic
structure, however, this signifies an increase of the aged population and subsequent social burden of care.
3) Wall in the Head (Mauer im Kopf)
(1) Stereotype
According to a survey, almost half of the Germans are still of the opinion
that there are differences between East and West Germans. This feeling of
difference scored 60% in 1990 and has only slightly decreased. Among the
East Germans it reaches as high as 71 percent. The Berlin-Institut refers to
this under the title of “Unification in the head needs more than one
generation.”
The five characteristics most frequently referred to by residents of united
Germany, in regards to themselves and others, show that there is a considerable discrepancy between their self-images and perceptions by others.
East Germans listed the traits of West Germans as being “arrogant,
haughty, know-it-all, egoistic, greedy for money, and self-confident.”
Westerners saw themselves as “diligent, arrogant, conscientious, open-minded and punctual.” Among these perceptions, only “arrogant” coincides.
West Germans describe East Germans with the words “demanding, dissatisfied, know-it-all, stubborn, family-ties,” while they describe themselves
with the words “modest, diligent, family ties, helpful and honest.” Here, only
the description of “family-ties” overlaps.
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Figure 3.11. Self-assessments and of each other by East and
West Germans

Source: Berlin-Institut für Bevölkeurng und Entwicklung (2015), p. 56.

The perception of West Germans as “arrogant” is noticeable. It reflects
various factors, such as the pride that Westerners feel for building the nation
into a strong economic power, the reunification process being based on the
West German system, and the enormous transfer of resources to East
Germany. The perception that East Germans are “demanding” or
“dissatisfied” is related with the public transfer of resources to the East,
comparative weakness of economic performance by the East and the privatization process that ensued directly after the unification. This means that
consideration should be given to the North Koreans during the process of
unification, to create the circumstances for economic growth on their own,
and to proceed with privatization in a careful manner.
In general, West Germans have “rather positive” or “rather negative” attitudes toward East Germans, with these perceptions accounting for 15% and
30%, respectively. On the other hand, the same attitudes accounted for 20%
and 60%, respectively, in the case of East Germans. Negative perceptions of
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each other remain stronger. Meanwhile, self-perceptions were more positive
than perceptions by others.
The perception of difference is not significantly reduced and there still remain negative stereotypes against each other. This may be affected by the
lack of contact in their everyday lives. The ratio of West Germans coming into contact with East Germans increased to 70% in 2012, from only 50%
within a year after reunification. The ratio of East Germans who have come
into contact with West Germans already recorded 80% in the early 1990s.
However, this does not mean contact on a regular basis, and only 11% of
Westerners are in regular contact with East Germans. It is estimated that
about a third of East Germans meet West Germans regularly.
Figure 3.12. Perceptions of each other and self-perceptions
(Perceptions of each other)

(Self-Perceptions)

Source: Berlin-Institut für Bevölkeurng und Entwicklung (2015), p. 57.

On the other hand, the positive aspect is observed. The percentage of
West Germans who feel strange in East Germany is reduced from 30% in
2000 to 20% in 2012. One positive signal is that the young generation (age of
16-29) recognize more similarities than differences between the East and
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West. They described differences in income (salary and pension), mentality,
etc., but considered these to be general regional differences. The majority assumes that there are more differences between North and South Germany
than between East and West (Figure 3.13).
It may be impractical to totally eliminate stereotypes between divided regions and regional differences should be acknowledged to some degree.
However, it is important to work toward reducing stereotypes derived from
division as soon as possible.
Figure 3.13. Are North- and South-Germans, or East- and
West-Germans more distinct?

Source: Spiegel (2014).

(2) Party preference
In the most recent federal parliamentary election (Bundestagswahl) in
2017, political party preferences in East Germany revealed a considerable
difference from those in West Germany.
The most notable items were that AfD party (Alternative for Germany)
and “The Left” party (Die Linke) earned much than in the West. AfD earned
22.5%, twice as much as in the West and The Left earned 17.4%, 2.4 times
more than in the West. As a result, CDUthe SPD, a traditional center-left

84 • Economic Development after German Unification and Implications for Korea

party, had a significantly lower vote share in East Germany than in the West.
Reflecting this, the traditional conservative right-wing CDU and the middle-left SPD’s rates in the eastern GDR were significantly lower than in West
Germany. The Green Party and FDP also had a lower share. This can be interpreted as their voting for a political party to represent them.
AfD is an economically liberal and nationally conservative right-wing populist party with a diverse ideological spectrum – skeptical about Europe and
the Euro, and critical of Islam and migration. The main reason for the high
rate of voting for AfD seems to be the disappointment felt by voters about
the established political parties. Although its polling rate remains higher in
East Germany, AfD is no longer to be seen as a party strongly supported only in the East.
Figure 3.14. Votes earned in the federal election in 2017 (%)

Andere
AfD
FDP
Grüne
Linke
SPD
CDU
0

5

10

15

West Germany

20

25

30

35

40

East Germany

Source: Statistisches Bundesamrt, Bundeswahlleiter.

Turnout in East Germany continues to fall short of the West. However,
declining trend of turnout since 1998 reversed on the rise in 2017. Turnout
by age group – entire Germany – shows that of people in their 20s was the
lowest, while people in their 40s and 50s hovers above average. Age groud of
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40-69, and over 70 shows around average (Der Bundeswahlleiter, 2018).
After the election in 2013, Thierse (2014) interpreted the lower turnout in
East Germany as a result of disappointment of hopes that everything would
be better after unification.
Table 3.3. Voter turnout from 1990 till 2017
Wahlbeteiligung: Wӓhler in % der Wahlberechtigten
Wahljahr

Bundesrepublik
Deutschland

Früheres
Bundesgebiet und
Berlin (West)

Neue Lӓnder und
Ost-Berlin

1990

77,8

78,6

74,5

1994

79,0

80,5

72,6

1998

82,2

82,8

80,0

2002

79,1

80,6

72,8

2005

77,7

78,5

74,3

2009

70,8

72,3

64,8

2013

71,5

72,4

67,6

2017

76,2

76,8

73,2

Source: Statistisches Bundesamt. Der Bundeswahlleiter.

Figure 3.15. Turnout at the federal elections

Source: Bundeswahlleiter.
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Meanwhile, the AfD party, founded only in 2013, won 24.3% and 12.1%
of votes, respectively, at the local elections in Saxony-Anhalt (East) and
Rhineland-Palatinate (West) held in March 2016. In the recent elections in
the Mecklenburg-West Pomerania (September 9, 2016) and Berlin
(September 18, 2016), it won 21% and 14% respectively. In the general elections in 2013, the AfD received country-wide support, with 4.7% in the party
vote (second voting), nearly close to the 5% entry level.
AfD is an economically liberal and nationally conservative right-wing populist party with a diverse ideological spectrum – skeptical about Europe and
the Euro, and critical of Islam and migration. The main reason for the high
rate of voting for AfD seems to be the disappointment felt by voters about
the established political parties. Although its polling rate remains higher in
East Germany, AfD is no longer to be seen as a party strongly supported only in the East.
(3) Value Priority
When comparing the priorities of values pursued by the society – divided
into the categories of maintenance of peace and order, price stability, more
influence by citizens on government decisions, and protection of the right of
free expression – there is a visible difference between the East and the West.
In East Germany, less of a priority is being placed on so-called materialistic goals following unification. Maintenance of peace and order lost
weight and price stability hovers around 10%. On the other hand, the importance of post-materialistic values has gained strength. The weight placed
on “more influence of citizens on government decisions” increased to 45%,
exceeding that for the West and the category of “freedom of expression”
doubled its weight compared to the year of unification.
This suggests that as economic stability is established, the priority of materialistic goals has weakened while the demand to be taken more seriously by
the government became stronger.
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Table 3.4. Goals regarded as important (%)
West
Materialistic
goals

East

Post-materialistic
goals

Materialistic
goals

Post-materialistic
goals

MainteMore
More
FreeMainteFreenance of
influence
influence
Price
dom of nance of Price
dom of
peace
of citizens
of citizens
stability
expeace stability
exand
on gov’t
on gov’t
pression and order
pression
order
decisions
decisions
1991

36

8

33

24

52

9

32

8

2000

39

7

36

19

39

11

40

10

2014

29

10

36

26

32

9

45

14

Source: BPB(2016), p. 418.

(4) Assessment of Fairness
The evaluation of how fairly people are being treated also shows a big gap
between East and West. The proportion of respondents who said they are
treated fairly or better is maintained in the upper 60 percent range in West
Germany. This percentage hovered around a third of the population in East
Germany, although it did rise to 43% in 2014. Positive evaluation tends to rise
during periods of a good economic situation. In 2014, both East and West
Germany recovered in economic growth and the unemployment rate declined.
Figure 3.16. Perception about fairness (%)

Source: BPB(2016), p. 421.
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(5) Opinion on Democracy
In the East support for the opinion that “democracy is the best form of
government” falls short of the West by a considerable margin. In the West,
this opinion has steadily been held by around 90% of the population, albeit
dropping temporarily during the period of economic recession and global financial crisis.
In the East, however, this figure rose to 78% in 2000, but in the mid-2000s
it dropped to the lower 60 percent range when the unemployment rate
reached its peak, However, in 2014, when the economy recovered, it rose
again to 82%, narrowing the gap between the two regions.
The degree of satisfaction with the “functioning of democracy” in the
West showed the high rate of an average 66% during 1991-2015. However,
this rate is only 42% in the East, although it rose to 50% recently.
Table 3.5. Opinion on “Democracy is the best form of government” (%)
West Germany

East Germany

1991 2000 2005 2006 2008 2014 1991 2000 2005 2006 2008 2014
Agree

86

92

85

89

86

90

70

78

64

63

68

82

Disagree

3

3

6

3

3

5

7

8

22

12

11

9

Neither
agree nor
disagree

11

5

9

8

11

5

23

14

14

25

21

9

Source: BPB(2016), p. 408.

After experiencing democracy for 25 years, the satisfaction level of East
Germans has not moved closer to the West, and remains at a lower level
among EU countries. This reflects the view that their interests are not properly represented or heard and their social and economic status are relatively
weak. On the one hand, it may be that the East German people supported
democracy, but they imagined a different form of democracy existing in
Germany. It could be derived from the answer to the question of socialism.
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East Germans answered that socialism was a good idea but it was badly operated (1991-2010 average 76%).
Another explanation could be derived from the survey result for East
Germans, that “socialism was a good idea but badly operated.” That kind of
answer came mostly from the older age group. The proportion of answers that
“democracy is the best form” was at highest in the younger group. However,
satisfaction with the functioning of democracy was low in all age groups.
Figure 3.17. Satisfaction with the functioning of democracy (%)

Source: BPB(2016), p. 408.

Figure 3.18. Role of the government in reducing income gap (%)

Source: BPB (2016), p. 413.
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(6) View on welfare state
The consensus on the need for the state to administrate welfare remained
strong in both parts of Germany over the entire period of 1991 to 2014, with
eastern Germany showing a somewhat higher rate of positive opinion. On
the other hand, there is a markedly greater difference between East and West
Germans concerning the social-state task of reducing the income gap.
An average of 57% of West Germans believe the state should reduce the
income gap, while in East Germany this opinion is held by an average of
80% of the population, with rising tendency. In the East this idea was supported more by older age groups, reflecting the memories of the social state.
The difference between the East and the West can be also explained by the
income and standard of living gap between the two regions.
4) Other social indicators
(1) General life satisfaction
Levels of general satisfaction with life are much lower in the East than in
the West. And the trends for Eastern and Western Germany moved in a different manner following unification and up to the late 1990s. Within a year
after unification, the satisfaction level of East Germans dropped to the lowest level ever. Undergoing mass layoffs due to restructuring and facing uncertain future prospects came as a shock to Easterners. In the following
years up to the turn of the century, satisfaction levels rose. In West
Germany, the reunion euphoria lasted for only a short time and the satisfaction felt by West Germans fell soon. As can be seen, unification costs,
moderate economic growth, rising refugees due to the Balkan conflict likely
dampened the mood.
Afterwards, coming into the 2000s, the East and West showed similar
trends. Satisfaction levels fell to the bottom because of economic recession,
high unemployment rates and the uncertainty derived from the Agenda 2010
policy. However, since the mid-2000s, the economy has been revived and

3. Economic and Social Integration in Germany: Implications for Korea • 91

the global financial crisis has been well overcome and satisfaction has been
rising.
Figure 3.19. Life satisfaction in general

Source: Berlin-Institut für Bevölkeurng und Entwicklung (2015), p. 54.

Figure 3.20. Concern about the future economic conditions

Source: Berlin-Institut für Bevölkeurng und Entwicklung (2015), p. 55.

92 • Economic Development after German Unification and Implications for Korea

Recently, the satisfaction level of East Germans lies at the highest since
unification. However, it still remains below the lowest level of West
Germans. Even though the absolute standard of living has risen significantly,
the low level of satisfaction reflects the relative feeling when compared with
the West, and a rise in expectation and demand. Usually, satisfaction increases when people feel that they are being treated fairly. But the former
survey shows how this feeling of being “fairly treated” is low among East
Germans. Another factor could be how East Germans at leadership positions are relatively rare.
On the other hand, the proportion of respondents “very concerned” or
“concerned” about their future economic situation is higher in East
Germany. East Germans who replied they were “not at all concerned” remain at around 22.9%, much lower than West Germany’s 34.4%. The relatively higher rate of unemployment, system change, smaller asset sizes
(Figure 3.22) and emigration have left their mark on the public sentiment.
Figure 3.21. Total net wealth of private households (1,000 euros)

Note: left bar West, right bar East. line is ration of East/West (%).
Source: Die Beauftragte, Jahresbericht 2016, p. 90.
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(2) Drinking and smoking
The alcohol-related death toll is higher in the East. East Germany was the
unofficial world champion in Schnaps drinking. Between 1950 and 1989,
schnapps consumption per head rose sharply from 1.3 liters to over 15 liters.
In the West it rose from 3 to 6.2 liters over the same period. Alcohol-related
deaths in all new federal states showed a level exceeding the overall German
average of 17.3 alcohol-related deaths per 100,000 people. In MecklenburgWestern Pomerania, the number of people dying from alcohol-related illness
reached almost three times the federal average in 1990. This pattern has remained almost unchanged in 2013, most likely due to the lingering effects of
heavy drinking during the pre-unification period and the unchanging nature
of drinking habits.
The smoking rate among East German teenagers was lower than that of
West Germany, but since 1996 it has rose higher than in West Germany.
Advertisements aired by the tobacco industry may have influenced this phenomenon, as they projected an image of smoking as a taste of “freedom and
self-determination.” However, youth smoking rates in both area have declined since the late 1990s, as shown in Figure 3. 23.
Figure 3.22. Alcohol-related deaths per 100,000 people (in 1990, 2013)

Source: Berlin-Institut für Bevölkeurng und Entwicklung (2015), p. 50.
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Figure 3.23. Smoking rate of the age group 12 to 25 years (%)

Source: Berlin-Institut für Bevölkeurng und Entwicklung (2015), p. 51.

(3) Criminality and traffic accidents
There is no substantial difference in the actual crime rate between East
and West Germany, but the anxiety felt by residents is higher in East
Germany. Based on the number of house invasions reported per 100,000
people, the crime rate shows a regional difference between the north and
south, rather than the east and west, with big cities showing a high crime
rate. Nevertheless, the rate of respondents who felt “insecure” or “very insecure” when leaving their houses at night is consistently higher in East
Germany. However, after showing a sharp rise after unification, this rate has
declined significantly in recent times.
Brandenburg, Saxony-Anhalt and Thuringia in East Germany are the
highest in the death toll by traffic accident. This could be attributed to the
dangerous local road conditions in the area and insufficient emergency transports and measures due to the lower population density. Traffic accidents
temporarily increased in 1991, which can be explained by an increase of
high-performance cars travelling on the harsh road conditions in eastern regions, and East Germans not being familiar with West German highways.
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Figure 3.24. Feeling insecure

Source: Berlin-Institut für Bevölkeurng und Entwicklung (2015), p. 42.

Figure 3.25. Regional crime rates

Source: Berlin-Institut für Bevölkeurng und Entwicklung (2015), p. 43.

(4) Partners between East and West
Marriage registration data published by government offices is based on the
current area of residence, making it almost impossible to ascertain the number of marriages between men and women originally from East and West
Germany. According to the data, 1.6% of all marriages are such cases.
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However, the rate rises to 11% when counting couples living together without declaring marriage, making the actual ratio of partnerships between East
and West German couples higher.
The data also shows that such partnerships tend to be between Eastern
women and Western men. This could be partially explained by the fact that
more women migrate to West Germany (Table 3.2), leading to many East
German regions remaining as “female-deficit” areas.
5) Consumption
The former East German states have an income that is 80% of the West,
with expenditure-income ratios identical for both, at 79%. Housing and energy expenses accounted for the largest share (35%) in the East and West,
followed by food and transportation at 15%. This means that expenditure
and price structures have become similar.
In the case of automobiles, popular brands were different by region and
watches, jewelry, optics, and communication devices were still sold more in
West Germany.
The nationwide brands of food products are almost homogenized, but
there are some differences. Among non-alcoholic beverages, Vita Cola
ranked fifth in East Germany, while it ranked lower than 10th in West
Germany. As for beer products, the East German brand Radeberger ranked
second in the East but 8th in West Germany. Meanwhile, some goods originating from the East have gained a nationwide customer base, such as the
Rotkäppchen champagne, Radeberger beer mentioned above, and Bautzner
mustard sauce.
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1.4. Summary and Implications
Demographic Aspects
Integration with North Korea, whose youth population ratio and total fertility rate are higher, will have a positive effect on the demographic structure
in a unified Korea. It could delay Korea entering into an aged society by four
years, and increase the working-age population by up to 4.3%p by 2065,
compared to that of South Korea alone.
Figure 3.26. Demographic
structures

Source: Choi (2015), p. 9.

Figure 3.27. Total fertility
rates

Source: Choi (2015), p. 10.

The infant mortality rate in North Korea is much higher than that of
South Korea. If that rate is reduced by establishing a better health environment, it is likely to help improve the demographic structure to a certain
extent.
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Table 3.6. Infant mortality rate (per 1,000 live births) (‰)
19801985

19851990

19901995

19952000

20002005

20052010

20102015

20152020

South

24.6

14.9

9.8

6.6

5.3

4.6

2.9

2.1

North

31.1

27.4

42.1

57.6

26.5

27.3

22.0

19.4

Note: The ratio of the number of infants who died under 1 year of age divided by the total number
of babies born during the year, usually expressed as per 1,000 live births.
Source: Statistics Korea (2015), p. 57.

However, North Korea has already entered into an aging society in 2004
and the fertility rate has fallen below the average of developing countries
since suffering food shortages in the mid-1990s. Therefore, such positive effects as a delayed pace of aging and increase in total population due to integration of the two Koreas may not be as great as expected.
Furthermore, as we see with Germany’s unification process, a sharp fall in
the fertility rate and elongation of life expectancy could dampen these positive effects. Life expectancy in North Korea is shorter than that of South
Korea by 10 years (Table 3.7). The possibility of extended life expectancy
should also be considered in the demographic structure estimate, in the case
of unification and healthcare improvement.
Thus it will be necessary to minimize the unstable period during the transition process and improve childcare conditions to prevent such a decline in
fertility rate, and infant mortality should be reduced to the level of South
Korea by improving the health environment. At the same time, in addition
to these quantitative aspects of population, measures should be sought to enhance the quality of human resources in North Korea and utilize them
effectively.
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Table 3.7. Life expectancies for North and South Korea
Year

South Korea1)

North Korea2)

Male

Female

Male

Female

1995

69.6

77.4

65.4

72.5

2000

72.3

79.6

60.5

67.4

2005

75.1

81.9

62.8

69.7

2010

77.2

84.1

64.9

71.7

2014

78.0

84.8

65.8

72.6

2020

79.3

85.7

66.9

73.6

2030

81.4

87.0

68.4

75.1

2040

83.4

88.2

69.7

76.3

2050

85.1

89.3

70.9

77.4

Source: Statistics Korea(2015), p. 39.

Wall in the Head
Indicators of the so-called “wall in the head” show that there still remain
considerable differences in perceptions and attitudes between East and West
Germans even though a generation has passed since the two sides were reunified, after a state of division lasting only 41 years.
There is a persisting perception that differences still remain between the
two, and stereotypes and negative views regarding the other side are proving
hard to change. Votes for certain parties, such as the Left Party (Die Linke)
or the Alternative for Germany Party (AfD), are higher and overall turnout
persistently lower in previous East German states. There has been an increase in the opinion that the influence of citizens on government decisions
should be expanded. While agreeing that democracy is the best form of government, satisfaction with the functioning of democracy remains at a fairly
low level. Skeptical views are dominant as to whether they are receiving fair
treatment, and the majority of East Germans feel that the state should be responsible for social welfare as well as for reducing the income gap.
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These negative and critical attitudes of the East Germans are influenced
by multiple and complex factors: being forced to adapt to West German systems transplanted into all areas; their mixed feelings regarding massive transfer payments; feelings of being victimized by the privatization process; the
lack of institutional measures to represent them; feelings of relative deprivation due to comparison with the economic situation in West Germany; the
continuously high unemployment rate following reunification; and nostalgia
for the role played by the state during the socialist years.
For West Germans, it is natural that the proud West German system be
transplanted to East Germany and thus become the standard of unified
Germany, and the perception that East Germans continue to complain despite the massive transfer of resources from the West to East might have led
to the formation of certain stereotypes regarding East Germans.
In order to cope with these problems during the process of inter-Korean
integration, it will be necessary to consider the perspective of the North
Korean people when deciding how unification and integration should
proceed. An example that deserves consideration was the approach taken by
Lothar de Maizière, the prime minister of East Germany, at the time of signing the Treaty on Monetary, Economic and Social Integration and the Treaty
of Unification, who throughout the unification process emphasized
“choosing a way to agree through contract, so as not to make unification
look like surrender.” In addition, measures to expand everyday contact opportunities and political and institutional devices to represent the interests of
North Koreans should be provided. By concentrating on areas that can help
economic growth, North Koreans should be supported to achieve economic
growth through their own efforts and gain self-esteem. The basic social security policy should be actively researched to prevent socialism. Regional differences and regional emotions exist in every country to some extent, but
there is no question that differences due to division should be overcome.
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Other Social Indicators
Other social indicators show that life satisfaction is rising in East
Germany, but anxiety about the future still remains high. This is due to the
high unemployment rate that has persisted for a long time, the unstable situation of many residents who have relocated from other areas and their low
accumulation of assets, thus suggesting that more consideration should be
given to help these people accumulate financial assets and real assets,
through the creation of stable jobs through rapid growth and the privatization of housing, land and businesses.
The alcohol-related death toll and youth smoking rate are higher in the
East German region. While there is no particular difference in the crime rate,
there is a greater feeling of insecurity and the fatality rate for traffic accidents
is higher. This shows that there is a need to realize improvements in various
areas such as health, security, traffic conditions, as well as the establishment
of emergency aid systems.
Overall Conclusion
In recent years, various social integration indicators have shown positive
results. This means that a certain amount of time is necessary for the progress of integration, together with economic improvements, and policy
efforts. As Germany has been unified for 26 years, there have been more opportunities for exchanges through migration between the two regions and
cooperation in the workplace, and the number of people who have not experienced the division is increasing. Among the younger generation, there is a
low level of perception about the difference between the East and the West,
and whether one originates from the East or the West does not appear to be
a big factor when men or women select their partners. Unemployment has
been decreasing since the mid-2000s as the economy has improved. While,
of course, the unemployment rate in East Germany still remains high, the
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absolute level has largely decreased. Accordingly, indicators such as a preference for democracy, perceptions of fairness, and satisfaction with life have
also shown a large improvement. In addition, the multifaceted policies of the
government for social integration and convergence have contributed to a
great extent. It takes a certain amount of time to reduce prejudice and stereotypes, but in order to reduce the period of time, it is necessary to implement
policies in various aspects of society and culture as well as government economic policies. It is necessary to create an environment where rapid growth
and convergence to South Korea can proceed, unemployment be contained
to a minimum, and where the post-unification generation can grow without
biased perceptions.
Meanwhile, while this may seem trivial, it is an encouraging phenomenon
that some East German products have established themselves as national
brands. While it will not be easy for North Korean products to grow from
standardized industrial products into competitive and nationally recognized
trademarks, this could be possible in the area of preference goods. North
Korea also seems to be competitive as a tourist destination because it is unknown and could not be reached for a long time. In addition, the establishment of a sports team affiliated with North Korea will also help promote regional interchange.
Even before unification, millions of people from East and West Germany
visited each other. East Germans could watch West German TV and contact
the other side through post mail, telephone, or even use transportation on
the other side. On the other hand, the two Koreas have experienced a war
against each other, remained in a state of division much longer, and have
conducted far less exchanges. As such, social integration will require much
more time and effort.
The results of surveys show that social integration will be more difficult
than economic integration after reunification in Korea. In response to the
question “What effect will reunification have on our country by sector?”, re-
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spondents thought that it would have a positive impact on economic growth
(improvement 44.1%, deterioration 38.8%), unemployment (improvement
46.6%, deterioration 32.5%), and international status (improvement 72.7%,
deterioration 8.6%), but answered that it would be negative for political stability (improvement 31.1%, deterioration 46.2%) and social stability
(improvement 28.6%, deterioration 48.5%). The Unification Peace Research
Institute also pointed out from the results of the survey that “the expectation
of improvement in issues related to social integration, such as regional conflicts and ideological conflicts, is relatively low, while expectations for the
economic sector, such as the gap between the rich and poor and the problem
of unemployment, are high. These suggest that it may be more difficult to
solve the problem of social integration than the problem of economic integration of the two Koreas after reunification.” In addition, the system has
an effect on social preference, and North Koreans have a lower preference
for market economy and democracy than South Koreans, while the preference for even distribution is higher. This difference in preference may become a source of conflict in the allocation of resources after reunification.
In a situation where people feel that the cost of unification is bigger than
the benefit, support for North Korea could become a bigger issue of conflict
than in Germany. In Germany, there was controversy over the size and use
of transfer payments to East Germany, but the issue of providing support itself, as stipulated by the “fiscal equalization system” within the Constitution,
was taken for granted. As such, the overall system of regional financial adjustment system, and its application to North Korea, must be reviewed before unification.
True unification goes beyond merely integrating heterogeneous political
and economic systems; rather, it must be recognized as an internal process of
bringing together the people who live their daily lives in the system, that is, a
process where their consciousness, emotions and psychology are reconciled
through a process of conflict and communication. When it comes to the
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study of unification and integration, more intensive research on the various
aspects of social integration should be carried out instead of only focusing
on economic integration. Many additional studies are needed based on the
German data cited in this study. It will also be important to recognize that a
smooth social integration process will be considerably influenced by both
the method in which economic integration takes place and how this integration progresses.

2. Economic Aspect
(German Unification and Progress of
Economic Integration)
2.1. Introduction
On 1 July 1990, East and West Germany formed the German Economic,
Monetary and Social Union (GEMSU). This development had the effect of
introducing West German’s currency, economic order and social system in
East Germany. Three months afterward the two Germanys were politically
unified on 3 October. Since then, the old socialist economy has posed an
enormous challenge for the West German economy to carry out economic
unification. The sudden economic integration without any adjustment period caused severe consequences to West Germany in the beginning of
unification. The West German economy had to finance not only investments
necessary to increase productivity in East German regions but also the costs
for social expenses to support the huge number of unemployed people.
Increasing pressure for financing pushed interest rates high and the current
account fell into the red. West German people had to pay higher taxes and
make higher social security contributions. West German companies suffered
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under increasing production costs. The unification shock drew the West
German economic growth rate down to -2.1% in 1993.
The Berlin Institute for Population and Development (BIBE) published a
report on German economic unification “25 years after German Unification”
in 2015. The report explains the developments over the last 25 years and
how unification has progressed in the politically unified Germany.
According to the report, the former East German regions now enjoys high
income well above the EU-average. Productivity of eastern regions has
reached 80% of western regions. The unemployment rate in the east decreased continuously to 8.5%, much lower than EU-average. However, the
report also pointed out how the economic and social differences between
the east and the west have not been fully resolved and further efforts must
be made until the gap may be reduced substantially. The report defined unification as a process not an event.
Korea has observed the German unification process with enormous
interest. In 1990, the Korean people had high hopes for a Korean reunification in the near future. Korean people cheered and admired the
German unification with envy. However, the huge economic shock in West
Germany turned Koreans’ envy into concern. German unification awakened
Koreans to recognize the reality of unification. Since then, Koreans have
paid more attention to the cost side of unification because they have come to
realize the economic burden it will entail from Germany’s case. Up to now,
the German experience has mainly conveyed a negative image to Koreans.
Especially the young generation in Korea has become reluctant in regard to
unification because they are afraid of bearing a high economic burden beyond their capacity.
Korean reports on the current status of German unification are not well
balanced. Most Koreans perceive the unification process as a very expensive
and dangerous task that caused even the rich economy of West Germany to
struggle. However, the economic and social conditions in Korea are differ-
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ent in many ways. In particular, the Korean economic order and social system do not have such a strong social accent as Germany’s. This paper is an
attempt to examine the current status of German economic unification in
more detail and how Germans have carried out the task of unification, thus
contributing to a more balanced view on the possible unification of Korea.

2.2. Macroeconomic Challenges and Responses
Five years after unification, efforts to bring up the eastern part of
Germany to the level of the western one had made considerable progress.
Eastern Germany’s growth rate was nearing double digits. But not all things
have developed as well as they might. Rapid wage convergence has caused
enormous unemployment in the east and a heavy tax burden in financing
massive transfer payments in the west.
Since GEMSU, nearly one trillion Deutschmark (US$ 700 billion) have
been transferred from west to east in 5 years. Results seemed to justify the
efforts. East Germany’s economic revival was impressive by any standards.
Growth rates came close to double digits.
Despite this, many Germans from east and west agree, at least, that things
have not gone as well as they might have. Even healthy growth has brought
output in eastern Germany just back to the pre-unification level. The economic clasm is reflected by the region’s poor contribution of less than 10
percent to the all German GDP ‒ compared to a share of 20 percent in the
total population. Consequently, per capita GDP accounted only for 50 percent of west Germany’s equivalent. Even if high growth sustains, it would
need at least ten more years to close the gap (Siebert 1995).
In the early blueprints for unification the deplorable state of the eastern
German economy was not completely recognized. There was a widespread
feeling that it would be possible to restructure and modernize the old socialist conglomerates and enterprises in a relatively short period of time. In this
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respect, eastern Germany seemed to be luckier than its eastern neighboring
countries.
Five years after the collapse of the communist system in the eastern part
of Germany, it has become clear that the transformation of a whole economy from plan to market is a mixture of success and failure. Accordingly, the
process of Germany’s economic unification was full of contradictions. On
the one hand, eastern Germany’s economic revival was impressive by any
standards. Convergence with western Germany’s economy has proceeded as
a result of very rapid growth in the capital stock. On the other hand, it has
not proceeded fast enough: average labor productivity was hardly more than
half of the western German level in aggregate, whereas the process of wage
convergence was more advanced, with eastern wages at almost three-quarters of western wages. Burdened with excessive (unit) labor costs, only a miTable 3.8. Economic growth rate and production gap
1990

1991

1992

1993

1994

1995

W-German growth rate (%)

4.5

3.6

1.6

-1.7

2.4

1.6

E-German growth rate (%)

-14.4

-31.4

9.7

5.8

8.5

5.6

German growth rate (%)

2.6

0.6

2.1

-1.1

2.9

1.9

W-German inflation (%)

2.6

3.8

4.0

3.2

2.7

1.7

E-German inflation (%)

0.2

12.8

10.1

8.4

3.7

2.1

German inflation (%)

2.3

4.8

4.7

3.9

2.8

2.0

W-German unemployment (%)

6.2

5.7

5.8

7.3

8.2

8.3

E-German unemployment (%)

-

10.3

16.1

15.8

15.2

14.0

German unemployment (%)

-

6.7

7.8

8.9

9.6

9.4

E-German output(100Mio.DM)

-

1,820

2,221

2,350

2,580

2,815

E-German expense (100 Mio.DM)

-

3,330

4,083

4,291

4,615

4,925

Gap(=Output-Expense,100 Mio.DM)

-

-1,510 -1,862 -1,941 -2,035

-2,110

Gap/E-German GDP(%)

-

83

84

83

79

75

Gap/W-German GDP(%)

-

5.8

6.9

7.3

7.5

7.6
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nority of eastern German companies were able to compete successfully in international markets. Export quotas were on average not even half as high as
for western German companies, and their contribution to overall foreign
sales was only in the range of 2.5 to 3 percent, which was very modest considering the share of eastern Germany in overall German population of
around 20 percent.
The economic transformation of eastern Germany started with the wrong
model ‒ an appreciation of the currency. When the German Economic,
Monetary and Social Union (GEMSU) was implemented between eastern
and western Germany on 1 July 1990, all current payments (including price
and wage contracts) were converted from GDR-Mark into D-Mark at a rate
of 1:1 and all stocks (including outstanding claims and liabilities) at a rate of
2:1. It was calculated that the conversion rate for current transactions came
equal to an average appreciation of the GDR-Mark of 4:1. This brought
most companies from one day to the other into the red. According to a
rough calculation by Akerlof et al. (1991), only 8 percent of industrial companies were still competitive in international markets after GEMSU.
In addition, GEMSU was also a signal for a rapid adjustment of wages.
From spring 1990 to spring 1992 standard wages (per hour) nearly doubled
and recently have reached approximately 75 percent of the western German
rates. Thus, wage increases completely decoupled from the companies’ ability to bear the resulting cost burden. As a result, there was a strong pressure
to cut costs by firing workers. Within the first two years, more than half of
eastern Germany’s industrial labor force lost their jobs.
It was evident that the modalities of unification made enormous fiscal
transfers from western to eastern Germany necessary. From the beginning, a
wide range of government support schemes was established in order to prevent companies from collapsing or to give incentives for restructuring them,
to improve the infrastructure and, last but not least, to finance job creation
programs and social transfers. The crucial problem was that the lion’s share
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was devoted to compensating for wage increases and to financing unemployment rather than to rebuilding the capital stock. It was estimated that roughly two thirds of total transfers were used for consumptive purposes. The
high consumptive transfers have created serious consequences for the
emerging structural pattern of the eastern German economy. It was a strong
incentive for investors to engage in industries producing for local markets
rather than for export markets. In other words: the massive consumptive
transfers have caused immense allocative distortions similar to the Dutch
disease phenomenon.
All the macroeconomic indicators were unstable. Even though the east
German economic growth rate soared up very rapidly, this was made possible at the sacrifice of West German regions. East German regions have spent
much more than their output. To finance this gap, the western regions had
to pay more taxes and make higher social contribution. The interest rate
went up and inflation pressure has increased. The exchange rate suffered not
only under the depreciation pressure but also its volatility. The German
DAX-index also did not show strong upward movement until 1995. The
general economic perspective was not so promising.
However indicators in the financial market have moved earlier than other
indicators as usual. The interest rate decreased first and reached pre-unification levels in 1995. The price index went down, together with the exchange rate. The German stock price index, DAX 30, has shown exceptional
upward trend since 1995. All these macroeconomic indicators recovered
pre-unification levels by 2000. Though the economic convergence process
still had a long way to go at that time, the macroeconomic shocks seemed to
be disappearing.
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Figure 3.28. Germany: Interest rate – short term deposit (middle rate),
1987.1-2000.12

Figure 3.29. Germany: Consumer price index - % year-on-year,
(2005=100), 1987.1-2000.12
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Figure 3.30. German Marks to US Dollar exchange rate (math average),
1987.1-2000.12

Figure 3.31. German stock index, DAX 30 (1987.1-2000.12)
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2.3. Economic convergence between the East and the
West
Economic output in eastern Germany has started rebounding from the
economic collapse after unification. The economic catch-up process has
gone through ups and downs. In the first phase, the eastern regions’ growth
rate exceeded the western regions’. However, since the mid-1990s, the relation has been reversed or mixed. Since then some regions have grown faster
than western regions and some regions have not. East German regions have
continuously increased their GDP per capita as the following Table 3.28
shows. The GDP per capital in the east was just 43% of the west, but has increased to 72% of the average of West German regions in 2015. The gap between the east and the west has decreased over the last 25 years.
From 1995 to 2013, inflation-adjusted economic output rose by an annual
average of 0.9 percent; in western Germany, it was 1.4 percent.1) It should also be taken into account, however, how the migration from the east to the
west led to the demise in production potential in the east. Production capacity is influenced by population growth. Taken by itself, a growing population will result in an increase in demand ‒ for instance, for consumer-related goods that are not traded across the regions within the country, as
well as for public services. With a shrinking population, the opposite is true.
With regard to the development of wealth and prosperity, this means that a
given production output in a region with a shrinking population must be
considered differently to that in a region where the population is growing.
Expected per capita results for eastern Germany achieved a somewhat
more favorable result than the regional economic growth of the west due to
the decreasing number of population. Output per capital from 1995 to 2013
increased by 1.3 percent per year in the western regions, while the population
1) See Brenke (2014), p. 11.
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increased by 1.2 percent as a result of immigration. GDP per capita in the
east rose by 1.2 percent, barely more than in the west of 1.1 percent. In 2013,
the east achieved just 71 percent of the western value.
Table 3.9. GDP per capita in East German Regions
Ostneue
deutschLӓnder/
WestOstland/
Branden- Meckl.Sachsenneue DeutschWestJahr Berlin
Sachsen
Thüringen deutsch- deutschWestland
burg
Vorp
Anhalt
Lӓnder
deutschland
land
deutschland
land
in Euro

in %

1991 19.744

7.643

7.377

7.729

7.142

6.534

22.687

9.701

7.342

19.754

32

43

1995 24.965

14.940

14.497 15.400

13.971

13.708

25.206

16.645

14.626

23.354

58

66

2000 25.869

17.315

16.455 17.157

16.232

16.385

27.959

18.539

16.785

25.983

60

66

2005 26.761

19.239

18.204 20.044

18.689

18.629

30.226

20.660

19.155

28.288

63

68

2010 31.547

22.720

21.587 23.309

22.241

21.883

34.059

24.382

22.532

32.137

66

72

2011 32.749

23.498

22.512 24.509

22.755

23.291

35.707

25.441

23.527

33.673

66

71

2012 32.777

23.988

22.710 25.119

23.708

23.697

36.307

25.920

24.089

34.253

66

71

2013 33.190

24.678

23.433 25.802

24.257

24.663

37.039

26.595

24.804

34.978

67

72

2014 34.171

25.419

24.012 26.807

24.600

25.471

38.110

27.414

25.551

36.003

67

72

2015 35.627

26.493

24.909 27.776

25.198

26.364

38.270

28.453

26.453

37.099

67

72

Source: Bundesministerium für Wirtschaft und Energie (BMWi)(2016), p. 75.

As a result of the adjustment shock caused by monetary union and the obligations resulting from social union, eastern Germany was dependent on
massive funding that flowed through various channels. The transfer occurred via the federal budget, from western regions as part of financial compensation, indirectly via the European Union, from social security insurance,
and in the form of private investment. The extent of the transfer can be outlined using the ratio of the value of goods consumed on the one hand and
goods produced on the other. From 1991 to 2011, the value of goods consumed was consistently higher than the value of goods produced. This difference has decreased over time, but, even in 2011, consumption exceeded
production by eight percent. In absolute terms, this represents a good 30 billion euros.

114 • Economic Development after German Unification and Implications for Korea

With a common currency, eastern Germany had no way of gradually
bringing its productivity into line with the western German level. Rather,
rapid and major productivity gains are required in order to even maintain
one part of total production. In fact, economic output per worker rose by almost half from 1991 to 1995. However, this was accompanied by a sharp decline in employment. Productivity increased not least because many
non-competitive production facilities were shut down. To cushion the transition process, particular focus was placed on instruments such as short-term
work and job creation measures, especially in the period immediately after
the unification.
After a temporary slight recovery in 1994 and 1995, employment in eastern Germany fell steadily for ten years. Economic output per worker increased at a faster rate than in western Germany, causing the productivity
gap to decrease. This process of catch-up has since relaxed somewhat. Since
2005, employment in eastern Germany has been on the rise once again, and
productivity is tending to grow slightly stronger than in western Germany.
Calculated per employee, eastern Germany achieved 79 percent of western
German productivity levels in 2013. As people work longer hours on average
in the west than in the east, the gap in hourly productivity is even greater; in
Figure 3.32. Productivity per working hour (West Germany = 100)

Source: BMWi (2016).
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relation to the west, the figure for eastern Germany in 2013 was 74 percent.
Directly after the unification, per capita income in eastern Germany rose
very quickly by about 50 percent from 1991 to 1995. What should be taken
into account, however, is that price rises in the east were also very strong at
that time. Consumer prices rose by around one third. After this first phase of
improvement in income, it developed more slowly and the income gap between in eastern and western Germany remained largely the same.
Unlike in western Germany, disposable income in the east, i.e., remaining
household income for consumption and saving, is almost as high as gross income earned in the economic process, i.e., the sum of employee remuneration and mixed and unearned income before taxes and social security
contributions. This is due to the differences in the composition of income.
In the east, social security benefits account for a larger share of disposable
household income than in the west, although this share has decreased in the
last ten years. On the other hand, eastern German households pay less in taxes and social security contributions because the gross income they earn from
the market is far lower than that of western German households. The gap in
unearned income between western and eastern Germany is especially large.
Figure 3.33. Real GDP growth rate in the West and the East

Source: BMWi (2016).

116 • Economic Development after German Unification and Implications for Korea

Total disposable income per inhabitant in eastern Germany is 83 percent of
the western German level. This ratio has not changed at all since the late
1990s.
In the former East German regions, the wages increased sharply even after the monetary union. The labor union negotiated successfully for further
increases of wages to bring union wages into line with western German levels in just a few years. But that did not happen as expected mainly because
more and more companies were turning away from employers’ associations,
thus circumventing collective wage determination based on bargaining
agreements. Nevertheless, wages rose steeply in the first half of the 1990s,
after which the convergence to western German wage levels slowed. The
average wage per capita in eastern Germany is now 83 percent of the average
wage in western Germany. In the case of hourly wages, the convergence is
less pronounced at 77 percent. On average individuals work longer in eastern
Germany than in the west mainly due to the comparatively.
Figure 3.34. Investments per inhabitant

Source: BMWi (2016).
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Figure 3.35. Unemployed persons & unemployment rate

Source: BMWi (2016).

For approximately ten years, the unemployment rate has been falling
sharply in East Germany, lowering to 9.9% in 2013, while it amounted to
6.2% in West Germany. Although the unemployment rate in East Germany
is still significantly higher than in the West, the difference has decreased
continuously. The favorable development in East Germany resulted from
two factors. First, the demand for labor has increased. Between 2005 and
2013, the number of employed persons rose by 3.4% in East Germany. That
is 189,000 people. Second, the potential of labor force decreased due to
demographic developments and migration losses by 5.6%, which is 410,000
persons. In East Germany, the rate of underemployment decreased from
32.9% in 1992 to 12.5% in 2013.
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All the macroeconomic indicators discussed so far in this chapter reveal
significant progress of economic convergence between the west and the east
even if there are still some gaps to be closed in the future. The former west
German regions are enjoying higher economic performance in recent years,
which might at least partly result from the bigger domestic market and better
location after the unification. In sum, the former two Germanys have successfully joined with each other, making the unification a win-win game for
both sides.

2.4. Remaining Tasks
(Un)employment Gap:
Since the transition phase, the unemployment rate in the east has been always much greater than in the west. The number of registered unemployed
still clearly shows the severe lack of employment opportunities over many
years in the east. By the middle of the last decade, unemployment rates in the
east were almost always twice as high as in western Germany. Since then,

Figure 3.36. Unemployment rate & Employment index

Source: BIBE (2015).
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higher employment has led to a faster decline in the unemployment rate in
eastern Germany than in western Germany, where the unemployment rate
has in fact relatively stagnated since the beginning of 2012. Nevertheless, unemployment in eastern Germany remains far higher at 10.9 percent in 2014,
compared with 6.6 percent in the west.
Productivity Gap
The economic development in East Germany after unification was initially
fully in line with many economists’ expectations: Gross Domestic Product
(GDP) per capita and per employee grew rapidly in the first half of the
1990s, thanks to generous public support for the modernization of the physical capital stock. Then, catching up slowed down until 2001. Later, a modest
convergence was visible again up to 2009. The gap has remained more or less
unchanged since 2010. Taking GDP per hours of work, a similar development pattern is visible. A considerable gap in terms of GDP per capita and
per employee persists even in comparison with financially weak West
German federal states.
Figure 3.37. Wage/Month

Figure 3.38. GDP/hour
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Lack of big enterprises:
Throughout the privatization process, the former East German enterprise
landscape switched from large industrial trusts to small firms. The large industrial trusts which typically had a five digit number of employees could not
be privatized as entire entities and were split up. Small private firms had been
marginalized under the centrally planned regime for ideological reasons. East
Germany faced the challenge of building up a completely new private small
business sector. 25 years later, the average firm size, measured by turnover
per unit liable to turnover tax, is only half of the West German firm size.
This has far reaching consequences. Small firms show disadvantages in terms
of productivity, they face difficulties when it comes to export activities, and
they often do not conduct their own research and development. They cannot take use of the benefit from the economies of scale.
Figure 3.39. Enterprises by number of employees

Sources: DIW (2015).

Lack of headquarters in the East:
East Germany hosts only a small minority of headquarters among the
TOP 500 firms in Germany. A survey published by the German Newspaper
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DIE WELT shows that the 466 enterprises, an overwhelming majority of
the TOP 500, currently have their headquarters in West Germany. Only a
minority of 34 is located in the eastern part of the country and among these
20 are in Berlin. The spatial pattern has not changed much since 2003. Even
among the increased twelve headquarters in East Germany, seven found
their location in Berlin. Obviously, once a location has been chosen, the
probability of re-location is very rare. The spatial pattern has its origins to a
large extent in the Cold War period after 1945. Numerous companies re-located their headquarters to the western part of Germany. Moreover, the
headquarters of the former socialist enterprises, the so-called “Kombinate,”
could not survive because they were not competitive on the market. They
had to be split up into smaller entities in the course of privatization.
Investors were often interested in buying only the production facilities. The
lack of headquarters has negative consequences, such as a lower potential for
the creation of value added, lower wages and tax revenues.
Figure 3.40. Location of headquarters among Top 500 enterprises

Besides the issues discussed above, some more factors, such as lack of
R&D centers among enterprises and lack of a big manufacturing sector, were
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pointed out as a source of the retarded catch up process. All these issues are
still relevant to proceed the catch up process between the two former
Germanys, even though the current structure cannot be changed in a short
period. In recognition of this situation, the German government has defined
the unification as a process, not an event. The unification event in the year
1990 was just the beginning of a long unification process.

2.5. Possible Unification in Korea and Economic
Integration
Germany’s unification in 1990 nwas a great source of inspiration for the
South Korean people in their hopes for unification, and afterwards became a
source of concern regarding unification costs throughout the 1990s.
However, Germany achieved significant progress in its economic catch up
process between the two regions over the last 25 years. Koreans did not realize that unification would necessitate such an enormous investment until
they observed the German unification. The possible unification costs have
become the biggest hindrance for Korean unification, because more and
more people are reluctant to enter into unification with North Korea due to
the fear of economic burden.
In Korea’s case, the economic burden required during the unification
process may be even higher than Germany’s because the income gap between the two Koreas is much bigger. North Korea’s total GNI amounts to
2.2% of South Korea’s and its GNI per capita is at a mere 4.5% of the South.
In neoclassic economic terms, output per capital equals the level of
productivity. Such a low output per capita in the North implies significant
productivity gap between the two Koreas. If the two Korean economies are
to be integrated, a huge migration from the North to South is unavoidable.
South Korea will face the challenge of improving the quality of living in the
North as soon as possible. Economic development in the North will require
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huge investments in advance. All these costs will place a large strain on
financing. This financing pressure can be termed “unification costs.”
According to the Korea Development Bank (KDB), North Korea’s technology in general remains at the level of 1980s South Korea. The most advanced industry in terms of technology is the software industry, of which the
technology gap to South Korea’s is estimated to be just one decade. If the
KDB’s estimation is correct, South Korea will have to mobilize huge investments to address the technology gap over three decades to integrate the two
Koreas. This implies also that Korea’s unification costs will not be trivial.
Table 3.10. Development of GNI in South- and North Korea
South Korea
Year

North Korea

GNI per capita
Nominal GNI
Growth Nominal GNI
(10 thousand
(billion won)
Rate (%) (billion won)
won)

GNI per capita
Growth
(10 thousand
rate (%)
won)

2015

1,565,815.5

3,093.5

2.6

34,512.0

139.3

-1.1

2014

1,490,763.9

2,956.5

3.3

34,236.0

138.8

1.0

2013

1,439,644.4

2,866.7

2.9

33,844.0

137.9

1.1

2012

1,391,595.5

2,782.9

2.3

33,479.0

137.1

1.3

2011

1,340,529.8

2,692.9

3.7

32,438.3

133.4

0.8

2010

1,266,579.8

2,563.4

6.5

30,048.7

124.2

-0.5

2009

1,148,981.8

2,336.2

0.7

28,634.6

119.0

-0.9

2008

1,104,414.3

2,256.3

2.8

27,347.2

114.3

3.1

2007

1,040,091.8

2,140.2

5.5

24,826.8

104.1

-1.2

2006

962,446.6

1,989.7

5.2

24,429.2

103.0

-1.0

2005

912,608.6

1,895.8

3.9

24,791.6

105.2

3.8

2004

874,238.7

1,819.8

4.9

23,767.1

101.5

2.1

2003

807,778.0

1,687.8

2.9

21,946.6

94.4

1.8

2002

758,862.6

1,593.5

7.4

21,330.7

92.4

1.2

2001

683,447.1

1,443.2

4.5

20,287.0

88.6

3.8

2000

630,614.3

1,341.5

8.9

18,977.9

83.6

0.4

1999

570,154.8

1,223.1

11.3

18,741.0

83.3

6.1

1998

517,262.1

1,117.5

-5.5

17,597.2

78.7

-0.9

Source: Bureau of Statistics.
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Figure 3.41. North Korea’s level of technology compared to
South Korean levels

Source: KDB (2015).

However, Korea does not have strict legal stipulations providing for the
equalization of living standards among different regions. As the following
Figure 3.33 illustrates, GDP per capita among different regions in Korea varies on a large scale. For instance Ulsan has three times as much as Daegu’s
GDP per capita. Such a big difference between regions is not acceptable in
Germany, because Article 91a of the German Constitution (Grundgesetz)
prescribes that the government should make efforts to provide equal levels
of living conditions in all the regions in Germany. The gap between eastern
and western regions might be considered as trivial in Korea because Korea
lacks the legal instruments to address this. In this regard, Korea may have a
little more flexibility in supporting North Korean regions after unification.
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Figure 3.42. GDP per capita by region (million won)

Source: Bureau of Statistics

2.6. Conclusion
Germany’s experience has shown that unification is not an event which
can be accomplished at one time; rather, it is a process that will last several
decades. Germany has overcome big macroeconomic challenges after its
unification within a decade. However, the German society is still in the process of efforts to complete unification in regard to the quality of living
conditions. Germany has been closing the gap gradually over last 25 years
and continues to proceed in this direction.
For South Koreans the unification process will pose the grave macroeconomic challenge of stabilizing the economic conditions directly after the
unification. The much bigger difference between the two Koreas than that
between the two Germanys will require greater unification costs at the beginning of unification. However, Korea may have more flexibility in dealing
with economic convergence because Korea does not have legal regulations
concerning the equalization of living standards between regions.
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Regional Economic Growth of East
German States after German
Unification and its Policy
Implications for Korea

2)Hyung-Gon Jeong, Jonghun Pek†

1. Introduction
Since Germany’s unification in 1990, the country has experienced great
political, social, and economic change. After 27 years, German unification
can be regarded as a great success, at least from an economic standpoint.
First, the industrial structure of East Germany has reached the level of that
of West Germany, and the income of East Germans has reached 80% that of
West Germans. Despite the great shock of unification, the German economy has developed solidly throughout. Above all, over 27 years, East
Germany has overcome economic and financial difficulties through labor
market reform as well as social reform. In recent years, the German economy has grown steadily, and as a result, its gross domestic product (GDP) per
capita has become one of the highest in Europe. However, the development gap between the regions in Germany still remains large. The unemployment rate in Bayern was 3.9% in 2016, while that of Meckenburg†
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Vorpommen was 10.6%. In terms of GDP per capita, Hamburg recorded the highest, with 60,493 euros in 2015, while MeckenburgVorpommen recorded the lowest, with 24,922 euros. The gap in economic power among German regions is largely due to differences in
productivity and unemployment rates. Large cities such as Hamburg
and Frankfurt are well-developed in the modern service industry and
manufacturing, while in East Germany, the restructuring of underdeveloped industries has resulted in a continued increase in the unemployment rate. This regional disparity exists not only in the gap between East and West Germany, but also within East Germany. Some
regions in East Germany, such as Jena, have experienced rapid growth
and an improved economic structure, while some remain in recession.
The German government promotes various policies to improve the
economic structure of these vulnerable areas. In particular, policies relating to the structural improvement of the regional economy can be
divided into EU-level policies and German federal and local government policies. As Germany is an EU member country, it must follow
the EU’s regional policy guidelines. Under the Treaty of Lisbon, the
EU has an obligation to reduce the income gap between member
countries and reduce the gap in economic structure. The EU has a
wide range of financial resources for this purpose, which it uses to
support the competitiveness of local economies. After the unification,
the East German region was also designated as an underdeveloped area
at the EU level. Thus, from 2014 to 2020, a total of 28.8 million euros will be financed by the EU, of which about 50% will be invested
in the East German region, where the economic structure is weak.
In order to improve the economic structure of the underdeveloped
regions and to eliminate the regional economic gap, Germany has been
promoting a regional structural policy called the “Joint Task for
Improvement of Regional Economic Structure” (Gemeinschaftsäufgabe
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Verbesserung der regionalen Wirtschaftsstruktur, GRW) since 1969.
Following reunification, East Germany was included in the GRW policy
area, and five new federal states were developed under this policy. The
purpose of this study is to analyze the GRW policies implemented by
the German government for economic development in East Germany,
to discuss the outcomes of the GRW policies, and to draw policy implications for improving the economic structure in the future process
of Korean unification.

2. Status of Economic Development in East
Germany after Unification
2.1. East German economic status before unification:
Comparison of East and West Germany
In 1989, as shown in Table 4.1, West Germany’s GDP was 2,245.2
billion DM, while that of East Germany was 2,837 DM, which was only 12.6% of West Germany’s gross national product (GNP). In addition,
GNP per capita was 36,176 DM in West Germany and 17,076 DM in
East Germany, which remained at 47.2% of that of West Germany.
Moreover, East German productivity remained at 60% of that of West
Germany. Since the 1970s and up to the reunification, West Germany’s
price level showed an annual average inflation rate of less than 3%,
while that of East Germany was under strong government control under the planned economy. Moreover, inflation did not rise in East
Germany between the 1960s and the reunification of the nation. In
terms of population, the total population of West Germany increased by
an annual average of 0.56%, from 49.99 million in 1950 to 66.26 mil-
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lion in 1989, while that of East Germany declined by an annual average
of 0.26% from 18.39 million to 16.6 million during the same period.
Table 4.1. East and West German Economic Indicators (1989)
Population
(Unit: thousand
persons)

GDP
(Unit: 1
billion DM)

GDP per
capita
(Unit: DM)

Unemployment
rate (%) 1)

Area
(km²)

West Germany

62,063

2,245.2

36,176

6.4

228890

East Germany

16,614

283.7

17,076

6.7

108084

East
Germany/West
Germany (%)

26.9%

12.6%

47.2

-

47.2

Note: As of November 1990
Source: Federal Statistical Office. 1990. West German Statistical Yearbook: DDR Report. 1990. DIW.
Weekly report. 46/1991.

2.2. Status of economic development of East Germany
after unification: Comparison of new and old
federal economies
2.2.1. Comparing new and old federal RGDP
As of 2017, the economies of the East German regions have recovered significantly. Industrial production, excluding construction, has increased by more than 60% since 1995, having increased by 28% since
2000. Conversely, that of West Germany has only increased by about
4% since 2000. The RGDP of the East German regions has grown
about 3.5% annually since 1991. Figure 4.1 depicts the RGDP of the
five new states, showing the trend of the East German RGDP from
1991 to 2016. After the reunification, the RGDP of all the East German
regions had grown steeply by 1995, followed by a period of stabilization
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and slow growth in 2008 due to the global financial crisis. However,
overall growth has been steady. The RGDPs of all the five new states
increased more than twofold from 1991 to 2016. In particular, in the
case of Sachsen, the RGDP was less than 40 billion euros in 1991, after
which it more than tripled in 2016 to about 120 billion euros. The average RGDP of the old federal states has been significantly higher than
that of the five new federal states, and this gap did not decrease after
the reunification.
Figure 4.1. Comparison of RGDP_ East and West Germany (1991–2016)

Source: Federal Statistical Office (Statistisches Bundesamt).

Figure 4.2 below shows the flows of GDP per capita in the five new
federal states and West Germany. The GDP per capita of the five new
federal states remained at a similar level, unlike the GDP of each state.
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Figure 4.2. Comparison of East and West GDP per capita (1991–2015)

Source: Federal Statistical Office (Statistisches Bundesamt).

The economic changes in East Germany have been more distinct in
terms of comparisons between the average GDP per capita in Germany
and the GDP per capita in each state from 1991 to 2015. Figure 4.14.3 shows the GDP per capita of the sixteen federal states in Germany
in 1991. In 1991, there was a significant gap between the old and new
federal GDPs. Compared to Schleswig-Holstein, which shows the lowest-cost GDP per capita in an old federal state, and Thüringen, the new
federal state, the gap is approximately three times. Following reunification,
the German government provided more than two trillion euro in government subsidies to reduce the massive economic gap between the new
and old federal states. In addition to subsidies, there was financial investment by local and state governments, and the government continued
to support various fields such as retirement allowance, health insurance,
disability benefits, and unemployment benefits.
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Figure 4.3. GDP per capita of the German Federal States (1991)

Source: Burda, Michael, & Weder, Mark (2017, p. 4).

Figure 4.4. GDP per capita of the German Federal States (2015)

Source: Burda, Michaelm, & Weder, Mark (2017 p. 5).

The German government’s support for the new federal government,
provided over the course of more than 25 years, has brought changes
in the economic structure of the new federal state as well as technological improvements and capital accumulation. As shown in Figure 4.4,
it is of a similar level to that of the new federal state, compared to the
low productivity of old federal states such as Schleswig-Holstein and
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Lower Saxoy. Compared to Bavaria and Baden-Württemberg, which are
the wealthiest regions of the old federal state, the economic gap is still
large, but considering the gap between the lowest GDP per capita regions in West and East Germany, which was approximately three times
in 1991, the economic power gap between the new and old federal
states has decreased dramatically since 2015.
2.2.2. Comparing key indicators of new and old federal
states
Table 4.2 below shows the gap in economic power between the new
and old federal states. Comparing 1991 and 2016, the gap has been
large in a number of areas. Labor productivity per worker and GDP
per capita in East Germany were 45% and 44%, respectively, less than
half of those of West Germany in 1991, but they reached 80% and
71%, compared to those of West Germany. Nominal wages per worker
and household consumption increased from 57% and 64% in 1991 to
85% and 81% in 2015, respectively. In addition, nominal wages per
hour and labor productivity per hour were 79% and 78%, respectively,
close to 80%.
However, the economic gap between the new and old federal states
has not been reduced in all areas. Table 4.2 shows that the unemployment rate did not improve significantly. Immediately after reunification,
the unemployment rate was 165%, which is well above that of West
Germany, and it remained at 161% in 2015. From 1991 to 2015, except for 1995 and 2015, the unemployment rate was higher than in the
immediate post-reunification period.
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Table 4.2. East German convergence, 1991-2015
(% of West German value)

Household
Year
consumption

Nominal
wages
per hour

Nominal
wages
per
worker

Labor proLabor
GDP
ductivity productivity per Unemployment
per hour per worker capita

1991

64

n.a.

57

n.a.

45

44

165

1993

75

n.a.

74

n.a.

67

59

193

1995

82

n.a.

78

n.a.

72

67

163

1997

83

n.a.

79

n.a.

74

68

177

1999

84

n.a.

79

n.a.

75

68

195

2001

85

73

80

72

76

67

235

2003

86

74

80

73

78

69

216

2005

85

75

81

73

78

69

187

2007

85

74

80

73

78

70

201

2009

87

75

81

74

80

72

186

2011

85

76

82

74

79

71

188

2013

85

76

82

75

80

71

173

2015

85

79

81

78

n.a.

72

161

Source: Federal Statistical Office (Statistisches Bundesamt).

2.2.3. Comparison industrial structure between new and
old federal states
Table 4.3 below presents a comparison of the industrial structures of
East and West Germany before unification. In 1989, the service industry
accounted for 56.4% of GDP, while agriculture, forestry, and fisheries
accounted for 3.9%. In East Germany, manufacturing accounted for the
largest proportion (50.4%), while agriculture, forestry, and fisheries accounted for 10.8%, which is a relatively large proportion. The differences
in industrial structure in East and West Germany have changed significantly since the reunification. As shown in Table 4.4, the industrial
structures of East and West Germany in 2016 were largely different
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from that of 1989. In both regions, the share of agriculture, forestry,
and fisheries workers fell sharply. In the case of manufacturing, both
East and West regions experienced a decrease, but in the new federal
states, there was a relatively greater decrease from 50.4% to 27.7%.
Table 4.3. East and West German industrial structure before unification
(1989)
West Germany

East Germany

Number of employees
Ratio (%)
(10,000)

Number of employees
Ratio (%)
(10,000)

Agriculture,
forestry and
fisheries

108.2

3.9

96.0

10.8

Manufacturing1)

1101.4

39.7

448.1

50.4

Service business

1564.6

56.4

344.5

38.8

All industries

2774.2

100.0

888.6

100.0

Note: 1) Mining, manufacturing and construction
Source: West German Statistical Yearbook. Statistical Office (1990): DDR report (1990).

Table 4.4. East and West German industrial structure after unification
(2016)
West Germany

East Germany

Number of
workers
(Ten thousand)

Ratio
(%)

Number of
workers

(Ten
thousand)

Agriculture, forestry, and
fisheries

16

0.62

8.8

1.9

Manufacturing

769.6

29.5

126.8

27.7

Trade, transportation,
communication, lodging, food
service

582.9

22.4

99.9

21.8

Other services

1,234.6

47.4

222.4

48.5

Other

0.03

0.001

0.0039

0.0008

Sum

2,603

100.0

457.97

100.0

Note: As of September 2016. Estimation of Social Insurance Policyholder Base. Excluding Berlin.
Source: Federal Statistical Office (2017).
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In this study, there is no comparison between the East and West regions based on production output. In the case of the old federal states
before the unification, there were significant differences between the
production output and the ratio of workers on each side. As the two
regions were under completely different economic systems, an objective
comparison of their production output cannot be made due to differences in their price and production structure. It is important to note
that the changes in the industrial structure of the East German region
after the unification may have arisen from the difference in the method of estimation calculated before the unification period.
In general, as an economy grows, the share of the agriculture, forestry, and fisheries sector in the overall economy gradually decreases,
the proportion of the manufacturing industry and the service industry
increases, and the service industry grows at a higher rate than the manufacturing sector. As shown by the industrial structure of East and
West Germany in 2016, the service sector has grown significantly compared to the period preceding the reunification. While the East and
West German regions have a slightly different industrial structure, their
industrial structures are representative of that of a developed country.

3. Policy for Improving Germany’s Regional
Economic Structure
3.1. Policy for improving the economic structure
As we have seen, the East German economy has grown rapidly in
the post-reunification period. This growth was possible because the
German government actively supported the economic restructuring of
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the East German region. Of particular interest to us is the fact that
Germany, after reunification, regarded the East German region as a
German state, similar to West Germany. Moreover, the support for the
East German region was based on a policy of supporting the underdeveloped region, in accordance with the regional policy standards that
Germany had applied since the West German era. In what follows, we
will look at the German government’s regional policies, especially the
support for the East German region after unification and policies to
improve the economic structure of the region.
Germany’s regional policy generally applies to poorly developed and
underserved regions, which are promoted at the EU level as well as by
the federal government and the local government. First, the EU-wide
regional policy is based on the European Structural and Investment
Funds (ESI-Fonds), particularly in structurally vulnerable areas among
European Union member countries. It is supported by the Europaische
Fonds fuer regionale Entwicklung (EFRE), the Europaische Sozialfonds
(ESF), and the Europaische Landwirtschaftsfonds fuer die entwicklung
des laendlichen Raums (ELER), which reduce the gap in living standards among European Union member states, mainly in accordance with
the Treaty of Lisbon. Germany will receive a total of EUR 28.8 billion
from ESI-Fonds in the EU from 2014 to 2020, more than 50% of
which will be invested in the new federal states, a structurally weak
region.
The regional policy at the federal level of the German government is
implemented in the form of the GRW (Gemeinschaftsaufgabe fuer
Verbesserung der regionalen Wirtschaftsstruktur), an economic policy
instrument jointly promoted by the federal and state governments to
nurture economic growth in regions with weak economic structures.
The GRW largely focuses on investing in companies or the public
sector. The EU-level structural policy and the regional policy at the na-
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tional level using ESI-Fonds are mutually complementary and supportive.
As a policy to promote the growth of the East German region within the unification, the GRW was expanded to East Germany as a policy tool to strengthen the competitiveness of the East German economy and to address the shortfall in social overhead capital. Solidarpact
II is a financial instrument guaranteed up to 2019 to support the East
German region, whose economic structure is weak.
In addition to the above-mentioned EU and federal policies, there
are also state policies for improving the structure of vulnerable areas.
This cannot be discussed in detail in this paper, but policy coordination is needed to ensure that policies at the EU, federal, and state levels are targeted and tailored. The GRW, which was implemented by
the federal government, involves the coordination of important policies.
For example, it establishes a standard point for the support area and
coordinates the economic support contents of each local government.

3.2. Basic direction of the GRW
As seen in the previous section, it was the German government’s
very active support for East Germany that reduced the gap in economic power between East and West Germany and improved the economic
structure of East Germany. The key measure regarding the German
government’s policy to revitalize the local economy is the GRW, which
is aimed at improving the regional economic structure. In force since
its introduction in 1969, this GRW policy has been evaluated as the
best policy for revitalizing lagging regional economies.
The core of this policy is to promote structured and vulnerable areas
through special investment support programs aimed at stimulating regional economic growth, creating jobs, and ensuring the future of local
residents. In order to achieve these goals, Germany has applied the
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GRW by classifying all German regions, not as administrative ensembles, but as functional areas. Considering the number of commuters
between communities as well as commuting distance, there are 166
functional areas in West Germany and 34 in East Germany. A total of
200 areas are classified into 58 labor market areas, totaling 224. The
gap between the regions is analyzed to construct an economic aggregate, which is a weighted average of four indicators – wage, unemployment rate, social overhead capital level, and labor market trend
– to inform decision-making regarding the area to be promoted. The
basic policy direction of the GRW is to attract capital through regional
investment support and improvement of investment conditions as well
as to enable the region to have a long-term self-sustaining economic
structure. To achieve this goal, the German government uses investment grants, investment subsidies, special depreciation, low-interest
loans, interest subsidies, and payment guarantees as instruments within
the GRW.
Even when the GRW policy was introduced in 1969, Germany’s regional policy (Regionale Politik) was an important issue, especially in
the context of the decline of the mining industry at the time and the
restructuring and improvement of West German industry. However,
following reunification, the GRW policy served as an important policy
instrument for the economic growth of East Germany. As of 2017,
Aufbau Ost is yet to be completed, however, the concentration of the
GRW policy has been shifted to the transition of the economic structures of the lagging regions and rural areas. In 2020, Solidarpakt 2 will
come to an end, and it will be a turning point in regional policy.
Policy initiatives for the future have already begun, with the goal being
to support the entire German support system – in other words, the industrialized cities such as the East German city, Ruhrgebiet, which is
an undeveloped industrial city, as well as border areas, which seem to
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be politically more important.
Our concern is how Germany’s regional policy, in other words, the
GRW policy, has been applied since reunification. The interesting aspect of the GRW policy implemented by the German government
since reunification is that there is no major change in Germany’s direction of regional economic policy besides the addition of the new federal state to the GRW application area following the reunification. Through
the revision of the GRW Act for the activation of the regional economy during 1991–1994, all regions of the new federal state were set as
GRW investment support areas, and financial support was provided
accordingly.
Since the reunification, the GRW policy has been supported by the
East German region since 1991. GRW and other support programs follow the capital support system implemented in each region, which is in
accordance with EU standards. They are divided into five areas according to their population and development status. Also, supported companies are differentiated into large, medium, and small enterprises.
The German government implemented the GRW package and investment incentives for the economic development of East Germany
(InvZulG). The investment incentive law continues to this day, and the
GRW support program has not ended. In April 2014, the German
Federal Ministry of Economy and Energy (BMWi) announced a joint
task amendment to improve the regional economic structure. GRW has
been enforced in accordance with the following basic principles:
1) Joint federal and state governments
GRW represents a form of cooperation between federal and state
governments, but the fundamental principle is subsidiaritaetsprinzip,
which basically means that problems are to be solved directly and
independently. However, if the situation cannot be resolved, the state
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will provide complementary assistance. In other words, Hilfe zur Selbsthilfe
is the principle of giving help. Germany’s regional economic policy was
originally the task of state and local governments. This fact is specified
in Articles 28 and 30 of the German Constitution (Grundgesetz) and
corresponds with subsidiaritaetsprinzip. Because each state’s local government best knows its strengths and weaknesses in its region, the task
and role of this policy are entrusted to the state’s local government.
If federal power is guaranteed in the Basic Law (Constitution),
Article 91a, and if based on this the federal government’s policy contributes to each state’s economic situation and the economy of the
whole German economy, the federal government will participate in the
policy tasks of each state. This will allow the federal and state governments to work together to develop and restructure the local economy.
However, even if the federal and state governments are working together, there are responsibilities and obligations between the two forms
of government. Even if the federal government and the state government work together on a policy, each has equal responsibility and
obligation. The federal and state governments each receive 50% funding in accordance with Article 91a of the Fundamental Law in order to
carry out joint tasks. State funding is also a means of ensuring efficient
use of resources. In this way, the responsibilities of the federal and
state governments are clear in terms of funding and responsibilities.
The federal government will be in charge of strategy, overall economic order, and coordination. In other words, the federal government
will determine the rules for supporting the state, for example, what to
support, conditions of support, and the maximum level at which support will be capped. In order to enforce the policy transparently, the
federal government decides on which areas are structurally weak, based
on objective indicators and allocates resources for achieving goals in a
transparent manner. The federal government also performs a compre-
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hensive assessment of enforced regional policies. However, the executive body implementing the common support policy is strictly statist.
The state determines the priority of each project in the area of regional
policy and evaluates and controls the effects at the regional level based
on the performance of each project.
2) Regelgebundenheit: Doing business with regulations
The scope of coordination tasks to carry out common tasks has
been jointly proposed by the federal and state governments. The federal government works with the state to support areas, support limits,
and allocate resources and the selection of support for joint tasks. The
provision of coverage, such as that agreed upon by the federal and
state governments, enhances the transparency of policies, promotes fair
competition among states, and contributes to the enhancement of the
plan’s feasibility. Such transparent and enforceable regulations can prevent unnecessary subsidy competition among the provinces and have
positive aspects in terms of economic order policy. These regulations
can prevent subsidies from arbitrary interpretation and the intentional
distortion of the supportive policy. Therefore, the decision to support
the region will be based on more transparent indicators and determine
local policy and support targets. Thus, a state or region with high unemployment rates and low or very low income areas may require the
most support.
3) Enhance competitiveness and revitalize local economies
The GRW improves the economic environment of companies. Lagging
areas that are economically disadvantaged and have no clusters in terms
of industrial structure have difficulty attracting investments from
companies. Therefore, in economically lagging areas, it is important to
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have various benefits and infrastructure that can improve the business
environment and attract businesses. When companies’ investment environment improves, it will be possible to attract companies and create
additional jobs.
The GRW supports investment subsidies in terms of improving the
investment environment of enterprises, thereby reducing enterprises’ investment risk, lowering capital costs, and inducing companies to invest
in disadvantaged regions. Alternatively, enterprises can be prevented
from leaving these regions. GRW not only reduces investment risks for
companies through investment subsidies, it can also steadily reduce capital costs and attract investments in structurally lagging regions.
Additionally, GRW support is not limited to any particular industry or
sector. This assistance is industry-neutral; therefore, structurally lagging
areas can be more flexible in responding to the support of an enterprise.
To effectively support and focus this support in areas where it is
really needed, areas with weak economic structures should be regularly
checked based on GRW indicators. Of course, areas that have successfully undergone restructuring should be excluded from the support program, and by doing so, GRW resources will be further supported in
areas where the economic structure is weak.
4) Linkages with other policies
GRW support systems complement other policy areas. As mentioned
earlier, Germany is a member of the European Union, so it must follow European guidelines in its development and support policies for
impoverished areas. According to these guidelines, the federal government of Germany can cooperate with local governments in accordance
with the principles and directions of GRW’s support.
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3.2. Joint tasks for improvement of the regional
economic structure (GRW): Support measures,
targets, and sectors
Since the unification of Germany, one of the major regional economic policy instruments of the German government, the Gemeinschaftsaufgabe’
Verbesserung der Regionalen Wirtschaftsstruktur (GRW), has been a means of
maximizing economic growth. This is the most effective policy to support this underdeveloped region while promoting efficiency and equity
as an economic policy. The main policy direction of the GRW is to
provide investment support so each region can become economically
self-reliant over the long term, thereby attracting private capital and increasing the real capital of the region.
As noted above, there has been no major change in the direction of
the regional economic policy of Germany, besides the addition of the
new federal state to the application scope of the GRW following
German reunification. Through the revision of the GRW Act to activate the regional economy from 1991 to 1994, all regions of the new
federal state were set as GRW investment support areas, and financial
support was provided accordingly.
3.2.1. Joint tasks for improvement of regional economic
structure (GRW): Target and areas for support
Since reunification, the East German region has been supported by the
GRW, which continued to improve, considering changes in circumstances
and the characteristics of each region. By the end of 1994, it was entirely supported by the commercial economy and regional infrastructure. After 1995,
it increased its support for technology centers, education, and qualification
measures, strengthening the competitiveness of SMEs and supporting the
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formation of a cluster in connection with regional economic development.
Support for the tourism industry has also been improved. In 2015, a program was completed to support the formation of industrial clusters that enable cooperation between local or national industries.
The German government has prioritized GRW funding in the following
areas:
1) Support for the normalization of factories, such as new establishments,
expansion, and the transfer of factories;
2) Infrastructure support deemed essential for the development of local
economies;
3) Areas considered necessary for enhancing companies’ competitiveness
and developing regional economies.
The GRW stipulates that the companies to be supported have high economic value and are in the manufacturing, commerce, and tourism
industries. Basically, support will be provided when projects are promoted
that can be realized within 36 months inside the GRW support area. Support
is limited for the processing and distribution of agricultural and fishery
products.
Several steps have been taken to select areas with weak economic
structure. In this context, it was not possible to grasp everything that was
standard in 1969 when the GRW was first implemented. From July 1, 2014,
to December 31, 2020, the support criteria will be categorized based on the
German labor market classification, or functional area. Structurally lagging
areas are divided into the following four categories and are selected by considering the weight for each category.
The weighted average of four criteria:
1) Average unemployment rate between 2009 and 2012: 45%
2) Gross annual salary per employee, subject to social insurance contributions in 2010: 40%
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3) Workforce projection from 2011 to 2018: 7.5%
4) Infrastructure indicator (as of Sept. 30, 2012): 7.5%
The map below shows GRW support areas from July 1, 2014, to
December 31, 2020. Regional indicators, like the EU’s, are used to define
Area C, where 25.85% of the total population of Germany lives. The
German government has established a regional employment center in areas
with high commuter traffic and weighs the four areas mentioned above from
the most lagging areas (from the economic point of view) to the strongest
areas. This new standard has been set because of subsidy control at the EU
level. In other words, to prevent the support of each country or the local
government from being controlled or adjusted at the EU level and to provide more effective support, the EU is expanding into Eastern Europe to increase regional support and reduce the gap between all EU member states by
decreasing the support of relatively well-developed regions. In particular, the
gap between regions in Germany has decreased markedly in the EU, which
has also reduced support for Germany at the EU level. According to subsidy
regulations after July 1, 2014, the East German region has lost its position as
the A region, i.e. the largest support area, and the rate of support for corporate investment has been lowered. Particularly more painful was the dramatic
decline in support for new investments in large firms, i.e., large companies
employing more than 250 workers. Only limited or exceptional investments
may be made for subsidies or support for additional investments. However,
additional investments within regions designated by the EU for the highest
level of support are still supported without restrictions.
A major turning point in Germany’s GRW policy was the decision regarding the Leipzig-Halle Airport in Germany on March 24, 2011, in the
European Court of Justice. In this decision, the EU was made subject to subsidies, the construction or operation of infrastructure, and the construction
of facilities that can be used for economic activities. Since then, the

4. Regional Economic Growth of East German States after German Unification and ... • 153

European Union (EU-Kommission) has regarded subsidies as support for all
forms of information used economically. Consequently, the cooperation and
coordination mechanisms that the federal and provincial governments have
agreed to operate have had to comply with EU standards after July 1, 2014.
Due to the aforementioned constraints, the federal and state governments
of Germany have decided on new support regulations and areas to apply as
of July 1, 2014. First, we set up the targets for the support. We have newly
constructed the indicators of the above-mentioned areas through various
stages and divided all of Germany into 258 labor market regions with weak
regional structures.
Supported areas are widely spread throughout East Germany and are supported in pre-defined C and D regions compared to pre-defined C-supported regions in four ways, as shown below. In Germany, the area to be
supported is broadly divided into the following four types.
Figure 4.5. Germany’s 2014–2020 GWR support area
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The scale of support is different depending on the size of the company.
The maximum amount of support for large, medium, and small enterprises is
15%, 25%, and 35%, respectively, of the effective cost. The location construction costs can be supported within the maximum allowable support size
considering public resources, and other support is 10%, 15%, and 20% of
the effective cost estimate for large, medium, and small enterprises.
3.2.2. Common tasks for improving regional economic
structure (GRW): Additional support for border
development

The border area, where the location conditions are worse than other regions, is very limited in terms of regional economic development. Therefore,
through the Zonenrandfoederunggesetz, the following policies are emphasized to improve the economic imbalance and improve the quality of life of
local residents.
 Priority benefits for companies in the border region in terms of facilities and expansion of enterprises in the manufacturing sector
 Priority consideration for facilities, including infrastructure (e.g.,
transportation networks), electricity, and water supply
 Priority in the installation of educational facilities directly related to
the expansion of the local labor force
 Priority award for public sector orders
 Tax exemption when investing in border area
 Special depreciation up to 50% of capital equipment investment costs
 Consideration of the roads and connection roads in the border area
of the federal government’s road planning
 Special budget allocation for the government’s rental housing construction and housing rebuilding
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 Additional state-provided support for housing construction in the
border area by January 3rd
3.2.3. Collaborative tasks to improve regional economic
structure (GRW): Supplementary investment assistance
and payment guarantees
In addition to the existing investment support, additional investment subsidies are paid to the establishment and expansion of enterprises in the region in order to revitalize backward regions and tourism regions. The criteria
for the underdeveloped regions defined by the Investment Supporting Act
(Investitionszulagengesetz) are that the regional economic power (e.g., the
border area and the mining area) is expected to be low, or at least low compared to the German average (which is a high proportion of the total industry), and is expected to have serious problems in the regional industrial
structure. According to the Additional Investment Assistance Act, 10% of
the investment in the border area and 8.5% of the investment in the rest of
the area are also supported.
In addition, the government guarantees loans on the basis of “joint tasks
for improvement of regional economic structure” when the enterprises in
the manufacturing sector receive loans from the financial sector for new establishment, expansion, and rationalization of the facilities. The size of the
grant varies from state to state and is guaranteed up to a certain maximum
extent (e.g., Rheinland Palts 100 million DM). In cases where a claim is filed
based on this guarantee, the federal government will pay 50% of the amount.
3.2.4. Supporting joint tasks for improvement of regional
economic structure (GRW): Financing
At the end of 1980, GRW funding was around 500 million euros.
However, the unification of 1990 required a significant increase in this fund-
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ing, and, in 1991, about 5.9 billion euros were subsidized. Most of this funding has been invested in the East German regional development projects.
GRW resources have gradually declined since then; in fact, by 2015, they had
declined by about 800 million euros.
Figure 4.6 shows the GRW and ERDF funding trends by type of funding
for the new and old federal state from 1991 to 2015 after reunification. This
funding is divided into the general commercial sector and the infrastructure
sector. The financial support related to the commercial economy, shown
separately, reveals a progressive decline from about 4 billion euros in 1991 to
about 500 million euros in 2015. However, in 1996, 1998, 2001, and 2006, it
increased significantly from the previous year. On the other hand, the budget
for infrastructure was estimated to be about 1.7 billion euros in 1991, but it
greatly increased to about 2.7 billion euros in 1993 and then gradually decreased to about 300 million euros in 2015.
Figure 4.6. GRW financial support trend for the federal state (1991–2015)

Source: BAFA. Bewilligte GRW-Mittel nach Jahren Zeitraum 1991 bis 2015.

The GRW and the European Regional Development Fund (ERDF),
which financially support the old federal state, West Germany, is shown in
Figure 4.7 below. West Germany’s financial support has declined from ap-

4. Regional Economic Growth of East German States after German Unification and ... • 157

proximately €660 million in 1991 to approximately €150 million in 2015.
In particular, financial subsidies related to the commercial economy declined
from approximately €350 million in 1991 to €100 million in 2015.
However, commercial subsidies increased in the mid-to-late 1990s and
2000s, especially in 1999 and 2009. Financial subsidies for the infrastructure
sector declined from approximately €300 million in 1991 to €30 million in
2015. However, from 2008 to 2009, infrastructure subsidies increased from
approximately €70 million to €200 million.
Figure 4.7. GRW financial support trend for the old federal state
(formerly West Germany) (1991–2015)

Source: BAFA. Bewilligte GRW-Mittel nach Jahren Zeitraum 1991 bis 2015.

Figure 4.8 compares financial support (GRW and ERDF) for the new federal state, formerly East Germany. The financial support for East Germany
shows a decline from approximately €5.2 billion in 1991 to €650 million in
2015. In particular, the financial subsidies related to the commercial economy
show a decline from approximately €3.7 billion in 1991 to €300 million in
2015. However, in 1996, 1998, 2001, and 2006, commercial subsidies increased significantly from the previous year. Subsidies for the infrastructure
sector were estimated to be approximately €1.4 billion in 1991 but increased
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to €2.5 billion in 1993 and then declined to €280 million in 2015.
Figure 4.8. GRW financial support trend for the new federal state
(formerly East Germany) (1991–2015)

Source: BAFA. Bewilligte GRW-Mittel nach Jahren Zeitraum 1991 bis 2015.

Figure 4.9. The financial support share of new and old federal states
(GRW + ERDF, 1991–2015)
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Figure 4.9 shows the distribution of GRW funding to both the new and
old federal states after reunification (i.e., the authorized GRW resources by
federal state from 1991 to 2015). Among GRW funding, the new federal
state received approximately 89% of the total funding, while the old federal
state received only 11%. This indicates that the post-unification financial
support is concentrated in the new federal state.
Figure 4.10 shows the ratio of financial support to each state in West
Germany. Nordrhein-Westfalen (29.8%) and Niedersachsen (29.2%) have
much more support than other states. Nordrhein-Westfalen requires the
most financial support due to traditional industry restructuring.
Figure 4.10. Ratio of GRW + ERDF in each West German state
(1991–2015)

Source: BAFA. Bewilligte GRW-Mittel nach Jahren Zeitraum 1991 bis 2015.

Figure 4.11 shows the financial support ratio of East Germany, with
Sachsen (28.1%), Sachsen-Anhalt (19.2%), and Brandenburg (18.3%) receiving the most support.
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Figure 4.11. Ratio of GRD + ERDF in each East German state (1991–2015)

Source: BAFA. Bewilligte GRW-Mittel nach Jahren Zeitraum 1991 bis 2015.

4. Evaluation of Joint Tasks for Improvement
of Regional Economic Structure in the West
Germany
To determine the effects of GRW’s regional development, we estimated
the growth rates from the first program period (2000 to 2006) and the second program period (2007 to 2013) using the Instrumental Variable (IV)
approach. The results show the treatment effect had a positive effect on
GVA and productivity (GVA per employment) during the first program period, as shown in Table 4.5, when gross added value and productivity grew
by approximately 5%. The annual employment growth rate for companies
with GRW benefits between 2000 and 2006 outpaced the annual employment growth rate of companies that did not receive GRW benefits.
However, this did not cause intra-regional displacement or other substitution effects.

4. Regional Economic Growth of East German States after German Unification and ... • 161

Table 4.5. GRW estimation results
Employment

Wage sum

GVA

GVA/employee

2000–2006 program period
Treatment

-0.00444
(0.0130)

-0.0183
(0.0169)

0.0514**
(0.0222)

0.0561***
(0.0174)

Constant

-0.00667
(0.0102)

0.0387***
(0.0126)

0.0839***
(0.0164)

0.0912***
(0.0127)

Adjusted R²

0.146

0.225

0.0756

0.0139

Treatment

0.0225
(0.0150)

0.0301
(0.0296)

-0.00496
(0.0319)

-0.0274
(0.0252)

Constant

0.0278***
(0.0106)

0.156***
(0.0168)

0.123***
(0.0187)

0.0922***
(0.0157)

Adjusted R²

0.0562

0.0499

0.000331

0.0352

2007–2013 program period

Note: Robust standard errors in parentheses; significance level: *** p < 0.01, ** p < 0.05, * p < 0.1.
Source: Statistical offices of the federation and the various federal states; 2000–2006 scores: Koller
et al. (2000); 2007–2017 scores: Eckey (2008); treatment status: BAFA (2015); own calculation.

Table 4.6 is an estimate of the potential impact of the interrelationships
between beneficiaries and non-beneficiaries as planned by the GRW. There
was no ripple effect between beneficiaries and non-beneficiaries during this
period. In addition, there was no significant effect on local employment, and
there was no other substitute effect such as labor affected by capital. The
GRW did not help job creation in economically lagging areas.
From 2007 to 2013, the GRW failed to achieve any notable performance.
However, this was during the global economic crisis when, like most countries, Germany had invested in short-term support programs to stabilize the
economy. Thus, from 2007 to 2013, GRW subsidies amounted to €2 billion
while, during the same period, funds invested in the stabilization program
amounted to €176 billion. A small amount of GRW subsidies led to a reduction in GRW-planned expenditures, which made it difficult to expect investment returns. The GRW failed to implement a number of short-term
programs and did not achieve much from 2007 to 2013.
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Table 4.6. Estimated results including potential ripple effects
amongst regions
Employment

Wage sum

GVA

GVA/employee

2000–2006 program period
Treatment

-0.00494
(0.0129)

-0.0159
(0.0167)

0.0513**
(0.0220)

0.0567***
(0.0176)

Treated neighbor

-0.00334
(0.00550)

-0.00760
(0.00813)

-0.00505
(0.0119)

-0.000923
(0.0107)

Non-treated
neighbor

0.00566
(0.00844)

-0.0149
(0.0125)

0.00368
(0.0142)

-0.00375
(0.0143)

Constant

-0.00803
(0.0136)

0.0571***
(0.0185)

0.0856***
(0.0223)

0.0950***
(0.0184)

Adjusted R²

0.143

0.226

0.0705

0.00772

2007–2013 program period
Treatment

0.0152
(0.0165)

0.0223
(0.0325)

-0.0109
(0.0338)

-0.0247
(0.0264)

Treated neighbor

0.00665
(0.00706)

0.0133
(0.0142)

-0.00376
(0.0145)

-0.0112
(0.00969)

Non-treated
neighbor

-0.0186
(0.0116)

-0.0115
(0.0223)

-0.0265
(0.0226)

-0.00441
(0.0143)

Constant

0.0427***
(0.0158)

0.159***
(0.0283)

0.153***
(0.0281)

0.104***
(0.221)

Adjusted R²

0.0781

0.0516

0.00255

0.0328

Note: Robust standard errors in parentheses; significance level: *** p < 0.01, ** p < 0.05, * p < 0.1.
Source: Statistical offices of the federation and the various federal states; 2000–2006 scores: Koller
et al. (2000); 2007–2017 scores: Eckey (2008); treatment status: BAFA (2015); matrix of
neighboring regions: BBSR; own calculation.

5. Conclusion and Policy Implications
The improvement of East Germany’s economic structure, which has been
pursued by the German government since its unification, can be considered
a success. Companies supported by the GRW have had a positive effect on
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employment, wages, productivity, and increased value-added production
(Alecke, Mitze, and Untiedt, 2013). The results of the study by Seidel und
von Ehrlich (2015) also show that the GRW’s regional policy has contributed to regional economic growth and long-term positive effects in regional income distribution. In 2015, East Germany reached the level of West
Germany in areas such as household consumption (85%), nominal wages per
hour (79%), labor productivity per hour (79%), and GRDP per capita (72%),
and the structure and composition of East German industries reached West
German levels as well.
However, East Germany’s core industry is still insufficient compared to
West Germany, and there is a massive gap in capital accumulation and formation between the two federal states. The effects of the GRW on the infrastructure and economy are unclear and difficult to prove. In some areas, economic structure has been successfully improved while others still lag.
Supporting the lagging regions in their economic improvement is no longer
East Germany’s responsibility. In West Germany, there are areas that need
to improve their industrial structure ‒ in particular, the Ruhr region and rural
areas of West Germany.
This study will investigate the implications of applying East Germany’s
economic structure improvement policy to the Korean situation. Korea can
benefit from the transparency of the regional policy and the effectiveness of
the support policy. The most important aspect for improving regional economic structure is objective support criteria. The GRW in Germany operated with objective criteria to select the areas that needed support. Most of
Korea’s regional policies are implemented by political will, rather than economic standards or the demands of local governments.
In Germany, functional districts are segmented and comprehensive economic indicators are derived based on the labor market. As a result, relatively
underdeveloped regions have supported policies such as subsidies. The
framework of the GRW regional policy, based on these objective criteria,
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needs to be introduced in Korea even before Korean reunification. In particular, Korea would benefit greatly from supporting the construction of economic infrastructure (technical centers, vocational education, and technical
improvement support), supporting enterprises in lagging regions as defined
by objective indicators, and continuously evaluating and managing policy
performance. As mentioned above, the GRW has become more sophisticated in line with EU’s regional policy standards established on July 1, 2014.
In other words, Germany’s regional policy follows the EU’s regional policy
framework. From 2015 onwards, the German government divided the nation into functional regions and determined regional support based on comprehensive economic indicators. Before unification, the Korean government
needs to create a similar framework for South Korean regional policy. South
Korea’s regional policy is burdened by certain inefficiencies caused by unreasonable demands and local government projects, and its central government support has been evaluated to be very inefficient as well. Therefore,
South Korea’s regional policies should be supported through objective criteria and periodic evaluation of the support programs. If such a policy
framework is established in South Korea, as it was in Germany, it would be
even more effective when applied to North Korea, should Korea become
unified.
Support for infrastructure is important, but we also need to support companies to increase productivity and value added. Infrastructure support has
long-term impact, but the effect of subsidies is greater as support for increased enterprise productivity appears in the short term. Additionally, corporate restructuring and changes in industrial structure can be implemented
more quickly, so the payment of corporate subsidies, especially capital subsidies, should be supported by a greater proportion. In an analysis of the determinants of the economic growth of the transition countries, Hyung-gon
Jeong (2013) demonstrated that, in the case of LDCs such as North Korea, it
is important to increase productivity by investing in companies’ production
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rather than investing in infrastructure at the beginning of development.
Jeong’s analysis emphasized that a region’s development can begin when employment is created through attracting foreign investment, including South
Korean investment, and when nominal wages are raised based on productivity.
Small-scale privatization of North Korean enterprises, corporate restructuring, and trade and foreign exchange systems are significant policies to aid regional economic growth. Small-scale privatization requires less time compared to large-scale privatization, and new production can be actively promoted to revitalize the local economy. Corporate restructuring will stimulate
economic growth by increasing efficiency. The trade/foreign exchange system will positively affect the economic growth of transition countries by enhancing the trade-enhancement effect and the competition-promotion effect.
Also, in order to improve North Korea’s economic structure, it is necessary to envision an innovation policy targeting North Korea. This policy
should support a wide range of research and development for new production, technology development, improvement of innovation, and development of new products so that enterprise productivity in North Korea will
increase. We need to ensure that public funds (i.e., research funds) can be
sustained for companies that continue to invest in research. This incentive
policy will reinforce the power of the new Federal Reserve’s middle class.
Initial support and financial support for innovative start-ups are very
important.
It is important to nurture innovative companies in North Korea. In the
process of company privatization, South Korea and foreign capital should
support joint investment to enhance the efficiency and innovation of
enterprises. It is vital to attract foreign investment so that jobs are created
and newly privatized companies in North Korea can be linked to the global
value chain. Cooperation between North Korean and foreign companies will
also be a great help to creating a middle class in North Korea and will help
overcome the lack of research-intensive firms in a short period of time.
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Generating profit through innovation should be the core of the regional economic structure improvement policy.
The South Korean government will encourage collaboration and cooperation to strengthen the competitiveness of North Korean companies. In order to develop the innovation potential of each region, it is necessary to designate a regional innovation center and operate it as a regional growth base.
Germany is continuously expanding its InnoRegio and Innovative Regional
Growth programs to make SMEs more innovative and competitive. These
programs are supported through measures such as East German Network
Management which started in 2002. The follow-up program of the old federal state’s R&D Special Encouragement Policy promotes university and institute research in an industrial-friendly way through the Encouraging
Innovation program whose motto is “create excellence and guarantee
talent.” This provides opportunities to develop future generations of talented researchers and prevents losing competent professionals to the West.
This policy also has significant implications for improving and supporting
regional economic structures in new municipalities. A vital concept in supporting the local economy is the Hilfe zur Selfsthilfe or self-rescue plan, in
which the support of the central government is an auxiliary means for local
governments to solve their own problems. This also seems to be a key concept in South Korea’s pre-unification policy to improve the local economic
structure. In Korea, where the budget and policy of the central government
still have a great influence, it is necessary to provide a framework through
which local governments can develop with autonomy. This will also be the
case in North Korea after unification.
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1. Introduction
This paper investigates the intra-regional development patterns in East
Germany with particular reference to the manufacturing sector. When East
Germany’s economy was ruled by the central planning regime, the share of
industrial workforce in total employment was the greatest in entire Europe.
It exceeded the respective value in the Soviet Union at that time. When the
transition from a centrally planned economy to a market economy occurred,
the East German manufacturing sector faced the greatest challenges. A significant industrial decline took place associated with massive job losses. This
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in mind, the economic policy in Germany introduced a broad bundle of support measures to restructure East Germany’s manufacturing sector. One of
the main elements was the policy of the Privatization Agency (“Treuhandanstalt”)
in cooperation with the East German federal state governments to maintain
so-called “industrial cores” in the East German regions. In the meantime, a
certain re-industrialization has taken place, but with a great spatial
differentiation. Therefore, the following research question takes form: which
regions showed more or less success in terms of re-industrialization and
what was behind this success?
To answer these questions, the section 2 provides some stylized facts on
the spatial distribution of the manufacturing sector in the eastern part of
Germany before German Unification. Section 3 gives an overview on the
patterns of de-industrialization and the subsequent re-industrialization happened after German Unification. Economic policies designated for restructuring the manufacturing sector, with particular reference to policies to
maintain “industrial cores” will be reviewed in section 4. Section 5 presents
five cases showing the different development paths of large enterprises before and after privatization and the factors which had impact on success or
failure. Finally, some policy lessons as well as some further research questions will be derived in section 6.

2. Spatial Patterns of Manufacturing
Activities in GDR – Stylized Facts
The spatial distribution of economic activities in the eastern part of
Germany was characterized by significant south-north disparities in terms of
distribution of population, production, and infrastructure in favor of the
south (for this and the following characteristics: Lotzmann/Scherf 2005, pp.
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1154-1161, especially p. 1155). In contrast, the northern part of East
Germany, i. e. Mecklenburg Vorpommern and the northern part of
Brandenburg as well as the Altmark region were characterized by low industrialization and prevalence of agricultural activities. In the 1950s/1960s
there were attempts to establish manufacturing enterprises in the northern
and eastern part of GDR. This re-location policy was cancelled later. Instead,
the “industrialization” of agricultural activities was fostered. Striking examples of new enterprises in the northern and eastern part were the establishment of shipyards along the Baltic Sea coast, of a semiconductor plant in
Frankfurt/Oder and a metallurgical plant in Eisenhüttenstadt.
Under the central planning regime, a process of concentration of employment in large enterprises took place (Ludwig 1994, pp. 93-126, especially pp.
107-109). The industrial sector (power, mining and manufacturing industries) consisted of 129 centrally planned trusts (”Kombinate”) in 1989,
which employed altogether ca. 2.5 million persons (calculations by IWH
based on: Zentralgeleitete Kombinate der Industrie und des Bauwesens nach
Ministerien. Stand 30.06.1990, pp. 377-381). Each of the centrally planned
industrial trusts consisted of a more or less large number of plants. The
plants assigned to a certain trust partly represented the same industrial
sub-sector, e. g. production of cars or production of motor cycles, or they
were linked along the value chain. The organization in the form of industrial
trusts was based on the autarky principle and was a result of the persistent
scarcity of resources and hard currency in the socialist period. The question
of “Make or Buy” was usually answered in favor of “Make.”
On average, a centrally planned industrial trust comprised 17 plants
(calculations by IWH based on Zentralgeleitete Kombinate der Industrie
und des Bauwesens nach Ministerien. Stand 30.06.1990, pp. 377-381). The
trusts in the light and food industry often had a greater number of plants
while it was lower in the heavy industries, for instance in the metallurgical industry or in the chemical industry. Each industrial trust was led by a head-
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quarters (“Stammbetrieb”). The spatial distribution of the plants that were
affiliated to a certain trust did not necessarily show a spatial concentration.
Partly these plants were located at distant places throughout East Germany.
Figure 5.1 shows the spatial distribution of the headquarters of the industrial
trusts. Each hexagon represents a headquarters. The map shows a significant
south north divide. Apart from the large number of headquarters in East
Figure 5.1. Spatial distribution of the headquarters of the centrally
planned industrial trusts (Stammbetriebe der Zentralgeleiteten
Kombinate), as of 30/06/1990

Source: Zentralgeleitete Kombinate der Industrie und des Bauwesens nach Ministerien. Stand 30.06.1990,
pp. 377-381; mapping by IWH (the author is grateful to Diplomökonom Michael Barkholz,
IWH, who created the map). Mapping based on ArcGIS 10.3 for Desktop.
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Berlin, the majority of headquarters were located in the southern part of the
GDR, with particular concentration in Dresden, Leipzig, Karl-Marx-Stadt
(now: Chemnitz), Halle and Magdeburg. Regardless some attempts to establish new enterprises in the northern and north eastern part of the GDR, the
number of headquarters was small there.

3. Spatial Patterns of Manufacturing
Activities after German Unification
― An Exploration of Statistical Data
After introducing the Monetary Union on 01/07/1990, East Germany’s
state-owned industrial trusts suddenly faced international competition. The
majority of them were not competitive, due to low productivity and an obsolete physical capital stock. In addition, the exchange rate of 1:1 for wages between DDR-Mark and Deutschmark, associated with a rapid increase in
wages was economically not affordable for the state-owned enterprises.
Against this background, a significant de-industrialization took place in the
early 1990s, associated with a massive decrease in employment (see sub-section 3.1).

3.1. Economic results
The Gross Value Added (GVA) in the manufacturing sector went down
immediately after introducing the Monetary Union. The decrease cannot
fully be displayed in the Regional Accounts data because they have only been
available since 1991. An increase in GVA has started after 1992. GVA (at
current prices) increased by 137% in the period 1991-2013. Contrary to a
considerable increase in GVA, employment experienced a decrease by 48%.
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The decrease in employment is, similar to GVA, not completely visible in the
Regional Accounts data. The initial number of employees in the East
German manufacturing sector was approximately 3.24 million in 1988
(Staatliche Zentralverwaltung für Statistik 1989, p. 139). Industrial employment went down by two thirds. The decrease was particularly high in the first
half of the 1990s, and it came to an end not before mid-2000s (Figure 5.2).
Employment in the manufacturing sector experienced a slight increase later,
which however, was not sufficient to compensate for the previous job losses.
Taking the two indicators together, a considerable increase in productivity is
visible, thanks to the modernization of physical capital in the manufacturing
sector. Thus, the East German manufacturing sector experienced a recovery,
at least with respect to GVA und productivity. This recovery went along
with a change in unit labor costs. They were considerably higher than the
West German values in the first half of the 1990. Later the unit labor costs
went down and fell below the West German value at the end of the 1990s.
This was due to a decentralization of wage bargaining in East Germany.
Numerous employers left the employers organizations and signed firm-speFigure 5.2. Gross Value Added (current prices) and employment in
the manufacturing sector in East Germany (including Berlin)
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cific wage contracts. In the meantime, unit labor costs have converged between East and West Germany.
However, re-industrialization has not taken place evenly across the regions in East Germany. The subsequent paragraphs will show the degree of
spatial differentiation in East and West German regions. The spatial analysis
is based on employment data for 402 districts (“Kreise” and “Kreisfreie
Städte”) in Germany. 77 districts out of 402 are located in the eastern part of
Germany, 325 in the western part. The data covers the period 2000-2012
(Regional Accounts VGRdL 2014a, online source, n.p.). It represents a period of time at which the slowdown in industrial employment came to an end
and a modest increase had begun to occur.
In a first step, the rates of change in employment in the manufacturing
sector were calculated for each district. Figure 5.3 shows the change rates in
industrial employment in the 402 German districts. The rates of change were
ranked, and four groups of districts were generated which comprise an
equally large number of districts (quartiles). Table 5.1 shows how many districts in East Germany and in West Germany belong to each of the four
quartiles, and it displays the rates of change in industrial Gross Value Added
(GVA) and in industrial employment (mean values). Comparing the assignment of the districts to the four quartiles, East German districts show a particular high concentration in the fourth quartile which comprises the regions
with the highest rates of change in industrial employment. In contrast, the
number of East German districts belonging to the first quartile is relatively
low. Moreover, the East German regions show more favorable rates of
change in industrial employment compared to the West German regions that
belong to the same quartile, except the first quartile. The change rates in
GVA show similar patterns, except the second quartile. Considering the low
initial level caused by de-industrialization, East Germany’s advance in terms
of growth rates is not surprising.
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Table 5.1. Distribution of districts between East and West Germany by
quartiles and change in industrial employment and in Gross Value
Added (mean values, %), 2000-2012
Number of districts by Change in employment,
quartile
%

Change in Gross Value
Added, %

Quartile

EG

WG

EG

WG

EG

1st

6

95

-24.1

-23.0

33.3

WG
6.7

2nd

11

89

-9.5

-10.0

14.9

20.6

3rd

23

78

2.9

1.5

53.5

33.8

4th

37

63

22.9

14.9

75.5

67.1

EG = East Germany including Berlin; WG = West Germany.
Source: Regional Accounts 2014a, online source, n.p.; calculations by IWH.

Figure 5.3. Change rates in industrial employment 2000-2012, %

Sources: Regional Accounts VGRdL 2014a, online source, n.p.; calculations and mapping by IWH (the
author is grateful to Diplomökonom Michael Barkholz, IWH, who created the map). Mapping
based on ArcGIS 10.3 for Desktop.
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Looking more in depth, which districts belong to the upper quartile in
East Germany, cities form a minority (Table 5.2). The overwhelming majority are rural districts.
Table 5.2. East German districts by quartilesa
(change in industrial employment 2000-2012)
1st

2nd

3rd

4th

Cottbus, Stadt

Potsdam, Stadt

Magdeburg, Stadt

Spree-Neiße

Halle (Saale), Stadt

Schwerin, Stadt

Weimarer Land

Jerichower Land

Vorpommern-Rügen

Potsdam-Mittelmark

Nordhausen

Oberspreewald-Lausitz

Berlin, Stadt

Erfurt, Stadt

Suhl, Stadt

Sächsische
Schweiz-Osterzgebirge

Dessau-Roßlau,
Stadt

Vogtlandkreis

Meißen

Erzgebirgskreis

Märkisch-Oderland

Oder-Spree

Brandenburg an der
Havel, Stadt

Uckermark

Barnim

Unstrut-HainichKreis

Altenburger Land

Oberhavel

Elbe-Elster

Dresden, Stadt

Vorpommern-Greifsw
ald

Landkreis Rostock

Wartburgkreis

Eisenach, Stadt

Mecklenburgische
Seenplatte

Nordwestmecklenburg

Weimar, Stadt

Görlitz

Mittelsachsen

Nordsachsen

Hildburghausen

Gera, Stadt

Saale-Holzland-Kreis

Dahme-Spreewald

Saalekreis

Chemnitz, Stadt

Prignitz

Sonneberg

Saalfeld-Rudolstadt

Schmalkalden-Meinin
gen

Ostprignitz-Ruppin

Zwickau

Salzlandkreis

Leipzig

Harz

Greiz

Havelland

Rostock, Stadt

Mansfeld-Südharz
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Table 5.2. Continued
1st

2nd

3rd

4th

Bautzen

Leipzig, Stadt

Wittenberg

Burgenlandkreis
Jena, Stadt
Gotha
Eichsfeld
Saale-Orla-Kreis
Kyffhäuserkreis
Stendal
Börde
Altmarkkreis
Salzwedel
Anhalt-Bitterfeld
Sömmerda
Ilm-Kreis
Teltow-Fläming
Ludwigslust-Parchim
Frankfurt (Oder), Stadt

a

Within each quartile, the districts are ranked by the extent of percental change in industrial employment
in ascending order.
Source: Regional Accounts VGRdL 2014a, online source, n.p.; calculations by IWH.

3.2. Factor endowment
As a next step, it will be analyzed how the districts which belong to the
four quartiles are endowed with factors which are usually regarded as important for economic growth (Table 5.3). Before doing this, it seems worth
to note that the descriptive data on factor endowment cannot display causalities; they can only show a co-incidence.
Having at first a closer look at indicators on demographic change and human
capital, the findings are puzzling. In East Germany, the growth in industrial
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employment does not match population growth, while in West Germany this
is – by and large – the case. Looking at the data on net migration balance and
the balance of births and deaths by quartiles, the findings point toward the
same direction in East Germany. Obviously, the growth in industrial employment does not necessarily coincide with population growth. This might
have to do with the lower proportion of the manufacturing sector in total
employment in East Germany compared to the western part, i. e. the manufacturing sector might not be strong enough to carry the entire regional
economy even if employment in the manufacturing sector grows. Reversely,
population growth might come from other sources and not from industrial
employment growth. To illustrate, population growth in cities that host universities may result from in-migration of students and, thus, it may have less
to do with industrial activities. The share of employees with tertiary education is at highest in the first quartile to which Berlin belongs. Taking the rate
of unemployment as a sign of under-utilization of human capital resources,
the regions belonging to the lowest quartile in East Germany show the highest mean value, while it is lower in the other quartiles.
Indicators which are related to the modernization of physical capital show that
the increase in industrial employment in East Germany coincides with high
investments in industry per employee as well as with high investment grants
for enterprises and for infrastructure. The coincidence of employment
growth and support by investment grants is in line with evaluation studies
(see, e. g., Bade and Alm 2010, pp. x f.). The East-West difference in terms
of subsidies per capita results from a much higher volume and rates of subsidies in East Germany in comparison to West Germany. The accessibility to
European agglomeration spaces tends also to be better in regions which
show a higher growth in industrial employment.
Regarding indicators on research and development (R&D) activities, the picture
is not as clear as it was the case with investments. Contrary to West
Germany, the mean value of the number of employees in R&D per 1,000
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employees is not at highest in the upper quartile. For an interpretation it has
to be considered that in East Germany public R&D activities are relatively
strong, while R&D in the private sector is weak. It lies in the nature of public
R&D to be concentrated in urban regions. Looking at the districts which belong to the upper quartile, only three large cities belong to the fourth quartile: Dresden, Leipzig, and Jena. The overwhelming majority of districts in
the fourth quartile are rural districts. This might also be an explanation for
the spatial distribution of investment support for universities. The mean value of investment support for universities per capita is at highest in the lowest
quartile to which the city of Berlin belongs. Contrary to the investment support for universities, the funding by the KfW Innovation Program is at highest in East German districts belonging to the upper quartile. This program is
designated to enhance innovation in the enterprise sector (KfW 2015, p. 1).
Interestingly, the mean value of the share of employees in knowledge-intensive industries is also at highest in regions belonging to the upper
quartile. It seems plausible that regions that host knowledge-intensive industries have a greater absorptive capacity for enterprise-related innovation
support.
Furthermore, Table 5.3 shows a certain coincidence of growth in industrial employment and competitiveness. This is visible with respect to export sales per employee in the manufacturing sector. On the one hand, export may enhance employment growth. On the other hand, achieving economies of scale by employment growth may facilitate sales on foreign markets.
Similarly, a coincidence between employment growth and overall productivity, measured by GDP per employee, is visible, whereby causality remains ambiguous.
Surprisingly, there is no clear pattern with respect to firm size. The proportion of large enterprises is not the greatest in the upper quartile. Though
in general terms in East Germany the lack of large firms is regarded as a crucial weak point for economic development, the findings in Table 5.3 do not
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reveal a co-incidence between industrial employment growth and firm size.
Maybe, it is not firm size as such; it is more the lack of large firms possessing
strategic functions, like R&D, marketing etc., which is important in the context of industrial recovery.
Table 5.3. Regional economic indicators (mean values) by quartiles of
industrial employment change
Quartiles (change in industrial employment
2000-2012)

1st
EG

2nd
WG

3rd

4th

EG

WG

EG

WG

EG

WG

-6.64 -1.09

-0.07

0.03

-10.61

0.35

-10.34

2.62

3.83

4.07

4.48

4.23

-1.46

3.59

-1.57

5,43

Births ./ deaths per 1,000
-3.80 -3.42
inhabitants, 2012, number

-3.17

-2.99

-5.19

-2.73

-5.01

-1,91

Share of employees with
tertiary education in total 13.85 10.46
employment, 2012, %

13.50

9.74

10.88

8.37

10.39

8,15

7.32

9.55

5.68

10.17

4.67

10.14

3,42

8.18

8.65

7.99

10.07

8.29

11.26

9.54

Demographic change and human capital
Population change
2000-12, %
In-migration ./. out-migration per 1,000 inhabitants, 2012, number

Unemployment rate
(denominator: civil
economically active
population), 2012, %

12.17

Modernization of physical capital
Investments in industry
per employee, 2012,
1,000 Euro
Investment grants for
enterprises per capita,
1997-12, Euro

5.62

912.95 100.29 1,161.93 98.99 1,550.01 60.49 2,174.05 48.48

Investment grants for
enterprise-related
553.28 32.27 638.97 25.86 564.86 28.26 680.93 10.93
infrastructure per capita,
1997-12, Euro
Accessibility of European
agglomeration spaces, 250.83 237.25 263.82 242.51 279.83 248.42 277.84 247.22
2012, minutes
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Table 5.3. Continued
Quartiles (change in industrial
employment 2000-2012)

1st

2nd

3rd

4th

EG

WG

EG

WG

EG

WG

EG

WG

3.75

10.99

6.77

10.67

4.94

9.89

5.27

12.90

R&D activities
Number of employees in
R&D per 1,000 employees,
2011
Joint federal/federal state
investment support for
universities per capita,
1997-12, Euro

502.90 170.06 250.34 122.61 118.97 103.10 157.57 81.06

Loan commitment per capita,
20.98 110.66 39.65 151.49 39.10 212.61 50.33 201.94
KfW Innovation Program
1996-11
Share of employees in
knowledge intensive
industries in total
employment, 2012, %

2.97

8.91

5.75

11.54

7.01

12.89

8.07

17.30

Competitiveness
Export sales in industry per
45.70 136.54 62.91 114.00 60.03 111.30 75.29 116.69
employee, 2012, 1,000 Euro
GDP per employee, 2012,
1,000 Euro

49.57 62.14 47.92 61.82 50.54 62.81 51.89

64.64

Firm size
Number of large enterprises
> 250 employees per 1,000 2.89
enterprises, 2011

3.43

3.12

3.17

2.53

3.09

2.72

2.86

EG = East Germany including Berlin; WG = West Germany.
Sources: Regional Accounts VGRdL 2014a, online source, n.p.; Indikatoren und Karten zur Raumund Stadtentwicklung 2015, online source, n.p.; calculations by IWH.
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4. Policies to Maintain “Industrial Cores”
The stakeholders of economic policy in Germany regarded the restructuring of the East German manufacturing sector as an important challenge. In a
retrospective view, there were two pillars of policies to maintain industrial
cores. The first pillar comprised support policies in a wider sense for the
modernization of East Germany’s enterprise sector. These policies were introduced immediately after establishing the Monetary, Economic and Social
Union respectively after German unification (sub-chapter 4.1). The second
pillar concerned the policy to maintain industrial cores in a narrow sense. It
emerged in 1992/1993 when the speed of privatization slowed down due to
a cyclical downturn in West Germany (Ludewig 2015, p. 135). Subject to this
policy were enterprises that did not find a private owner in the short run
(sub-chapter 4.2).

4.1. Support policies in a wider sense for the
modernization of East Germany’s enterprise
sector
The challenging situation of the East German manufacturing sector in
mind (Deutscher Bundestag 1994a, p. 1), the Federal Government introduced a broad range of measures designated for the restructuring of the
East German manufacturing sector. Due to a report submitted by the
Federal Government to the German Parliament, the following measures
were targeted at strengthening the manufacturing sector (ibid.):
 financial support to enterprises to enhance investments for modernizing physical capital
 investments in transport and communication infrastructure
 efforts of the Privatization Agency for privatization and restructuring
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of former state-owned enterprises, thereunder measures to maintain
and restructure industrial cores
 removal of hindrances for investments
 support for R&D
 sales promotion for goods of East German origin
 labor market policy.
Financial support to enterprises to enhance investments for modernizing physical capital
was provided in the form of investment grants, special depreciation allowances and loan schemes. Investment grants were partly provided de facto automatically (“Investitionszulage”) if the respective legal rules were met.
Another form of investment grants (“Investitionszuschuss”) was and still is
provided under the regional policy scheme Joint Task “Improvement of the
Regional Economic Structure” (Gemeinschaftsaufgabe ‘Verbesserung der
regionalen Wirtschaftsstruktur’”). Within this scheme, investment grants are
provided to enterprises mainly for modernization of physical capital and to
municipalities for enterprise-related infrastructure. This scheme is based on
an application and approval procedure. Moreover, special depreciation allowances (“Sonderabschreibungen”) were provided until 1998. Loan programs based on subsidized interest rates completed the range of investment
support to enterprises.
Complementary to the modernization of the physical capital stock in the
enterprise sector, the transport und communication infrastructure was modernized.
The communication infrastructure was de facto completely newly built. The
transport infrastructure, especially motorways, high-speed railway connections and waterways underwent a comprehensive modernization or were
newly built. For the transport infrastructure of nation-wide importance 33.9
bn Euro were spent in the period 1991-2012 (BMVBS 2013, p. 2).
The efforts of the Privatization Agency for privatization and restructuring
of former state-owned enterprises started immediately after introducing the
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inner-German Monetary Union. The legal basis was created by the
Privatization Law (Treuhandgesetz 1990) adopted by the East German
Parliament (“Volkskammer”) on 17th June 1990. Its continued validity was
fixed in the Unification Treaty (Einigungsvertrag 1990). At the beginning,
8,500 firms belonged to the Privatization Agency’s portfolio (Bundesministerium
der Finanzen 2015, n.p.). If necessary, these enterprises were split into smaller units to enable privatization.
The removal of hindrances for investments in the early years after German unification mainly concerned the obsolete infrastructure, inefficiencies in public
administration and complicated permit procedures, uncertainty with respect
to treatment of environmental damages and unsettled property rights
(Deutscher Bundestag 1995, p. 122). For the modernization of infrastructure
a wide range of measures were implemented (with regard to transport and
communication infrastructure – see above). Inefficiencies in public administration were of temporary nature. Numerous civil servants from West
German federal state governments and from local administrative units provided administrative support in East Germany. Environmental damages resulted from the long lasting underinvestment in the enterprise sector under
the central planning regime. The obsolete production facilities led to considerable environmental pollution. Thus, to attract new investors in the course
of privatization or on the “green field” remediation of contaminated sites
took place, whereby cost sharing between the Privatization Agency and the
East German federal states was practiced (Deutscher Bundestag 1994a, p. 3).
The clarification of property rights was one of the most complicated and
controversially debated issues, though a legal basis had been created and administrative units were implemented to remove obstacles for economic
activities. In general terms the treatment of unsettled property claims followed the principle “Restitution prior to Compensation”. To avoid barriers
for investments, a pragmatic approach of “Investments prior to Restitution”
was pursued (Deutscher Bundestag 1995, p. 122). In the course of time the
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number of unsettled property questions decreased. To illustrate: Due to information provided by the Federal Office for the Regulation of Unsettled
Property Rights (Bundesamt zur Regelung offener Vermögensfragen) 51%
of enterprise-related applications were handled as well as 48% of the claims
for estates as of 31/03/1995 (Deutscher Bundestag 1995, p. 87).
The Federal Government, the Federal State governments and the
Privatization Agency provided support for R&D in the enterprise sector in
East Germany as well as for the public research sector. R&D in the enterprise sector underwent significant changes after introducing the inner-German Monetary Union. The R&D entities of the former state owned
industrial trusts (“Kombinate”) were separated at the end of 1990/beginning
1991 and became autonomous entities (“Forschungs-GmbH”). However,
the R&D personnel underwent a significant decrease. Due to a survey, there
were approximately 24,000 employees in R&D in the enterprise sector at the
end of 1992 (Deutscher Bundestag 1994b, p. 127). To strengthen R&D in
the enterprise sector, financial support was provided especially for R&D
projects, R&D personnel, cooperation and R&D-related infrastructure
(Deutscher Bundestag 1994b, pp. 128 f.).
The Federal Government provided measures of sales promotion for goods of
East German origin. The COMECON was dissolved, and thus, the stateowned enterprises in East Germany lost their most important foreign sales
area. In addition, East German citizens immediately after unification bought
mainly consumer goods that were produced in West Germany or abroad.
Against this background, the former state-owned enterprises had to pursue a
reorientation in their sales activities. The policy support concerned a flexible
handling of HERMES export guarantees, provision of loans with subsidized
interest rates for East German sales to CEE and CIS countries, enforcement
of public procurement in favor of East German suppliers, and improvement
of foreign trade promotion (Deutscher Bundestag 1994b, p. 121).
Labor market policy was of relevance to overcome the time span between
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mass layoffs and creation of new workplaces (Deutscher Bundestag 1994a,
p. 2).

4.2. The policy to maintain industrial cores in a narrow
sense
Basic Approach
When the pace of privatization slowed down in the early 1990s, the
Privatization Agency accentuated its policy with respect to those enterprises
that did not find a private owner in the short run. At the heart of this accentuation was the question of restructuring enterprises before privatization.
The main elements of the policy to maintain industrial cores in a narrow
sense were laid down in the Yearly Economic Report 1993 (Deutscher
Bundestag 1993, pp. 25 f.):1)
 The enterprises belonging to the Privatization Agency were invited
to revise their business concepts especially with regard to the necessary reorientation toward western markets.
 The Privatization Agency announced it would also consider medium-term development perspectives and to a lesser extent the current economic climate in the course of evaluating the feasibility of
successful restructuring.
 Once a positive decision was made by the Privatization Agency regarding the feasibility of successful restructuring, a certain period of
time, regularly at minimum one year, was guaranteed to the enterprises to pursue restructuring. However, this guarantee did not exclude a privatization in this period if it was in line with the objectives
for restructuring.
 The Privatization Agency announced it would provide financial sup1) For details – see Chapter 6 in this volume.
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port for restructuring and to maintain the staff necessary for restructuring.
However, this did not mean stopping layoffs.
The availability of management skills was regarded as a crucial precondition for success in restructuring an enterprise; thus, the Privatization
Agency and the supervisory boards supported the recruitment of appropriate managers (Deutscher Bundestag 1993, p. 26).
Last but not least the success of restructuring also depended on the enterprises’ capability to reduce costs. In this context the development of wages
was of particular relevance (Deutscher Bundestag 1993, p. 26). An internal
draft prepared by the Privatization Agency on the support for industrial
cores (as of November 1992) displayed losses which represented a 30%
share in turnover to which the wage costs strongly contributed (Treuhandanstalt
1992, p. 710).
To enhance restructuring before privatization, the Privatization Agency
established a specific legal form, so called Limited Partnerships (“Management
KGs”), under which a certain number of enterprises were subordinated but
still not privatized. The Limited Partnerships were designated to restructure
and privatize the respective enterprises on behalf of the Privatization
Agency. This form of restructuring was targeted in each case at a limited
number of medium-sized and larger enterprises (Deutscher Bundestag 1993,
p. 26).
Beyond restructuring within Management KGs, a limited number of large
enterprises which were not yet privatized were handled as single cases by the
Privatization Agency (ibid.).
Cooperation between the Privatization Agency and East German Federal
States
The policy to maintain industrial cores in a narrow sense also included the
cooperation between the Privatization Agency and the governments of the
East German federal states. For this purpose, the Privatization Agency an-
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nounced its willingness to all East German Federal States to practice a cooperation scheme as it was arranged with the government of the Federal State
of Saxony (so called “Saxony Scheme” – “Sachsen-Modell”). The Saxony
Scheme comprised the following approach (Deutscher Bundestag 1993, p.
26; Bundesministerium der Finanzen; Bundesministerium für Wirtschaft
1993, pp. 717-737, especially p. 731; Breuel 2005, pp. 13-30, especially p. 22):
 The federal state government ranked enterprises of regional importance (which were not privatized so far) after consulting trade
associations and trade unions.
 If an enterprise was regarded by the Privatization Agency as feasible
to be restructured, both the Privatization Agency and the government of the federal state provided support.
 If the Privatization Agency regarded restructuring as not feasible,
and the federal state anyway wanted to restructure the enterprise it
had to bear the additional costs of restructuring alone.
In Saxony, the scheme of maintaining industrial cores was labeled the
“ATLAS” campaign (the information shown in this paragraph stems from:
Nolte/Ziegler 1994, pp. 255-265, especially pp. 261 f.). ATLAS was an
acronym. Basically, it meant: “Selected enterprises belonging to the
Privatization Agency regarded by the Federal State as being worth to undergo restructuring”. The campaign started in November 1992. Due to the
source displayed above, until autumn 1993 in Saxony 200 enterprises were
recognized as regionally important and assigned to the ATLAS campaign, of
which 79 were privatized at that time, 59 were classified as feasible to be reconstructed, 38 enterprises received financial investment support, 12 enterprises were integrated in Management KG (see above); 31 enterprises underwent liquidation and for 19 enterprises the decision on the feasibility of restructuring by Privatization Agency was still pending at that time.
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5. Five Case Studies on Industrial Cores
in East Germany and their Development
In this section, five large privatization cases will be analyzed briefly with
respect to their characteristics and impact factors (a comprehensive description of the five cases is given in Heimpold 2016 a,b,c,d and in Heimpold
2017 a,b). Each of the cases underwent a specific development path which
was not easy. It lies in the nature of case studies that overall conclusions cannot be derived from them. However they are useful to gain insights on success and failure und the variety of impact factors in this context.

5.1. Brief description of development paths
Despite specific development paths, there were common procedures for
all former state-owned enterprises immediately prior to and after introducing
the Monetary, Economic and Social Union. First, the legal form of the enterprises underwent a change. Due to an enactment adopted by the parliament of the GDR on 01/03/1990 (Verordnung zur Umwandlung von volkseigenen Kombinaten, Betrieben und Einrichtungen in Kapitalgesellschaften
1990, pp. 385-387), the state-owned enterprises were transformed to a private legal form, either to joint stock companies (“Aktiengesellschaften” –
AG) or limited liability companies (“Gesellschaften mit beschränkter
Haftung” – GmbH). Second, all state-owned enterprises were assigned to
the Privatization Agency when the Monetary, Economic and Social Union
started on 01/07/1990. Third, guided by the Privatization Agency, each former state-owned enterprise had to establish a DM opening balance sheet.
The first case under consideration is the Buna Company, a chemical enterprise in Schkopau, which is located in the south of the Federal State of
Saxony-Anhalt (The DOW Chemical Company no year of publication, n.p.).
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The production started in 1937, trading under Buna-Werke GmbH
Schkopau (Deutsches Chemie-Museum Merseburg no year of publication,
n.p.). The company operated under the name of “VEB Chemische Werke
Buna” in the GDR (Buna-Werke 2015, n.p.). It was privatized successfully to
The Dow Chemical Company in 1995 (Dow Deutschland Anlagengesellschaft
mbH (Hrsg.) 2010, p. 14). DOW’s chemical plants in Central Germany
(“Mitteldeutschland”) are located in Schkopau, Leuna, and Teutschenthal
(Saxony-Anhalt), and in Böhlen (Saxony) (The DOW Chemical Company no
year of publication, n.p.). The plants at the four locations trade under the
name DOW Olefinverbund GmbH (Buna-Werke 2015, n.p.). The privatization of the Buna Company is regarded, due to a press article, as the most expensive privatization case in the chemical industry in East Germany (Semkat
1995, n.p.).
The second case concerns EKO Eisenhüttenstadt, a large metallurgical plant
which is located close to the German-Polish border, in Eisenhüttenstadt. Its
establishment began in 1950 (ArcelorMittal 2010, n.p.), after the German
division. By then, the metallurgical industry was mainly concentrated in the
western part of Germany. Thus, the East German central planning authorities decided to establish an own metallurgical complex to become independent from West German supplies. The Eisenhüttenstadt plant was the
headquarters of “VEB Bandstahlkombinat ‘Hermann Matern’ Eisenhüttenstadt”
in the GDR (Zentralgeleitete Kombinate der Industrie und des Bauwesens
nach Ministerien. Stand 30.06.1990, p. 377), and it produced raw iron, steel,
cold-rolled and surface-coated flat-steel at the end of the period of central
planning (ArcelorMittal 2010, n.p.). After two failing privatization attempts
in 1992/1993 (EKO Stahl GmbH (Hg.) 2000, pp. 275-280; 296-301), it was
successfully privatized to Cockerill Sambre, a Belgium steel company; the
Eisenhüttenstadt plant operates nowadays as ArcelorMittal Eisenhüttenstadt
GmbH and belongs to ArcelorMittal (ArcelorMittal 2010, n.p.).
The third case is about the Carl Zeiss Jena firm. It is located in Jena,
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Thuringia. It started as a crafts firm for optical instruments in 1846 (Carl
Zeiss (Unternehmen) 2015, n.p.). In the economy of the GDR the firm operated as the headquarters of the “Kombinat VEB Carl Zeiss Jena”
(Zentralgeleitete Kombinate der Industrie und des Bauwesens nach
Ministerien. Stand 30.06.1990, p. 378). It was specialized in optical products
and microelectronics and their combination (Bohn 1993, p. 175). The former
VEB Carl Zeiss Jena was split into two parts: the JENOPTIK GmbH and
the Carl Zeiss Jena GmbH (Büttner 1994, pp. 201-218, especially p. 206).
The Glaswerk was privatized to the Schott Mainz Company (Schott AG
2018, n.p.). After an 8 year reconstruction period, the JENOPTIK firm was
launched to the stock market in 1998 (Kolbe 2009, n.p.). It operates nowadays as JENOPTIK AG, which is an integrated phototonics group
(JENOPTIK AG no year of publication). JENOPTIK AG represents a rare
case of maintaining successfully a headquarters company. The product range
of Carl Zeiss Jena GmbH comprises optics, high-quality mechanics and optoelectronics (Carl Zeiss Jena GmbH no year of publication, n.p.).
The fourth case represents the SKET firm in Magdeburg, Saxony-Anhalt.
H. Gruson, an entrepreneur, established a machine building firm, a shipyard
and an iron foundry in 1855 (SKET 2015c, n.p.). In the period of central
planning the Magdeburg plant was the headquarters of “VEB
Schwermaschinenbau-Kombinat ‘Ernst Thälmann’ (SKET) Magdeburg”
(Zentralgeleitete Kombinate der Industrie und des Bauwesens nach
Ministerien. Stand 30.06.1990, p. 379), and was specialized in the production
of equipment for the metallurgical industry (Ladwig 1993, pp. 271-282, especially p. 272). The first privatization attempt took place in 1994
(STAATLICHE BEIHILFEN C 16/95 Deutschland (96/C 298/02), p. 2).
It failed, the firm became bankrupt in 1996 (ibid.). A second privatization attempt occurred in 1998, it was successful (ibid.). The privatization went
along with a change of the production. The recent production comprises
wind turbines and other engineering products (SKET 2015a, n. p.). The firm
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trades under the name of SKET GmbH (SKET 2015a, n.p.), it belongs to
the ENERCON company, Aurich (SKET 2015c, n.p.). Apart from the plant
producing wind turbines and other engineering products that belongs to
ENERCON, four other firms emerged as a result of the second privatization
(Heimpold 2017b, pp. 59-80, especially p. 66f. and the sources cited there).
The fifth case is about the Zentrum Mikroelektronik Dresden, a research entity
located in Saxony’s capital Dresden. The initial step was the establishment of
the „Arbeitsstelle für Molekularelektronik (AME)” in 1961, later it operated
under the name “VEB Forschungszentrum Mikroelektronik Dresden”
(ZMD) and served as the research unit for the microelectronics industry in
the GDR (Zentrum Mikroelektronik Dresden 2015, n.p.). The ZMD initially
belonged to the portfolio of the Privatization Agency after introducing the
Monetary Union, in 1993 it became de facto property of the Free State of
Saxony (ibid.). ZMD GmbH was privatized in 1999 and after a short period
of being a subsidiary of a supplier firm for the car industry it was separated
and has become a joint stock company (ibid.). It operated as Zentrum
Mikroelektronik Dresden AG (ZMDI 2015c, n.p.), pursuing research and
development of circuits and sensors especially for raising energy efficiency
(ZMDI 2015b, n.p.). It had its headquarters in Dresden. It was taken over by
Integrated Device Technology, Inc. in December 2016 and is specialized in
semiconductor products for automotive, industrial and other applications
(Integrated Device Technology, Inc. 2017, n.p.).

5.2. Impact factors on restructuring and privatization
An initial impetus for the privatization of the Buna company came from the
former Federal Chancellor Helmut Kohl who promised to give support for
maintaining the chemical production in Saxony Anhalt (Brümmer 2002, p.
24). For the investor, the existence of material linkages between four places
of chemical production in Saxony Anhalt and Saxony (Brümmer 2002, pp.

5. Spatial Development Patterns in East Germany and the Policy to Maintain “Industrial Cores” • 195

75-77) was important as well as a privatization contract with favorable conditions, especially temporary compensation for losses, support for investment and environmental rehabilitation (Brümmer 2002, pp. 122-126). The
flexibility of the workers council was mentioned as another success factor
(Ludewig 2015, pp. 151-156).
The two failing privatization attempts of EKO Eisenhüttenstadt mentioned
above can be explained to large extent by the economic difficulties of the
metallurgical industry in West Germany and at international scale which was
characterized by overcapacities at that time (Schuenke 1993, pp. 123 f.).
Therefore, it was difficult to find an investor. However, the Federal
Government and the government of the Federal State of Brandenburg did
not give up their plans to privatize EKO, and they found a new investor. The
new investor, in addition to other modernization measures, established a
warm rolling plant, and thus closed the technological gap which existed before (ArcelorMittal Eisenhüttenstadt GmbH no year of publication b, n.p.).
For the successful privatization of the Carl Zeiss Jena firm a key person
played an important role. This was Lothar Späth, the former Prime Minister
of the Federal State of Baden-Württemberg. He was asked by the Thuringian
government to conduct the restructuring of this firm. He managed successfully the reconstruction of Jenoptik, and he also induced the development of
small and medium-sized companies in the form of spin-offs (Späth 2005, p.
107). Other circumstances were also important for the reconstruction of the
Jenoptik firm, for instance subsidies for restructuring, loss carry forward and
the redundancy program (Büttner 1994, pp. 206 f.). During the period of restructuring, the Federal State of Thuringia was the shareholder (Schuster
2015, p. 74).
With regard to the SKET firm, the failure of the first privatization attempt
had its origins in the one-sided dependency on exports to COMECON markets which had broken down in the early 1990s. The new management was
unable to go into the black when it tried to develop new sales markets
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(Landtag von Sachsen-Anhalt. Zweite Wahlperiode 1998, p. 24). The second
privatization was associated with a change in the production program in favor of components for wind turbines. It was successful. In general terms,
public support for renewable energies has been provided in Germany which
was also a stimulus for the wind power industry.
The fifth case, the Zentrum für Mikroelectronik Dresden, is still existent because it was regarded as a nucleus for developing the microelectronics industry in Dresden by the government of the Federal State of Saxony
(Schommer 1992, n.p.). Indeed, the government of Saxony and the Dresden
city administration were successful in attracting manufacturers in microelectronics (Matuschewski 2005, pp. 165-182, especially pp. 175 f.). However,
due to an online article, the ZMD was initially not profitable before privatization (Weckbrodt 2012, n.p.). It was de-facto under the property of the
Federal State before 1999, and formally it was managed on trust by venture
capital companies at that time (Zentrum Mikroelektronik Dresden 2015,
n.p.).
A common feature of all five cases was the significant decline in employment (Table 5.4). The number of workplaces was strongly reduced, especially due to the massive modernization of physical capital. But the isolated
view on the employment in the individual enterprises draws an incomplete
picture with respect to the development of employment. In some cases, departments of the former industrial trusts (“Kombinate”) were split up and
became separate firms. This was often the case with construction entities or
departments responsible for plant engineering and construction for own usage in the respective trust (“Rationalisierungsmittelbau”). Thus, a certain
number of company-internal workplaces were outsourced. In other cases, in
the neighborhood of the firm that had undergone privatization, other manufacturing and service firms decided to locate. Insofar, under consideration of
split-ups, outsourcing and newly established firms the actual employment
decline may be smaller compared to the figures displayed for the individual
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firms in Table 5.4. As an illustration of establishment of new jobs may serve
case of the microelectronics industry/IT in the Dresden region as well as the
number of employees working for ENERCON in Magdeburg (Table 5.4).
However, numerous workplaces got lost. To mitigate social tensions, numerous
older employees went into early retirement. Other persons were temporarily employed in publicly funded job creation measures (“Arbeitsbeschaffungsmaßnahmen”) or passed training or retraining programs.
Table 5.4. Employment in the five cases under consideration

1989

recently

(1) Buna/Dow
Olefinverbund

(2) EKO
/ArcelorMittal

(3)
Carl-Zeiss-Jen
a/Jenoptik

(4) SKET/
Enercon

(5) ZMD /ZMDI

18,000a

11,934c

approximately
30,000e

13,000g

approximately
3,000
(mid-1990)j

1,700 (Central
German locations)b

SKET GmbH:
342 (2013), of
approximately
which 32
3,553 (Jenoptik
2,400; approxtrainees
AG total, end
imately 200
(2013);h
of 2014, trainposts for
4,700
employees included)f
traineesd
ees working
for ENERCON
in Magdeburg)i

> 320
(worldwide);k
microelectronics
industry/IT:
48,000 in
Dresden region
(2010)

Sources: (1) aBuna-Werke 2015, n.p.; bThe Dow Chemical Company 2015, n.p.; (2) cEKO
Stahl GmbH (Hg.) 2000, p. 200; dArcelorMittal Eisenhüttenstadt GmbH no year
of publication a, n.p.); (3) eKolbe 2009, n.p.; fJENOPTIK AG 2015, n.p.; (4)
g
Neubauer 1995, n.p.; hSKET 2015b, n. p.; iMDR.DE 2015, n.p.; (5) jZentrum
Mikroelektronik Dresden 2015, n.p.; kZMDI 2015a, n.p.; Landeshauptstadt
Dresden – Der Oberbürgermeister – no year of publication, n.p.
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6. Preliminary Conclusions
This article focuses on spatial development patterns in East Germany and
the policy to maintain “industrial cores.” In this section some interim conclusions will be derived from the findings presented in the previous sections.
First, the manufacturing sector faced great challenges in East Germany after introducing the Monetary, Economic and Social Union. It faced international competition de facto “over night” and, due to the legacies of the centrally planned economy, it was not competitive at that time. Against this
background, a strong de-industrialization took place in the early 1990s, due
to the breakdown of the COMECON market, the obsolete physical capital
stock in enterprises, and the wage increase which was not affordable to numerous enterprises. Therefore, industrial employment went down sharply.
Later, re-industrialization has started, which found its expression in an increase in Gross Value Added and productivity. The employment started to
increase in a modest way in 2006. The massive public subsidization of investments in the physical capital stock gave a strong impetus for the modernization in the industrial sector. The unit labor costs were – initially – above West
German average, which hampered gaining competitiveness. They went
down in the late 1990s. At the same time, a decentralization in wage bargaining occurred.
Second, the re-industrialization occurred unevenly across space in East
Germany. Numerous East German regions experienced a more or less large
increase in industrial employment in the period 2000-2012. Surprisingly,
there were numerous rural areas belonging to the group with the highest increase rates in industrial employment, and there were only a few city regions
showing large increases in industrial employment. In the majority of the East
German regions which showed a strong growth in industrial employment in
the 2000s there was no co-incidence with population growth. This was only
the case in some large cities: Jena, Dresden, Leipzig and Rostock as well as in
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some regions in the hinterland of Berlin. This fact may lead to the conclusion
that the industrial sector and its recovery did not have the power to induce
an increase in population. The cases of the four cities provide some indication that a combination of manufacturing and service activities creates
favorable conditions for population growth.
Third, the spatial analysis shows that an increase in industrial employment
in the 2000s coincides with high investments in physical capital and large regional policy subsidies. This can be regarded as an indication of the large importance of economic support schemes when it came to fostering
re-industrialization. The contribution highlighted two strands of support. A
first strand concerned general support to the enterprise sector, consisting of
financial support to firms and infrastructure, privatization of former
state-owned firms, and removal of various investment barriers. A second
strand focused on the maintenance of so-called industrial cores in East
Germany in the narrow sense. The specific policy focusing on the maintenance of so-called industrial cores in East Germany in the narrow sense
came up in 1992/1993 when the economic situation in West Germany and
western Europe had worsened and the pace of privatization slowed down.
This policy strand was relevant for the former state-owned firms which were
assessed positively with regard to restructuring feasibility, but which were
not privatized so far. Against this background, the Privatization Agency was
willing to provide more time for restructuring and to provide funding and
management support. The accentuation of a policy to maintain industrial
cores was also motivated by the intention of mitigating negative effects of
deindustrialization in East German regions.
Fourth, with respect to the five cases under consideration, success or failure did not depend on the affiliation to a certain industry or on the historical
origins. The privatization policy and subsidies were important but not the
single impact factors. Specific circumstances existed in each case, for instance a promise given by a politician, the role of a key person, the behaviour
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of the workers councils, the support by the Federal government and the governments of the Federal States, and external factors, e. g. business cycle development and overcapacities in Western Europe. However, in all cases a
considerable decline in employment occurred. Therefore, due to the mass
layoffs, redundancy programs were introduced to avoid social tensions.
Finally it seems worth to mention that restructuring activities before privatization were temporarily important, but concepts of new investors and their
implementation were indispensable.
Fifth, because the previous employment level in the industrial sector, given under the central planning regime, was not continuable, the service sector
formed the most important source of job creation.
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Decision Making by the
Treuhandanstalt on Privatization,
Restructuring, or Liquidation of
Former State-Owned Firms
in East Germany

2)Gerhard

Heimpold†

1. Introduction
Subject to this paper is the decision making by Treuhandanstalt on privatization, restructuring, or liquidation of former state-owned firms in East
Germany. To explain: the Treuhandanstalt was the agency at the Federal level tasked with the privatization of the former state-owned firms of the GDR.
All former state-owned firms were assigned to the Treuhandanstalt in
mid-1990. The notion of Treuhand firms (“Treuhandfirmen”) will be used
to characterize this type of firms. The state property (“Volkseigentum”) was
*
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the prevailing form of property in the enterprise sector in the eastern part of
Germany before German Unification. This sector showed a low productivity
under the regime of central planning. Hence, privatization formed a central
element for rebuilding the East German economy since 1990. The privatization was regarded as the best way to make the former state-owned firms
competitive. Initially, 8,500 firms belonged to the Treuhand portfolio
(Bundesministerium der Finanzen no date of publication b, n.p.). At the end
of privatization, approximately 15,000 firms or firm sections respectively
plant sections were privatized, associated with commitments for investments
of approximately 80 billion Euro and approximately one million work places;
the latter represented 25% of the previous employment (ibid.). The quantitative difference in the firm number resulted from demerging the large industrial trusts (Kombinate) because private investors were not interested in
taking over these large entities often employing several 10,000s of workers
(Zentralgeleitete Kombinate der Industrie und des Bauwesens nach
Ministerien. Stand 30.06.1990, pp. 377-381). Privatization was accompanied
by numerous firms closures and mass layoffs. This in mind, this paper wants
to shed some light on the Treuhandanstalt’s decision making on privatization, restructuring, or liquidation of former state-owned firms.
The contribution starts with an overview on the economic situation of
Treuhand firms prior to the Monetary Union in July 1990 (section 2). The
subsequent section characterizes the rules of privatization policy pursued by
the Treuhandanstalt (section 3). Assessing the firms’ restructuring feasibility
(“Sanierungsfähigkeit”) formed a crucial element of the Treuhandanstalt’s decision making on privatization, restructuring or liquidation. Therefore, section
4 deals with the assessment of restructuring feasibility by the Treuhandanstalt
respectively by the Executive Committee (“Leitungsausschuss”). It focuses on
the restructuring concepts to be elaborated by the firms based on Treuhand
guidelines and on the notion of restructuring feasibility and restructuring
worthiness. Moreover it explains the categorization scheme used to assign
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the former state-owned firms with regard to their performance, and the economic and financial criteria behind. In addition, it will be shown how many
firms were assigned to the respective categories, and how the assessment
procedure was organized. While the Treuhandanstalt insisted on an independent decision making on the firms’ perspectives, there was an urgent
need at the same time to involve the East German federal state governments
and the trade unions in the course of privatization. This involvement is subject to section 5. The article will be completed by an overview on the quantitative privatization results including the budget for privatization (section 6).
Finally, some interim conclusions will be drawn (section 7).

2. The Economic Situation of State-Owned
Firms Prior to the Monetary Union in July
1990
Understanding the difficulties that emerged in the former state-owned
firms immediately after introducing the Monetary Union requires looking
back on the firm landscape arisen under the central planning regime and how
it evolved before 1990. The plants (Betriebe) in the GDR economy underwent a considerable concentration process in favor of large units associated
with a rigid marginalization of private property.
With regard to the industry, the number of plants went down from 19,837
in 1955 to approximately 3,374 in 1989; whereas the average number of employees per industry plant septupled at the same time (Table 6.1).
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Table 6.1. Number of plants and employees in the industrial sector in
the GDR
plants, number

employeesa, 1000

Average number of
employees per plant

1955

19,837

2,683.0

135

1989

3,374

3,211.4

952

Index, 1955 = 1.00

0.17

1.20

7.04

a

Employees: Blue-collar and white-collar workers.
Sources: Staatliche Zentralverwaltung für Statistik 1956, p. 121; Statistisches Amt der DDR 1990,
p. 158; calculations by IWH.

In addition, the share of state-owned property grew and became the prevailing form of property, at the expense of private property. To illustrate:
The share of net material production of state-owned plants and cooperatives
in the GDR economy was 55.3% in 1950, and of private firms 44.7% (Table
6.2). The net material production in state-owned firms and cooperatives increased up to 95.7% in 1989. In contrast, only 4.3% of net material product
stemmed from private plants in 1989. The share of private plants in total net
material product is even smaller in the industrial sector and producing craft.
The final step of marginalizing private property was a nationalization campaign at the expense of small and medium sized parastatal (halbstaatlich) and
private firms in 1972. Altogether, 11,100 additional state-owned firms arose
by nationalizing 6,640 parastatal firms, 2,873 private industrial and construction firms and approximately 1,700 crafts cooperatives (HaendckeHoppe-Arndt 1997, p. 61). The parastatal or private firms belonged to a large
proportion to the textile and light industries (Haendcke-Hoppe 1973, pp.
37-41, especially p. 37).The respective firms were transformed into state
property, and they were often assigned to larger state-owned plants (Roesler
1990, p. 108).
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Table 6.2. Net material product by forms of property of plants in
the GDR, percent
nationally-owned
(volkseigen)

cooperative

private

total

of which commission
contract or national
share

plants total
1950

49.2

6.1

44.7

.

1960

68.0

15.2

16.8

5.9

1970

68.8

16.2

15.0

8.5

1980

86.2

9.8

4.0

0.6

1985

85.5

10.4

4.1

0.5

1988

95.7

4.3

0.5

1989 (tentative)

95.7

4.3

0.5

of which: industry and producing craft
1950

67.0

1.4

31.6

.

1970

80.1

3.1

16.8

11.3

1988

97.6

2.4

-

1989 (tentative)

97.6

2.4

-

Net material product = gross output ./. purchased materials.
. data not available; - value = 0
Source: Statistisches Amt der DDR 1990, p. 105.

In addition, beginning in the 1960s, large economic trusts (Kombinate)
were created. The campaign of establishing them started in the 1960s, and it
was finished at the end of the 1970s (Steiner 2010, pp. 155 f.). As a result,
there were 126 centrally planned and 95 district-led industrial trusts in 1988
(this and the following information on the trusts stem from Staatliche
Zentralverwaltung für Statistik 1989, p. 138). The centrally planned trusts
covered 98% of employment, 100% of industrial goods production, 100% of
consumer goods production and 100% of exports which were under the
control of the industry ministries in GDR (ibid.). The industrial trusts repre-
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sented groups of plants producing the same or similar goods (horizontal organization), or they represented plants belonging to a value-added chain
(vertical organization). The horizontal organization meant exclusion of
competition. In general terms, the establishment of industrial trusts made
the control by the party and state planning authorities easier. The planners’
basic idea behind the formation and strengthening of industrial trusts was
the establishment of closed production circuits (Geschlossenheit des
Reproduktionsprozesses) covering R&D, production of final goods, investment goods, construction activities, sales organization etc. (Verordnung über
die volkseigenen Kombinate, Kombinatsbetriebe und volkseigenen Betriebe
vom 8. November 1979, pp. 365-373, especially p. 365, § 1 (1)). However,
implementing this basic idea led to a wrong division of labor. Due to the
scarcity of resources, the question of “Make or Buy?” was usually answered
in favor of “Make.” Hence, the depth of added value was very large in many
cases, resulting in an inappropriate division of labor and losses in effectiveness (see for instance, Peters 1993, pp. 183-214, especially p. 199; Gutmann
1999, pp. 1-60, especially p. 37).
There were attempts of economic reforms to strengthen socialist firms’ efforts to gain revenue and to share it between the firm and the state budget
(this and the following information and assessment is derived from Kusch et
al. 1991, pp. 100 f.). This attempt was part of the NÖS campaign, but was
cancelled already in the 1960s. A slight revival of this idea occurred in 1986,
when 16 industrial trusts were chosen to implement an economic
experiment. The experiment concerned the use of a part of the firms’ revenues for own investments. The idea was to encourage firms in raising of
revenues linked with the incentive to use them to a certain extent for own
purposes at the firm level. Nonetheless, the experiment failed due to the permanent state paternalism.
Another important weak point concerned the organizational position of
the firms responsible for handling the foreign trade activities (for this and
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the following – see ibid., p. 98, if no other source is cited). Foreign trade relations were subject to a state monopoly (Staatliches Außenhandelsmonopol)
under the central planning regime. Therefore, the foreign trade organizations
were solely subordinated to the Ministry of Foreign Trade. This institutional
principle came into conflict with the idea of a closed production circuit at the
trust level (Kombinate). Therefore, a closer organizational connectivity of
production and foreign trade activities was required. For this purpose, the
state-owned trade organizations (Staatliche Außenhandelsbetriebe) were
subordinated twofold at the beginning of the 1980s: to the Ministry of
Foreign Trade (Ministerium für Außenhandel) and to the Industry Ministries
or to a single trust (Haendcke-Hoppe/Lieser-Triebnigg 1983, pp. 541-561,
especially p. 546 and the sources cited there). However, there were conflicts
between the industries’ interests in developing foreign trade relations and the
requirements set by the central planning authorities to achieve an equalized
payment balance. To manage these conflicts, in the mid-1980s a re-arrangement of sub-ordination rules occurred. The directors of the trade organizations became disciplinary responsible solely to the Ministry of Foreign
Trade.
To draw an interim conclusion: The state-owned plants were not capable
under the central planning regime to make their own decisions. Processes of
concentration of production in large entities and marginalization of private
property gave increasing power to the bureaucratic central planning. The nationalization campaign in 1972 abolished an important source of entrepreneurial creativity in the GDR and accelerated GDRs economic downturn in the 1980s. Thus, the socialist trusts and their plants were not fit for
competition when the inner German Monetary Union was introduced in
1990.
One of the most important questions for rebuilding the East German enterprise sector concerned the future profitability of the state-owned firms.
Against this background, the Ministry of Economics of the GDR conducted
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a survey among the state-owned firms. The firms were requested to assess
their future profitability after introduction of the Monetary Union on 1st July
1990. The assessments made by 2,361 firms were compiled by the Ministry
(as of 07/06/90) (this and the following information stem from Ministerium
für Wirtschaft Abteilung I, 1990, pp. 2 f., 6). According to this compilation
the firms were assigned to three classes:
 936 firms (39,6%) were assessed as profitable
 730 firms (31.0%) were assessed as worth to be restructured
 695 firms (29.4%) were heavily endangered by bankruptcy.
The Ministry’s report pointed to a number of difficulties when it came to
an assessment of future profitability. Two aspects were highlighted: The low
number of sound new corporate concepts and the – at that time – lack of
concepts for cooperation with and capital participation of western partners
(ibid., p. 3). Moreover, the Ministry points to the fact that the assessments
elaborated by the firms were based on the assumption of continuing exports
to the USSR. In retrospect, the latter was a misjudgment. Moreover, the
firms’ assessments reveal an employment number of 1,074 thousand in the
firms endangered by bankruptcy (ibid., p. 2). There were great concerns with
regard to layoffs especially in large firms > 5,000 employees (ibid., p. 6).
All in all, it was difficult in the period before introducing the Monetary
Union to assess the future sales und employment perspectives and the profitability in an actualized manner. The forecasts typically underwent changes,
they had to be corrected ‒ often by downgrading earlier forecasts of turnover
and employment. The data in section 4.5 refer to the situation in 1991/92,
and they show that the share of firms that were profitable und, thus, had
good chances to be privatized rapidly was much lower than assessed in June
1990.
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3. Rules of Privatization Policy
3.1. Three main policy tasks and their sequence
This section provides an overview on the rules of privatization policy pursued by the Treuhandanstalt. The basic rule was formulated by the President
of the Treuhandanstalt, Detlev Karsten Rohwedder, who regarded “rapid
privatization; resolute restructuring, gentle liquidation” (Dr. Detlev
Rohwedder, Präsident der Treuhandanstalt, 27. März 1991, pp. 195 f., especially p. 195, unofficial translation) as the Treuhandanstalt’s basic mission.
This meant, privatization, restructuring and – in worst case – liquidation of
firms were the three options when it came to the transition of an entire economy from state to private property. There was a rank with regard to the three
tasks:
(1) Priority to privatization: The transition to private property was regarded as the task of priority, because privatization was regarded as
the best way of restructuring (ibid., p. 195). The priority to privatization was fixed by the Treuhand Act (“Treuhandgesetz”) adopted
on 17/06/ 1990 by the East German Parliament. This law fixed the
target of reducing the state entrepreneurial activities as soon and as
much as possible (Treuhandgesetz 1990, extract of Introducing Formula).
(2) Support for restructuring if the firms were regarded as economically
viable: if a private investor was not available, the Treuhandanstalt
was ready to support restructuring prior to privatization, based on a
sound corporate concept. The firms were responsible for establishing the respective concepts, and their supervisory boards had to approve them (Leitlinien der Geschäftspolitik der Treuhandanstalt, pp.
180-182, especially p. 181)
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(3) Closure of firms if they were not regarded as economically viable: If
firms’ development chances were assessed negatively, firm closures
were regarded as inevitable; however, firm closures were regarded as
a starting point for new economic activities (Dr. Detlev Rohwedder,
Präsident der Treuhanndanstalt, 27. März 1991, p. 196).
There were two steps of reconfigurating the former state-owned firms prior to privatization. First, the GDR government passed an enactment aimed
at transforming the state-owned plants into a private legal form, either a limited liability company (Gesellschaft mit beschränkter Haftung – GmbH) or a
joint stock company (Aktiengesellschaft – AG). This formal transformation
was subject to the so-called Transformation Enactment (Umwandlungsverordnung)
(Verordnung zur Umwandlung von volkseigenen Kombinaten, Betrieben
und Einrichtungen in Kapitalgesellschaften vom 1. März 1990, pp. 385-387).
To avoid a misunderstanding: The Transformation Enactment did not mean
privatization. It aimed only at transforming formally the legal status of firms.
The shares of GmbH and AG were designated to be taken over by a Trust
Agency (Treuhandanstalt) (ibid., § 3 (1)). Therefore, the decision to establish
a so-called Trust Agency (Treuhandanstalt) was adopted at the same time, on
01.03.1990 (Der Ministerrat der Deutschen Demokratischen Republik 1990,
pp. 3 f.). After holding the first free elections of the GDR Parliament
(Volkskammer), the Treuhand Act (Treuhandgesetz) was adopted on
17.06.1990 (Treuhandgesetz 1990). It made the Transformation Enactment
– de facto – obsolete, because it transformed the former state-owned plants
by law into AG or GmbH as of 01.07.1990 (ibid., § 11 (1) and (2). As a result,
approximately 8,500 plants belonged to Treuhandanstalt’s portfolio in
mid-1990 (Bundesministerium der Finanzen no date of publication b, no
pagination). After beginning of restructuring and privatization, the awareness arose that many of the former state-owned plants were too big – and
thus investors not interested in taking over these large entities. This in mind,
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second, the idea of demergers came up. As a legal base for demerging the
large state-owned entities, a so-called Act on Division of Treuhand firms was
adopted (Gesetz über die Spaltung der von der Treuhandanstalt verwalteten
Unternehmen vom 5. April 1991). It made it easier to demerge the large
Treuhand firms by using the instrument of partial universal succession
(Sonderrechtsnachfolge) (Rauschnabel 1996, p. 11).
As mentioned above, the Treuhandanstalt was willing to support firms if
they had a development chance but a private investor was not available so far
(Dr. Detlev Rohwedder, Präsident der Treuhandanstalt, 27. März 1991, p.
195). For this purpose, particularly financial support was provided (ibid.).
The priority to privatization formed the leitmotif for privatization during
the entire work of the Treuhandanstalt. However, in practice, some changes
occurred. Because the business trend in Germany had worsened at the turn
of the year 1992/93, private investors lost interest to invest in East Germany
(Ludewig 2015, p. 135). This in mind, the policies to maintain so-called industrial cores (industrielle Kerne) were strengthened. The awareness had
arisen that it was necessary the strengthen the industrial cores to avoid de-industrialization (ibid, pp. 139-141). Therefore, a distinct priority setting was
introduced with regard to maintain these cores. The 1993 Economic Report
issued by the Federal Government highlighted a number of measures targeted at maintaining and modernizing important industrial firms in East
Germany (the following information stem from Deutscher Bundestag, 12.
Wahlperiode 1993, pp. 25 f.):
 It was envisaged to consider more the mid-term development perspectives of Treuhand firms instead of a pure short-term view on
the economic situation in the course of assessing the restructuring
feasibility.
 Treuhand firms should receive enough time for restructuring, regularly at minimum one year. However, this did not exclude privatization in the meantime if an investor was found.
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 Given a restructuring concept and restructuring feasibility, the
Treuhandanstalt announced provision of funding for restructuring.
 Treuhandanstalt emphasized its own responsibility as well as the
firms’ supervisory boards’ task to increase efforts for hiring qualified
management personnel for restructuring at firm level.
 To support firms which were assessed as feasible for restructuring,
Treuhandanstalt and the East German Federal states worked together to pursue restructuring and privatization successfully. As an example, the so called “Saxony model” was mentioned (see sub-chapter 5.1, especially the paragraph on the ATLAS project).
 Treuhandanstalt offered the instrument of Management Limited
Partnership (Management KG) as an organizational form for restructuring and privatization targeting at groups of medium-sized
and larger firms.
 Treuhandanstalt pursued restructuring and privatization efforts on an
individual basis for large Treuhand firms which were assessed as
feasible for restructuring.
 Sites and production facilities which were not necessary for business
were designated for re-use when it came to an attraction of new
investors.
 Liquidation was regarded as unavoidable. However even if a firm
was closed there was a chance to maintain a certain proportion of
jobs.
Nonetheless, not only the Treuhandanstalt was in charge of increased efforts toward restructuring. This was also the responsibility of the firms, for
instance by considering the challenges of restructuring when it came to wage
calculation (ibid., p. 26). Another task at the firm level was the revision of
corporate concepts aiming at re-orientation toward western markets (ibid.,
pp. 25 f.).
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4. Assessment of Restructuring Feasibility
As said above, privatization was regarded as the best possible way of
restructuring. There was the expectation that the new owner would be the
best capable to develop a sound corporate concept, invest in new products,
technologies, and explore new markets. However, in many cases a new investor was not available in the short run, or the investors were not interested
in buying the old-fashioned former state-owned firms. Therefore, restructuring activities were necessary prior to privatization. Prior to restructuring, the
Treuhandanstalt had to check and decide, whether the firms belonging to its
portfolio were feasible for restructuring and privatization or not. The informational basis for decision making were the restructuring concepts
(“Sanierungskonzepte”). They had to be elaborated by the Treuhand firms
based on guidelines issued by the Treuhandanstalt. Subsection 4.1 gives a
brief overview on Treuhandanstalt’s requirements for restructuring
concepts. It follows a subsection on the notions of restructuring feasibility
(“Sanierungsfähigkeit”) and restructuring worthiness (“Sanierungswürdigkeit”)
as used in the course of decision making on restructuring, privatization or
firm closure (subsection 4.2). Subsection 4.3 focuses on the categorization
scheme used to assign firms with regard to their development perspectives,
and in sub-section 4.4 the economic and financial criteria used to assign the
firms will be listed. Based on empirical data explored from the literature,
subsection 4.5 provides an overview on how Treuhand firms’ feasibility of
restructuring did look like in the early 1990s. Finally, in sub-section 4.6 a description on some organizational aspects of will be given, focusing especially
on ensuring independence of decision making.
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4.1. Restructuring concepts
Prior to decision making by the Treuhandanstalt on the restructuring feasibility, all Treuhand firms had to elaborate restructuring concepts. These
concepts served as an important database for the subsequent assessment on
development perspectives. The Treuhandanstalt issued guidelines for the
elaboration of restructuring concepts in mid-July of 1990, i. e. immediately
after introducing the Monetary, Economic and Social Union (for this and the
following information, see Keller 1990, pp. 171-175, especially p. 171). The
guidelines were developed by management consultants and public accountants in collaboration with the Treuhandanstalt. The guidelines demanded for
standardized concepts. They were structured as follows (Leitfaden der
Treuhandanstalt für die Ausgestaltung von Sanierungskonzepten, Berlin, 15.
Juli 1990, pp. 179-208, especially pp. 180-182, abstract, unofficial translation):
 general information on the firm
 concept for restructuring, of which on
✔ products
✔ production
✔ employees
 business plan / cash budget.
The guidelines had, due to an expert who was involved in its elaboration,
two main purposes (Keller 1990, pp. 171-175, especially p. 173). First, they
formed a tool for the management of the former state-owned firms. It provided suggestions how to elaborate a restructuring concept. Second, the restructuring concepts were designated to create a data base for the
Treuhandanstalt to decide whether a firm was feasible (“sanierungsfähig”)
and worth (“sanierungswürdig”) to undergo restructuring. In this context,
the share of exports to western countries, the productivity, the unit costs, the
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age of the equipment, the break-even gap, the current order situation, the financial needs for restructuring and a description of measures which were
designated to manage restructuring formed the main elements of the restructuring concepts (ibid., p. 174).
The experts who elaborated the guidelines derived its structure from information gathered in more than 30 East German firms over a period of six
months (ibid., p. 171). An important idea behind the guidelines was to pursue a case by case approach when it came to an assessment whether a firm
was feasible to undergo restructuring – each individual firm should have its
chance to show its capability to gain competitiveness with acceptable efforts
and in an acceptable period of time (ibid. pp. 173 f.).
An expert involved in the elaboration of the guidelines conceded that the
restructuring concepts had to be forward-looking (for this and the following
information – see ibid., p. 174). With a few exceptions, it did not make sense
to use data, maybe on costs and turnover, for the period before 1990. The
non-use of retrospective data resulted from the fictitious way of price formation as it was practiced in the centrally planned economy.

4.2. The notions of “restructuring feasibility” and
“restructuring worthiness”
When it came to decisions on the future development perspectives of a
former state-owned firm, two questions had to be answered: Was the firm
under consideration feasible, and was it worth to undergo restructuring (“sanierungsfähig” respectively “sanierungswürdig”) (Deutscher Bundestag, 12.
Wahlperiode 1994, pp. 70, 239, statement by Mr. Plaschna)?
Due to a statement by a contemporary witness, the restructuring feasibility
was regarded as given if the continuation and further development of the respective firm seemed feasible at acceptable costs (ibid.).
In addition, the question had to be answered positively, whether a firm
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possesses a restructuring worthiness. The question was answered positively
if a product tradeable at western markets was available, in which further improvement of product quality might have been necessary (ibid.).

4.3. Categorization of Treuhand firms
On the basis of information mainly derived from the restructuring concepts (sub-chapter 4.1), a categorization scheme was used to assign
Treuhand firms to certain categories of economic performance (Annex).
The categorization scheme represents a rank of six categories with certain
sub-categories. It starts with those firms operating profitable and, therefore
no further need for restructuring existed (this and the following description
is based on the scheme published in Gless, Schwalbach 1993, p. 16, based on
THA-Handbuch). The firms assigned to this category were candidates for
rapid privatization. The firms belonging to the second category were also
close to privatization. Achieving the profit zone was expected in a predictable period of time, and a minor need for restructuring efforts was existent.
If both occurred, privatization was on the agenda. The third category pointed to the need for promising business concepts. As was already mentioned in
sub-chapter 4.1, the elaboration of sound restructuring concepts formed an
important step prior to the Treuhandanstalt’s decision making on privatization, restructuring or liquidation of firms. The sub-category no. 3.1 points to
the existence of a private investor available for taking over the Treuhand
firm. If a private investor was not available, a re-assignment to the fifth or
sixth category was intended. Two further sub-categories (3.1.1 and 3.1.2)
concerned firms with high respectively low liquidity needs (see Annex). If
the liquidity needs were lower, an investor had to be found within a certain
period. If the liquidity needs were high, the need for finding an investor in
the short-run was greater. The fourth category also reveals the pivotal role of
business concepts. Firms assigned to category no. 4 were regarded in princi-
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ple as feasible to undergo restructuring. Nonetheless their business concept
was inappropriate. They had to prepare alternative concepts. In addition to
the fourth category there were the categories no. 4.1 and 4.2 making a distinction if an entire firm seemed feasible for restructuring or if it seemed feasible to restructure the firm partially (see Annex). Nonetheless, the categories
no. 3 and 4 and their sub-categories did not anticipate an endless
restructuring. The sub-categories comprised the demand for finding a private investor as soon as possible to avoid permanent subsidization. Firms assigned to the fifth category did not show a performance which promised restructuring feasibility. The latter was seemingly questionable. Therefore, an
in-depth investigation was required. The sixth category comprised the worst
performing firms. Due to the assessment, a restructuring feasibility was not
regarded as given. Therefore, either liquidation or insolvency were regarded
as unavoidable.
An Executive Committee (“Leitungsausschuss”) (see sub-section 4.6)
launched the proposals with respect to the categorization of Treuhand firms
to the Treuhandanstalt’s board (Deutscher Bundestag, 12. Wahlperiode
1994, p. 241, Statement by Mr. Plaschna). A contemporary witness reported
that the governing bodies of Treuhandanstalt accepted to a large extent the
proposals launched by the Executive Committee (Deutscher Bundestag, 12.
Wahlperiode 1994, p. 70, p. 242, statement by Dr. van Scherpenberg).
Different opinions mainly existed if a firm was assigned to the category 6 or
if a certain deadline for rapid privatization had not been achieved and, thus,
firms were re-directed to category 6 (category 3.1.2) (ibid., p. 242, statement
by Dr. van Scherpenberg).

4.4. Criteria for categorizing Treuhand firms
The categorization of Treuhand firms was based on a criteria set (Box 6.1).
The criteria reveal the working group’s intention of strictly using micro-
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economic indicators for assessing the restructuring feasibility (ibid., pp. 240
f., statement by Mr. Plaschna). A contemporary witness emphasized that
structural policy criteria were not considered by the working group (ibid., pp.
240 f., statement by Mr. Plaschna).
Box 6.1. Criteria set used by the Executive Committee for
the categorization of Treuhand firms1)

- summary
- business system
- revenues
- costs
- earnings (Ergebnis) / cash flow
- assets / funding
- privatization
- recommendations
- earnings statement based on the corporate concept
- earnings statement based on consultant’s concept
Source: Abstract (unofficial translation) from Deutscher Bundestag, 12. Wahlperiode 1994, annex 14,
pp. 727-736.

4.5. Data on Treuhand firms’ restructuring and
privatization feasibility
Taking the economic and financial criteria, the Executive Committee assigned the Treuhand firms to the six categories and certain sub-categories as
described above. As Table 6.3 shows, only a minority of less than 10% of
1) Each of the criteria listed in box 1 represents a citeria group and consists of a large number
of sub-criteria.

230 • Economic Development after German Unification and Implications for Korea

Table 6.3. Assignment of Treuhand firms by the Executive Committee
und the Industry Directorates with regard to their restructuring
feasibility*
Categories
Point of time
1 Firm is profitable. No further need for
restructuring. Rapid privatization.
2 Achieving profit zone is predictable in
year ... Low need for restructuring.
Rapid privatization.
3 Business concept seems to promise
success.
3.1 Existence of a new private investor, if
not: re-assignment to no. 5 or 6.
4 Restructuring feasibility seems to be
given, business concept inappropriate,
alternative concepts required.
5. Restructuring feasibility seems
questionable. In-depth investigation
required.
6 No restructuring feasibility. Decision on
insolvency or liquidation has to be taken.
Total number of firms assigned
number of privatized firms (including parts
of plants) at the respective point of time
number of bankruptcies / liquidations at the
respective point of time
Treuhandanstalt’s portfolio

30.06.91

31.12.91

30.06.92

31.12.92

26

29

33

13

(2.3%)

(1.9%)

(2.1%)

(1.3%)

82

109

83

46

(7.1%)

(7.1%)

(5.2%)

(4.6%)

206

431

348

120

(17.8%)

(28.1%)

(22.1%)

(12%)

200

212

323

263

(17.3%)

(13.8%)

(20.5%)

(26.3%)

295

380

458

415

(25.6%)

(24.7%)

(29%)

(41.6%)

162

96

55

30

(14%)

(6.2%)

(3.5%)

(3%)

184

279

277

112

(15.9%)

(18.2%)

(17.6%)

(11.2%)

1,155

1,536

1,577

999

(100%)

(100%)

(100%)

(100%)

2,583

5,210

8,175

11,043

529

983

1,589

2,249

10,334

6,128

4,340

2,575

Note: * For a description of the six categories – see subsection 4.3, Box 1 and Annex.
Sources: The categories are based on THA-Handbuch “Aufgabenspektrum und Lösungswege”, cited
in: Gless, Schwalbach 1993, p. 16, unofficial translation. The number and share of firms is
based on a query of THA database (ibid., p. 17).
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Treuhand firms were profitable or expected to become profitable in a predictable period of time and, therefore, feasible to be privatized immediately
or in the short run. A proportion of 11-18% were regarded as economically
unviable, and therefore designated to be liquidated or to undergo insolvency
(category 6). Another 3-14% of firms were also exposed to be liquidated (category 5) but before taking this decision an in-depth investigation had to take
place. The majority of Treuhand firms ranked in-between (categories 3, 3.1
and 4). Ranking in-between meant that a privatization was not expected in
the short-run, but the respective firms were regarded as feasible to undergo a
restructuring process successfully.
A comparison of the share of firms that were profitable or expected to become profitable in a predictable period of time (categories 1 and 2) with the
early assessments made in June 1990 (see section 2), reveals a great misjudgment with regard to assessing the future profitability.

4.6. Organizational aspects of ensuring independency
in assessing the restructuring feasibility
When assessing the restructuring feasibility, it became clear that not all
Treuhand firms were economically viable. Thus, the Treuhandanstalt also
had to decide on firm closures. These were the most difficult decisions, especially if they led to mass layoffs. In this context, the Treuhandanstalt tried to
take independent decisions with regard to restructuring feasibility based
mainly on economic and financial criteria in order to concentrate on economically viable firms. In order to take independent decisions on the restructuring feasibility, the so-called Executive Committee (Leitungsausschuss)
was established (this and the following information stem from Deutscher
Bundestag, 12. Wahlperiode 1994, p. 69, pp. 236-239 and the sources and
contemporary witnesses cited there). The Executive Committee was a working group. It consisted of management consultants and accountants. To en-
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sure independence, the staff was not on Treuhandanstalt’s payroll.
Moreover, the Treuhandanstalt’s board was not entitled to occur managerial
authority on the working group. The working group was initiated and funded
by the Federal Ministry of Finance (BMF). The Executive Committee was
responsible for large firms with large financial requirements (ibid., p. 239,
statement by Mr. Plaschna). The Treuhandantalt’s regional branches were in
charge of assessing the restructuring feasibility of smaller firms using a less
extensive procedure (Scherpenberg 2005, pp. 31-47, especially p. 37).
Altogether, approximately 4,300 firm assessments were done by the
Executive Committee until mid-1993 (Deutscher Bundestag, 12. Wahlperiode,
1994, p. 239, statement by Dr. Breitenstein). It was not regarded as feasible
to pursue assessments for all Treuhand firms (ibid., statement by Mr.
Plaschna).

5. Involvement of the East German Federal
State Governments and Trade Unions in
the Course of Privatization
5.1. Involvement of the East German federal state
governments
The Treuhandanstalt had to consider the regional impact of its decisions
on firm closures and cooperated with the East German federal states to mitigate the negative impact on certain regions. The East German federal states
were members of Treuhandanstalt’s Governing Board (“Verwaltungsrat”)
(Einigungsvertrag 1990, Art 25 (2)). Numerous regions were heavily affected
by firm closures and mass layoffs. In this respect, an agreement was signed
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on Principles of Cooperation between the Federal Government, the New
Federal States and the Treuhandanstalt with regard to Upswing East on 14th
March 1991 (Die Bundesregierung 1991, n. p.). The main elements of this
agreement can be summarized as follows (ibid.):
- The Treuhandanstalt was solely responsible for privatization and restructuring and the respective decision making.
- The Treuhandanstalt, federal government and federal state governments cooperated in the case of firm closures to reduce the negative
impact on regional development. For this purpose, information was
provided by the Treuhandanstalt to the federal state governments on
the intended firm closures.
- The federal state governments were in charge of making extraordinary
efforts targeted at attracting new investors if large firms were closed.
- Priority had regions that underwent particularly strong structural
changes when it came to support by federal support schemes to enhance investments.
- In each East German federal state a working group (“TreuhandWirtschaftskabinett”) was established involving representatives of
Treuhandanstalt and of the respective East German federal state
government.
The East German federal states implemented modes of cooperation with
the Treuhandanstalt. To illustrate, the Free State of Saxony established the
so-called ATLAS project.2) It was initiated by the Free State of Saxony (this
and the following information on the ATLAS project stem – if there is to
other reference – from Belitz et al. 1995, pp. 73-75). ATLAS aimed at the restructuring of Treuhand firms for which no private investor was available at
that time. The main target group were small and medium-sized firms. The
idea behind this was the provision of appropriate time and funding for re2) See also Chapter 5.
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structuring to make the Treuhand firms fit for privatization. Due to an arrangement made by the government of the Free State of Saxony and the
Treuhandanstalt in April 1992, the Federal State provided a list of firms designated to be treated by the ATLAS project. The criterion for listing firms
was – from the viewpoint of the state government – their regional
importance. The Treuhandanstalt assessed the corporate concepts elaborated by the firms. The Treuhandanstalt took the decision on firms’ restructuring or liquidation alone (Nägele 1996, p. 232 with reference to
Pressemitteilung des Sächsischen Staatsministeriums für Wirtschaft und
Arbeit v. 30.4.1992). If the Treuhandanstalt assessed the restructuring feasibility positively, support for restructuring was possible, in the form of funding provided by the Treuhandanstalt and investment grants and other support schemes provided by the Free State government. The Free State government also provided management support to the firms approved as
ATLAS firms. For the provision of support to ATLAS firms, a project group
was established outside the Ministry of Economics in Saxony which employed experts who accompanied and supported the restructuring process.
Altogether, 200 Treuhand firms employing 56,500 persons were covered by
the ATLAS project. The employment in firms belonging to ATLAS represented one quarter of total employment in the Saxon industry respectively
85% of employment in Treuhand firms in Saxony. 101 out of 200 firms were
privatized (as of 1st December 1993). 42 firms were assessed as feasible for
restructuring. 26 firms underwent liquidation, and the ATLAS project group
tried to find new options for their further development. Controversial assessments existed regarding restructuring feasibility in 19 firms. Thus, the
ATLAS project group assessed the corporate concepts and made suggestions which might differ from Treuhandanstalt’s intentions. 12 firms were
transformed to so-called “Management KG” which represented a group of
firms designated to undergo restructuring and – as soon as possible –
privatization. Another scientific report regarded the ATLAS project as a
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form of “regionalization” of restructuring Treuhand firms (Geppert, Kachel
1995, pp. 69-106, especially pp. 84 f.).

5.2. Involvement of trade unions in the course of
privatization
The Treuhand Act emphasized the link between improving competitiveness in as many as possible firms, and safeguarding and creating jobs
(Treuhandgesetz 1990, extract of Introducing Formula). Moreover, the
Treuhandanstalt’s President pointed to the social responsibility in the course
of restructuring. However, he regarded losses of jobs as not avoidable (Dr.
Detlev Rohwedder, Präsident der Treuhanndanstalt, 27. März 1991, p. 195).
The Treuhandanstalt also promised maintaining personnel at the firm level
to an extent necessary for successful restructuring – nonetheless, this did not
mean stopping layoffs (Deutscher Bundestag, 12. Wahlperiode 1993, p. 26).
The Treuhand firms had 4.1 million employees in mid-1990, and the employment went down to 1.24 million persons as of 1st April 1992 (Kühl,
IAB, Schaefer, Wahse 1992, pp. 519-533, especially p. 519). This reduction
was due to privatization, spin-offs and dismissals (ibid., p. 519). The study
cited was based on a firm survey. The Treuhand firms expected that approximately one-third, or a maximum of 50%, of the employees might become
unemployed, while the other employees either would find a new job on the
regular labor market or on the publicly funded labor market or they used early retirement schemes or reached the retirement age (ibid., p. 521).
Against the background of structural changes, firm closures and mass layoffs, the involvement of trade unions in the course of privatization was of
great importance. Representatives of trade unions (DGB, DAG, IG Chemie,
IG Metall) were members of the Treuhandanstalt‘s Governing Board
(“Verwaltungsrat”), and advocated together with the East German federal
state governments a modernization under consideration of regional develop-
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ment and social objectives (Issen 2018, pp. 131-149, especially p. 138). For
instance, trade unions introduced following measures with respect to
Treuhand firms:
 Treuhandanstalt and trade unions signed an agreement (as of 13.04.
1991) on guidelines with regard to redundancy programs (“Sozialpläne”)
for Treuhand firms in order to make the programs financially affordable and to provide a certain degree of social compensation in
the case of layoffs; the agreement was updated later, on 14/10/1992
and in January 1993 (Hanau unter Mitwirkung von Steffan 1993, pp.
444-480, especially pp. 461-468; Issen 2018, pp. 140-142).
 To bridge the gap between employment decline and creation of new
jobs, regulation of short-time labor was handled in a flexible way by
allowing for short-time compensation

even if there was a perma-

nent lack of work (“Kurzarbeit Null”) (Issen 2018, p. 142).
 The trade unions’ representatives pushed the continuation of vocational training in Treuhand firms (ibid. pp. 142 f.). The Treuhandanstalt
spent altogether 3.1 billion DM for vocational training in the period
1991-1993 (Hanau unter Mitwirkung von Steffan 1993, p. 471).
 The Treuhandanstalt provided support to Associations for the
Enhancement of Labor, Employment and Structural Change
(“Gesellschaften

zur

Arbeitsförderung,

Beschäftigung

und

Strukturentwicklung (ABS)”) which represented a form of active labor market policy (this and the following information stem from
Hanau unter Mitwirkung von Steffan 1993, pp. 468-471; Issen 2018,
pp. 143 f.). The associations were established at regional level and
were not part of the Treuhand firms. The Treuhandanstalt provided
support to the associations in the form of advise, and it provided
tangible means and premises. The support given by the Treuhandanstalt
was based on an agreement with trade unions, employers and representatives of the federal states, signed on 17th July 1991. The
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Treuhandanstalt had great concerns about having “overstaffed” firms
which were not attractive to potential investors in the course of
privatization. Therefore, the privatization agency put emphasis on
the separation of associations running active labor market policy
from Treuhand firms designated to undergo restructuring and privatization (Hanau unter Mitwirkung von Steffan 1992, pp. 444-480, especially pp. 468 f.). An agreement signed by the Treuhandanstalt,
the trade unions and the employers associations on 17/07/1991 set
rules how the publicly funded employment associations had to operate (Treuhandanstalt 1991, pp. 546-552). Thus, the Treuhandanstalt
was not willing to act directly as a shareholder in employment
associations. Instead, it held 10% of shares of regional or sectoral
holding organizations (Brinkmann, Hiller, Völkel 1995, pp. 479-491,
especially pp. 479 f.). Holding organizations existed at the federal
state level or a regional level (below the federal state level). According
to a scientific report, initially the Treuhandanstalt was involved in
120 employment associations, and later a total of 40 associations
were counted in which the Treuhandanstalt held shares (Naujoks,
Sander, Schmidt 1992, pp. 425-451, especially p. 439). At the end of
1992, the Treuhandanstalt intended to have shares only in the six
holding organizations at the federal state level (ibid., p. 439). Altogether,
380 employment associations existed in the last quarter of 1994 in
East Germany (East Berlin included), employing 159,959 employees
(Brinkmann, Hiller, Völkel 1995, p. 481). The employment associations were initiated and organized by the Treuhandanstalt respectively by Treuhand firms or by municipalities (ibid., pp. 479 f.).
 Facilities designated for further training and environmental rehabilitation
for employees in the chemical industry and in brown coal and potash mining were introduced (this and the following information
stem from Issen 2018, p. 143). The Treuhandanstalt signed an agree-
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ment with the IG Chemie (trade union responsible for the chemical
industry) targeted at establishing facilities for active labor market
policy and training (“Qualifizierungswerk Chemie”). The Treuhandanstalt
covered costs of materials. The Labor Administration provided employment subsidies, completed by financial means from social compensation plans of Treuhand firms. A similar agreement was signed
between Treuhandanstalt and IG Bergbau und Energy, the trade union responsible for the mining and power industries. The target
group were persons previously employed in potash mining and
brown coal mining. The former miners received training to become
landscapers in order to be employed in large-scale environmental rehabilitation projects (ibid., p. 143 with reference to Czada 1998, pp.
55-86, especially p. 74).
 The trade unions supported Treuhandanstalt’s policy to ensure the
membership of Treuhand firms in employers associations which
were partners of the trade unions. There was a preference for industry-wide wage agreements instead of company agreements (Issen
2018, p. 145).
In addition it is worth mentioning that the Treuhandanstalt demanded for
job promises in privatization contracts, often associated with contract penalties if the promises were not fulfilled (Hanau unter Mitwirkung von Steffan
1993, pp. 447 f.).

6. Quantitative Results and Budget of
Privatization
The Treuhandanstalt finished its work in December 1994. Its gross portfo-
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lio of firms consisted of 12,354 firms (as of 31st December 1994) (this and
the following information stem from Bundesanstalt für vereinigungsbedingte
Sonderaufgaben no date of publication, pp. 2 f.). 6,546 firms were privatized
completely or by majority, of which 2,983 by MBO/MBI and 860 firms/part
of plants were sold to foreign investors. 1,588 firms underwent
reprivatization. In 310 cases a transfer to municipal property occurred. 3,718
firms were liquidated or went bankrupt. Hence, the Treuhandanstalt’s net
portfolio comprised 192 firms at that time. The remaining tasks in the course
of privatization and management and supervision of privatization contracts
were

transferred

to

the

Bundesanstalt

für

vereingungsbedingte

Sonderaufgaben (BvS) (Bundesministerium der Finanzen no year of publication a, n.p.).
According to the Treuhandanstalt’s Final Report as of 31/12/1994, the
gross expenditure of the Treuhandanstalt and its follower organizations
amounted to 332 billion DM (this and the following budget information
stem – if there is no other citation – from Bundesanstalt für vereingungsbedingte Sonderaufgaben no date of publication, p. 15). The expenditures were structured as follows: 153 billion DM were spent for the purpose of firm restructuring or liquidation. This included investment grants provided in the course of restructuring and privatization; contributions to equity
capital, loss compensation, loans, funding (Zweckzuwendungen) for social
compensation plans, guarantees and its rescheduling and Treuhandanstalt’s interest expenses). Moreover, 99 billion DM were spent on taking over
so-called “old debts” (Altkredite) which resulted from debts made by the
former socialist enterprises by lending money from the State Bank of GDR
(Staatsbank der DDR) (see, for instance, Thieme 1998, pp. 609-653, especially p. 628). 43 billion DM were spent by the Treuhandanstalt for environmental rehabilitation. Other expenditures amounted to 37 billion DM. The
revenues added up to 76 billion DM. This meant a net expenditure volume
of 256 billion DM.
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7. Interim Conclusions
From the previous sections, the following interim conclusions can be derived:
Overcoming an information gap on the economic performance of state-owned firms:
In the early stages of transition, there was an urgent need for gathering
and exploring information on the economic situation in the former
state-owned firms. To meet the needs, a template for elaboration of standardized restructuring concepts was issued by the Treuhandanstalt immediately after introducing the Deutschmark. The restructuring concepts formed
an important information base for assessing the restructuring feasibility of
the state-owned firms.
Need for actualizing the assessment on the economic perspectives by the state-owned
firms:
In the retrospective view, wrong assessments with regard to trade with the
COMECON countries hampered establishing sound corporate concepts.
Misjudgements led to corrections of economic concepts and, finally, to
strong reduction of targets with regard to turnover and employment. Against
this background, restructuring concepts had to anticipate an shift toward
sales on western markets.
Independence of decision-making on the restructuring feasibility:
The Treuhandanstalt put emphasis on being independent in decision making on privatization, restructuring or on firm closure. The decision making
was prepared by an independent group of management consultants and accountants using economic and financial criteria. The intention was to avoid
permanent subsidization of firms which were not economically viable.
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Managing the consequences of firm closures and mass layoffs:
Against the background of firm closures, there were great concerns about
de-industrialization in a number of East German regions. This in mind, it
was an urgent task for the Treuhandanstalt to establish a strong cooperation
with the East German federal state governments. The latter pursued – in cooperation with the federal government – structural policies to attract new
investors.
Avoiding social tensions:
Mass layoffs occurred if large firms were closed or if restructuring required a strong employment reduction. The employment decrease occurred
much faster than the creation of new jobs. Therefore, social compensation
measures and active labor market policy were important at that time to keep
the social peace. A socially-oriented approach was pushed by the representatives of trade unions which were members of the Treuhandanstalt’s
Governing Board.
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Annex
“Categorization of Treuhand firms”
“1. Firm is profitable. No further need for restructuring. Rapid privatization.
2. Achieving profit zone is predictable in year ... Low need for restructuring.
Rapid privatization.
3. Business concept seems to promise success.
3.1 Existence of a new private investor, if not: re-assignment to no. 5 or
6.
3.1.1 Low liquidity needs. Investor has to be found within a certain
period.
3.1.2 High liquidity needs. Investor has to be found in the short-run.
3.2 Corporate concept is successful even if an investor does not
exist, nonetheless privatization efforts have to be continued.
4. Restructuring feasibility seems to be given, business concept
inappropriate, alternative concepts required.
4.1 Rescue of the whole firm seems feasible.
4.2 Probably, rescue is possible for important parts of the firm.
5. Restructuring feasibility seems questionable. In-depth investigation required.
6. No restructuring feasibility. Decision on insolvency or liquidation has to
be taken.
6.1 Liquidation.
6.2 Insolvency.”
(Source: Gless, Schwalbach. 1993. p. 16, based on THA-Handbuch
“Aufgabenspektrum und Lösungswege”. Unofficial translation).
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Rebuilding SMEs in
East German States:
Policy Implications for Korea

3)KIM

Young Chan, Deok Ryong YOON†

1. Introduction
In the German economy, small and medium-sized enterprises (SMEs)
account for a large share of enterprises, employment, production and
exports. The scope of SMEs is not defined by law as in Korea, and
there is no official definition by the government. Generally, definition
and statistics by IfM-Bonn1) are used and quoted also by the government.
The Institute defines SMEs as companies with less than 500 employees
and annual turnover of up to 50 million euros. According to this definition, SMEs account for 99.6% of the total number of enterprises,
58.5% of employees subject to social insurance contributions, 35.0% of
total turnover of enterprises, and 81.8% of all apprentices (2015, Table
7.1).

†

Korea Institute for International Economic Policy (KIEP)

1) Institut für Mittelstandforschung Bonn (Institute for SMEs Research located in Bonn
Germany. Not official translation).
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Table 7.1. Macro-economic significance of SMEs in Germany (2015)
Total

SMEs

SMEShare (%)

Number of enterprises (liable to VAT), in thousands

3,256

3,454

99.6

Turnover of enterprises liable to VAT in billion euros

6,333

2,217

35.0

Employees subject to social insurance contributions,
in millions

28.8

16.9

58.5

Apprentices, in million

1.5

1.2

81.8

Self-employed, in million

4.2

-

-

Source: IfM-Bonn, Mittelstand-im Überblick

On the other hand, the EU Recommendation defines micro, small,
and medium-sized enterprises (SMEs). Accordingly, an enterprise is
classified as being an SME if it has no more than 249 employees and
if its annual turnover does not exceed 50 million euro, or its balance
sheet total is less than 43 million euro.
In particular, as the east German region is referred to as “the economy dominated by SMEs,”2) its share of SMEs is bigger than in the
west German region. Regarding the share of enterprises by number of
employees, both the East and the West are similar. Enterprises with up
to nine employees comprise 90.6% in the East (including Berlin),
90.5% in the West, 50 - 249 employees 7.5% each, and the share of
enterprises with more than 250 employees are almost equal at 1.9%
and 2.0%, respectively. In Table 7.2, however, the number of large enterprises in the eastern region of Germany with more than 250 employees is significantly lower than that in the West. As the size grows,
the gap widens more. The proportion of workers working in SMEs is
2) “The economic structure of the new Länder is dominated by SME” (Meyer-Stamer and
Wältring 2000); “The German economy is characterized in particular by approximately 3.3
million small and mid-size enterprises and self-employed persons in handicrafts, commerce, tourism, services and the liberal professions”(Fuhrmann 2000, p. 3)
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higher than in the West, while the proportion of workers working in
larger enterprises is low (Figure 7.1). Looking at the location of the
top 500 companies in Germany, numbers in the East are significantly
lower than the 466 in West, although there was some increase in the
East from 22 in 2003 to 34 in 2013 (9 to 14, excluding Berlin).
Table 7.2. Number of enterprises by employees, manufacturing sector
(2010)
SMEs

Large enterprises

less than
250-349 350-449 450-549 550-649
250

from
650

Total of
large
enterprises

Western
Germany

1,002,921
(136,537)

2,405
(1,060)

1,349
(641)

770
(391)

550
(266)

2,266
(978)

7,342
(3,336)

Eastern
Germany

197,398
(26,764)

331
(168)

154
(80)

97
(43)

52
(20)

155
(61)

789
(372)

Berlin

49,661
(3,269)

80
(11)

40
(5)

23
(3)

15
(3)

92
(18)

250
(40)

Number of
employees

Notes: The scope of SMEs here follows the definition of the EU; Figures in brackets are for the
manufacturing sector.
Source: DIW (2015).

The SME-dominated economy in eastern Germany is influenced by
various factors such as the privatization process during the transition
period, the support policies of the government, the desire of the East
Germans to own their own business3) or inevitable self-employment in
the face of unemployment.
3) “After reunification, the formerly planned economy underwent, due to its low competitiveness, profound structural change. Large enterprises (Combinates) were split up and privatized, or closed down. Parallel to this process, lots of small and medium-sized enterprises
emerged due to the long-suppressed desire of many citizens to engage in independent business activities. This development was encouraged through strong political support”
(Meyer-Stamer and Wältring 2000, p. 15).
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Figure 7.1. Share of employment by enterprise size
(manufacturing and service sector, 2010)

Source: DIW (2015), p. 9.

Sometimes it is pointed out that the domination of SMEs and the
lack of large corporations acts as a factor restricting the convergence
of income in East Germany to West Germany. In the process of transition and reconstruction of the East German region, however, these
SMEs played an important role in creating jobs, production and income growths, and as a solid economic base.
In the next chapter, we will examine the overall policies and the
main supporting measures for SMEs in East Germany after the unification, followed by financial supporting system in more detail. Then,
we introduce the studies that evaluated the performances of the support measures with the critics raised regarding the efficiency and
effectiveness. Based on this, Chapter 7 will present the overall system
and evaluations of Korea’s SME support policy, and suggest some implications for Korea in a unification scenario and/or integration with
North Korea.
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2. Policy Measures for SMEs in Eastern
Germany
2.1. Supporting network
Article 28 (2) of the Unification Treaty between East and West
Germany stipulates that a policy should be implemented to support the
establishment of a stable SME base in order to build a stable economic structure.4) Actually, the rebuilding of SMEs for growth, stability and
job creation during the transition process of the East German economic system should be placed at the center of economic policy. 40 years
of a centrally planned social economy led to centralization of the economy and swept away the base for SMEs, making it more necessary to
establish a supporting system for SMEs.
As a result, full-fledged support was provided for the development
of SMEs in the eastern region immediately following reunification.
Figure 7.2 shows the overall network of SME support in Germany.
Since the West German system was adopted for use in the East
German region, the support system for SMEs is basically the same in
both regions, and is more advantageously applied to the East German
region.
Supporting networks include all levels of government – the federal
government, state governments, and local authorities – various public
organizations such as the local economic promotion agencies, the
Chamber of Commerce and Industry (IHK in German), KfW and oth4) KH Kim (2014); The Unification Treaty, Article 28 : Economic Assistance, (2) The relevant
ministries shall prepare concrete programs to speed up economic growth and structural adjustment in the territory specified in Article 3 of this Treaty. The programs shall cover the
following fields:..... – measures to foster the rapid development of small and medium-sized
businesses; ......
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er financial institutions, guarantee banks and commercial banks. These
organizations support investment promotion, research and development,
and market exploration, etc., characterized by the participation of the
EU, KfW, IHK and various economic promotion agencies.
Figure 7.2. SME supporting network in Germany

Source: Woywode (2013), p. 124.

Since the EU is providing assistance to low-income areas on a regional basis, rather than on a country basis, the eastern region could
benefit even though it belongs to the highest income countries in the
EU as a whole.5)
IHK, a private organization established under public law, is a nationwide organization in which membership is compulsory. During the
GDR (East Germany) era, the existence of the IHK became insignificant due to nationalization of the enterprises, and after the collapse of
the Wall, they were restored in March 1990 in the course of the
5) The EU provides support to regional development funds for areas with less than 75% of the
EU average income. Of course, it should be taken into consideration that Germany is the
largest net contributor to the EU’s budget, and its net contribution has increased from 13.2
billion DM in 1989 to 17.5 billion DM in 1991 and 19.3 billion DM in 1992.
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transition. The IHK made substantial contributions to young companies
in the GDR region by providing education regarding management, production, investment and funding planning, advice and consulting on export, start-up, technology transfer and credit guarantees.
Economic promotion agencies are established at the state, regional,
and local level. These are public-private joint organizations in which
government, private organizations and companies from each region
participate. Major SME-related activities include support for entrepreneurship, establishment of corporation networks, dissemination of information
on SME support system and organization of meetings and cooperation
projects with large enterprises.6)
KfW, as a policy financing and development institution, has served
as an important link with regional commercial banks in providing government funds.

2.2. Overview of supporting system
A variety of measures have been used to support SMEs in eastern
Germany, with hundreds of policy instruments and thousands of support organizations involved. However, these instruments are not newly
created, but have been modified or adapted to the situation in the East
German region sometimes with favorable conditions.7)
6) Fuhrmann (2000).
7) “When mapping out the promotional policy for eastern Germany, the public sector did not
have to break new ground at all. On the contrary, it could largely fall back on the conceptual
and institutional framework of the subsidy policy practised in western Germany for a long
time; with a wide range or promotional instruments which have developed over several decades (Bundesbank 1995, pp. 48-49). “As a principle of the promotion of SMEs in eastern
Germany, no completely newly designed programs were created, but rather already existing
programs were offered nationwide. Here, however, the specific financing requirements of
SMEs in eastern Germany were taken into account. In the new federal states, for example,
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In addition, SME policies taken in the East include the promotion
of competition structures and the provision of indirect support in principle, support focusing on capital and R&D and innovation investment,8)
no specification of certain industries or regions, and the important role
played by KfW and house bank.
Support policies can be classified based on several criteria. By the
life cycle of a company, they can be divided into the stages of start-up,
growth, and survival (re-growth). They can also be categorized into various fields like investment, research and development, vocational training, and consulting. By promotional instruments, we can cite tax support or financial support etc. Of course, these are closely related rather
than strictly separated. In this article, we will look at the formation of
SMEs, taxation, and financial support, which are considered to have
important implications.

2.3. Formation of SMEs
Prior to the reunification, the GDR had virtually no SMEs, so the
rapid development of competitive SMEs for economic reconstruction
became a major challenge. The formation of SMEs can be divided into
the formation from the top (Mittelstand von oben) and the formation
from the bottom (Mittelstand von unten).
The former refers to the case of re-privatization of a private enterprise that was nationalized during the GDR period or the privatization
of a state-owned enterprise. This can be divided into the privatization
more favorable funding conditions applied (KfW 2005, p. 79).
8) In Germany, there was controversy over which aspect – capital and labor – support priority
should be given. However, considering the characteristics of the West German economy,
with a high-tech and high-wage, maintaining price competitiveness through labor-intensive
industries or wage subsidies has not been a viable alternative.
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of small-scale commercial and service sector privitization such as retail
stores, restaurants, small hotels (kleine Privatisierung), and privatization
in the manufacturing sector from the so-called people’s enterprise/nationally-owned enterprises (Volkseigene Betribe). For this process, preferential treatment for small investors (SME initiatives) was utilized and
participation of local managers (MBO / MBI) encouraged. In formation “from the bottom,” the main sector was establishment of selfemployed in the fields of food, lodging, tourism business.9)
Figure 7.3 shows the foundation trend of enterprises in eastern Germany
after unification.10) It can be seen here that the foundation of enterprises in the East increased sharply right after the unification and dropped rapidly thereafter. Following this, the numbers show a gradual increase.
Since 1991, the number of liquidated enterprises also increased rapidly,
reflecting both the rapid rise in the initial phase and the inevitable
trend in the market economy. Net numbers continued to fall, reflecting
above trend. In 1999, there were 92 liquidations per 100 new foundations in eastern Germany, which was slightly higher than the 89 in
West Germany, and regarded as a normal fluctuation.11)
Figure 7.4 shows that the number of foundations per 10,000 people
in the region was significantly higher than that in the West until 1994,
but gradually decreased from 1995 to West Germany levels. The initial
boom was influenced by favorable conditions for SME foundation,
knowledge-based venture start-up support programs (EXIST), and support for female entrepreneurship etc. On the other hand, when comparing motives and fields of foundations with the western region, it
was found that there were many cases of pushed foundations by un9) KH Kim (2014), pp. 60-73.
10) This number does not include only SMEs. But because most of the enterprises in East
Germany are SMEs, there is no problem in interpretation.
11) KfW (2000), pp. 17-18.
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employment in the East, and foundation of technology-intensive industries was lower than the West. This can be said to be a weak point
in the national economic perspective.12)
Figure 7.3. Business foundation
and liquidation in eastern
Germany (in thousands)

Figure 7.4. Foundation intensity
of business in eastern and
western Germany

Note: The number of foundations per 10,000 earners from the age of 15 to 65 (left).
Source: KfW (2000), p. 18; KfW (2005), p. 12.

2.4. Support instruments for financing
The most practical instruments of supporting policies could be those on
the funding side. This support was mainly done through tax concessions for
investment and R&D promotion, investment subsidies and financial
supports.
A. Tax concession
Tax concessions were made in the form of tax allowance for a cer12) KfW (2005), pp. 11-13.
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tain percentage of the investment in eastern Germany, special depreciation, postponement of property tax and exemption of self-employed income tax. These preferential measures were applied only for a limited
period of time.
Tax allowances for investments are based on the Investment
Allowances Act (Investitionszulagegesetz), which deducts a certain percentage of investment from corporate tax or income tax. If investors
meet certain requirements in one’s investment in the East German region, they are entitled to such benefits. In addition, more favors were
given for SMEs and enterprises located in border areas.13) Income taxes are allocated to the federal, state and local governments (42.5%,
42.5% and 15%, respectively) and corporate taxes are distributed to the
federal and state governments (50% each). For each level of government, it means a decrease in tax revenue.
Investments subsidies (grants) are the result of applying a joint project titled “Improving the Regional Economic” to the East, which was
implemented in the East from the 1960s in order to eliminate regional
disparities. Almost all eastern regions were beneficiaries because of the
relatively low level of income and they were given preference to the
West in terms and conditions. This investment subsidy is given through
screening and the fiscal burden is halved between the federal and state
governments. SMEs initially unable to realize their profits could benefit
from the subsidy rather than the tax allowances. The investment tax allowance and investment grants were of great significance as a means of
encouraging private investment in the early stage of transition.14)

13) The tax rate of 12.5% for the manufacturing industry, industry related service sector and
hotel industries was applied, together with 15% for the border area, and 25% for the SMEs
(border area 27.5%). (Gabler Wirtschaftslexikon).
14) Bundesbank (1995), pp. 51-52.
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B. Financial support

(1) Public funding
At the initial stage, many East German companies were unable to
access commercial financing due to their tight liquidity situation, narrow
and precarious capital base, and uncertain business prospects. Therefore,
the public lending program – policy finance program – played an important role in the support measure mix for SMEs. Facilitating access
to necessary funds is a very important factor in the success of SMEs.
If the private sector does not play a role, the public sector needs to
replace it.15)
The role of the public sector in financial support is to provide policy
financing as well as measures to support the smooth commercial financing, seen with the flexible refinancing policy of Deutsche Bundesbankand
and the building of a risk sharing system.
KfW (Kreditanstalt für Wiederaufbau)16) is a policy financial institution
with the character of a development financial institution funded by the
federal government (80%) and the state governments (20%).17) It played
an important role in funding the postwar revival of Germany. In particular, it was commissioned by the government to play an important
role in enforcing the ERP program (European Recovery Program), a
special fund created through the Marshall Plan (Sondervermögen), and
bridging the gap between government and commercial banks.18)
KfW’s lending and investment program consists of SMEs support,
modernization of housing, infrastructure building of local governments,
15) Bundesbank (1995), p. 49; Woywode (2013), p. 159.
16) Reconstruction Loan Corporation Bank (translation by the Deutsche Bundesbank).
17) Its function comprises that of the KDB Bank, the Export-Import Bank of Korea, and the
Industrial Bank of Korea in Korea.
18) Refer to MS Kim (2012); MK Kim (2017).
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and funding for environmental improvement. The ERP Special Fund,
managed and administered by KfW, already began funding private investments within a few months after the collapse of the Berlin Wall.
Support for SMEs in the East began in February 1990 through KfWMittelstandsbank (KfW-bank for SMEs) when Germany was still divided.
This loan has favorable conditions: lower interest rates, long extension
of period (15 to 20 years), elimination of an interest rate risk for borrowers through fixed interest rates and early redemption option for the
debtor (without prepayment penalty) charges, redemption-free years
granted (not more than 5 years). Furthermore KfW took over 40% of
the risk of repayment failure through on-lending from the loan handling banks and increased loan limit up to 50% of the total investment.19)
In 1990-2004, the weight of lending to total accumulated Mittelstandsbanks
activities, the share of loan accounts for big majority of 80%, followed
by mezzanine financing, 18% and minor part of support for capital
participation of 3%. The capital support system is meaningful in that it
raises the capital adequacy ratio which is important in the loan decision
making of financial institutions
Table 7.3 shows the state of implementation of major promotional
measures for the eastern States in the initial phase: loans, tax concession, regional economic promotion (investment subsidy). It can be
seen that lending plays a major role as it accounts for 70%, tax concessions and investment subsidy account for 15% each.20)

19) Bundesbank (1995).
20) If the Treuhand agency is included, with its entrepreneurial and financial rehabilitation efforts, this amount would increase considerably further (Bundesbank, 1995), p. 47.
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Table 7.3. State of implementation of major promotional measures for
the new Länder (cumulative figures in DM billion, approval basis,
end of 1994)
Item
Loans
ERP loan programmes
Investment loan programme
Capital assistance programme
Housing modernisation programme
Local authority loan programme
Tax concessions
investment grant
Special depreciation
Regional economic promotion
Promotional volume, total
Net financial requirements of the Treuhand agency

volume weight
117.5
69%
32.6
19%
20.2
12%
11.4
7%
27.0
16%
15.3
9%
26.6
16%
15.0
9%
9.2
5%
26.3
15%
170.4
100%
129.0

(2) Refinancing of the Deutsche Bundesbank
Deutsche Bundesbank, the German central bank, gave preferential
support to the financial institutions in the East to facilitate their financing activities. To compensate their funding difficulties in the early
stage, the Bundesbank allocated a relatively large refinancing quota of
25 billion DM to the banks domiciled in the East. It was for a limited
period time beginning on July 1, the day of monetary economic and
social union. In addition, banks’ own promissory notes as well as the
trade bills were used for refinancing, considering their lack of eligible
assets. This favor gradually diminished in two years, ending in 1992.21)
(3) Risk sharing scheme
One of the important frameworks for the revitalization of commercial financing in eastern Germany was the risk-sharing scheme in loans.
Figure 7.5 shows that commercial banks are receiving considerable sup21) Bundesbank, Annual Report 1990, p. 123.
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port from the KfW’s on-lending system and the credit guarantee system through guarantee banks in providing funds to firms and
individuals. This was very useful at the early stage when both credit records and collateral were scarce, and business prospects were uncertain.
Figure 7.5. Financial Flow and Risk Sharing Scheme for Financial Support

Source: Robinson (2000), p. 64.

Guarantee banks are nonprofit-oriented and their shareholders are
the chambers of commerce, crafts and business federations, credit institutes and insurance companies.22) They support SMEs and self-employed businesses. Each state has its own guarantee bank. In the East
they were established after the unification. KfW supported the establishment of guarantee banks by providing loans from ERP funds. If
the borrower fails to repay the loan, the guarantee banks repay 50-80%
22) VDB flyer and homepage www.vdb-info.de/.
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of the amount and have the right to recourse to the borrower. Guarantee
banks in the East receive 75% (45% from federal and 30% from regional governments), while this percentage is 65% in the West, through
a counter guarantee from federal and regional governments.23)
Figure 7.6. Guarantee banks system

KfW utilized on-lending system as shown in Figure 7.7 when they
gave credit to enterprises. KfW, which lacks a branch network, delegates the actual loan implementation to local banks, while taking on
the risk of insolvency. Customers can borrow at lower interest rates,
and banks can reduce their losses in cases of insolvency by up to 40%,
thus alleviating their burden in taking on customers without prior
transaction records.

23) 80% was guaranteed up to 2013.
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Figure 7.7. On-lending banking by KfW

Source: VdB; SI Jeong (2009), p. 11.

(4) Building the financial system
The fundamental background for the successful implementation of financial support policies is the rapid construction and smooth operation
of the local banking sector. This is because, even in the on-lending
and guarantee bank system, it is the local banks who are in charge of
supplying funds to enterprises. During the GDR period under a planned economy, there existed a number of Sparkasse and credit cooperatives though with limited function,24) and the financial system was
24) Sparkasse is translated into “savings bank” in English. But Sparkasse in Germany has a
much larger status in the financial system than savings banks in Korea. In the GDR, savings
banks were main financial institutions, dealing mainly with personal savings, payment
transactions or consumer credit. As of the end of 1989, there were 196 Sparkasse in East
Germany, 2,349 branches and 676 agents. There was a very extensive local bank network.
Of course, the Savings Bank was a brokerage agency that received savings from individuals
and deposited it with the central bank, but in part it also functioned as a lender. In other
words, 81.1% of the total operating assets were deposited at the Staatabank (National
Bank), but 16.5% were used for loans. The loans were for consumer durables financing, for
new home construction & maintenance and modernization, for the young couples and
loans on a small scale for up to 10 employee private companies (Geiger and Günther 1998,
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quickly established as the western banks actively advanced with the
monetary union. Local-oriented savings banks took their market share
promptly in financing SMEs, with the advantage of relationship banking (Robins 2000).
(5) Equity Investment Fund East
Equity Investment Fund East (Beteiligunsfonds Ost) is a scheme arranged by KfW. Using the money from private investors, KfW lends
to individuals via banks or to investment companies or financial
institutions. They invest in turn on enterprises’ equity in the East. In
terms of fund investors, the investment principal is guaranteed by KfW
and receives market-based interest. But they can benefit higher yield
due to their tax exemption on that interest. For companies in eastern
Germany, this means that their capital base is strengthened, and investFigure 7.8. Diagram of the Equity Investment Fund East

Source: KfW (1998), p. 12.
pp. 31-39).
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ors to the enterprise have the opportunity to refinance with lower risk
from the KfW (KfW 1998).
Table 7.4 summarizes the main support measures that have been introduced so far, showing how the SMEs in the East have benefited.
Table 7.4. Major SME supporting measures applied to the East and the West
West

East

Tax allowances based on the Investment
Allowance Act

N/A

applicable
(favor for the SMEs)

Tax support

special depreciation

N/A

applicable

income tax exemption for the
self-employed

N/A

applicable for the SMEs

Investment subsidy (grants)

Some region in the
West

most of the eastern
region

Financial support
ERP Program: for the SMEs
Support Limit
(capital for foundation)

30%

40%

(regional promotion)

50%

80%

(environment·energy efficiency program)

100%

100%

(innovation program)

50%

80%

(starting fund)

50% (70% until 2010)

50%
lower interest rate,
long life of the loans
early redemption
option, longer
redemption free
years, risk sharing by
KfW

Terms of Loan

counter guarantee by the governemtns
for the guarantee banks

65%

large amount of quota
and collateral

Refinancing of the Bundesbank
On-lending : risk sharing of KfW
Equity Investment Fund East

75%

40%

40%

tax on interest exempted

Note: tax support is mostly temporary.
Source: KH Kim (2014), pp. 39-51; Heimpold (2016), pp. 37-43.
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2.5. Evaluation of supporting measures
A. Major research on the effectiveness of supporting
measures
In the general economic sense, and especially during the reconstruction
process of the East German economy, which has been in a special situation of transition, support for SMEs is justified as a matter of fact.
However, since promotion was carried out in an unprecedented manner
and on an unprecedented scale, it is also important to evaluate the effectiveness of the supporting measures in terms of achievement of investment, production, and employment increase. In addition, public
support is accompanied by fiscal expenditures, increased debt, or loss
of opportunity costs, so it is important to analyze not only performance (output) itself, but also the cost-benefit side.
The German government has been conducting various analyses and
evaluations since early years. The Federal Ministry of Finance submits
“subsidy reports (Subventionsbericht)” to the parliament every two
years. In 1999, the Federal Ministry of Economics and Technology reviewed the support measures for enterprises in eastern Germany, particularly how to improve the efficiency and fulfillment of purpose, especially in the areas of R&D, marketing and KfW funding.25) The
Annual Report of the Federal Government on the Status of German
Unity (1999), which introduced this report, mentioned that it could be
achieved through the simplification of supporting measures and cooperation between federal and state promotion banks. The Government’s
Assessment of the Economic Feasibility of the Promotion Programs
(2010) emphasized the need to continually review programs and strengthen coordination between federal and regional investment banks, pro25) Jahresbericht (1999), pp. 23-24.

272 • Economic Development after German Unification and Implications for Korea

gram transparency and continuity.
In addition to these government evaluations, research institutes sponsored by the government have also released reports on the effectiveness and effectiveness of the support system. Here, we will look at the
key evaluation reports in order of their release year.
The Bundesbank noted in its 1992 report that “in 1991, investment
in the East was about one-fourth larger than that of 1990, and so the
low interest rates and various loans for the eastern region were very
successful.”26)
Almus and Prantl (2001) analyzed that the start-up support program27)
had a positive effect on the survival and employment promotion of
young firms (1990-1993). In other words, the chance of survival after
six years of foundation was significantly higher in companies that received the support, and the employment growth rate was significantly
higher in the companies supported. The increase in employment was
more pronounced in the West, which was interpreted as suggesting that
the East German companies allocated more resources toward the survival of firms rather than an increase in employment.
Joint research conducted by DIW, IWH and other institutions in
2003 analyzed that investment and R&D subsidies contributed to investment and R&D expansion. This analysis indicated that subsidies led
to new investment, or encouraged such investment to be implemented
earlier or on a larger scale. However, it also pointed out problems such
as the piggybacking-effect (windfall profit), fiscal burden and inefficiency.
The piggybacking effect refers to how the enterprises invested with the
subsidies they had received even in cases where they would have invested without subsidy. When it came to the investment decision-making process, other factors beside subsidies should be important factors
26) Monthly Report, Aug. 1992, p. 27.
27) ERP own-capital, foundation, and survival program.
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as well: skilled labor, labor costs, and transportation accessibility. In a
study of the state of Thuringia in the East German region, SMEs were
more likely to focus on investment incentives than large firms (GEFRA
2004, p. 67).
Czarnitzki and Licht (2004) concluded that R&D and innovation
support in the East had a positive effect on R&D performance hike.
They estimated that the effect of the public sector R&D subsidy on
the inducement of private R&D is larger in the East. But the performances (measured in patent numbers) brought by the R&D were less effective than the West. While this can be seen as justifying the support,
it also suggests that R&D support for the West may be more productive in raising the competitiveness of Germany as a whole.
Bade and Alm (2010) analyzed that investment subsidies had a positive impact on employment. If the conditions are similar, investment
subsidies helped to boost employment. Rambøll Management Consulting
(2011) estimated that companies supported by the KfW ERP program
(start-up, regional development, environment, innovation, etc.) performed better in terms of competitiveness, R&D, and job creation and
maintenance. When evaluating the effect of support on investment by
feasibility, rapidity, or expansion, the effect was somewhat different,
with either effect being slightly more pronounced in either the East
and West. They also analyzed the existence of a piggyback effect, and
pointed out that this effect could make supporting measures less efficient.
The IFF Institute (2017) analyzed the performance of companies with
bank guarantees versus those with no guarantee support. They found
that the guarantees contributed to an increase in employment, turnover,
and profits. In addition, the overall cost-benefit effect on the national
economy was that the GDP and employment growth on guarantee activities far outweighed the cost raised from payment in case of default.28)
28) The national economic benefits were measured by the increase in production and employ-
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These studies show that there are many cases where lending is possible
without guarantee, which shows that it is important to reduce the effect of the piggyback.
B. Summary of evaluation studies
The results of previous studies on the effectiveness of the support
system show that the various support policies for the eastern German
region have brought overall positive effects in terms of investment, employment, production, innovation and the national economy as a whole.
In addition to these positive evaluations, criticism about the efficiencies and effectiveness of the support system has been raised. In 1999,
a decade after unification, Geilen and Vielhaber (1999) wrote “A critical overview of Germany’s SME support policy.” In this article they
mentioned that plenty of support programs and support organizations
are making this support system complex and obscure. “The lack of coordination and overlapping between the various levels of support (EU,
federal, state and local development agencies) and lack of evaluation of
the support programs raise doubts about the efficiency,” they pointed
out. These perspectives seem to be valid to a great extent at present.
Based on their views, here are the critical perspectives that have been
introduced.29)
① Basically, a subsidy program can lead to competition distortions,
clientelism, and piggybacking, which can violate market economy
principles. DIW et al. (2003), Rambøll (2011), and IFF (2017) have also
ment, and the cost was measured by guarantee execution (loan repayment o behalf of debtor). The failure ratio of the guaranteed firm was slightly higher than that of the
non-guaranteed. The cost of guarantee execution was negligible, but the increase in GDP
or employment was considerable (IFF 2017, summary).
29) Although this is not limited to support to the East German region, it can be said to apply to
the East in the sense that the West German system is applied to the East German region –
SME dominated - with a favorable condition.
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raised concerns about the piggybacking problem. However, the subsidies are generally regarded to have a potential role to play in stimulating innovation, employment and growth. The argument that eastern
Germany is a successful case is used to justify the support system.
② Opaqueness due to too many support programs and organizations.
With hundreds of support programs and over 1,000 support organizations, it is impossible to outline the overall support system. Because
of this, the manageability of the supporting measures is low, and possibility of misuse such as the piggybacking effect is open, and it is also
difficult to use efficiently and in accordance with the original objective.
The Bundesbank and die Zeit have already pointed out this problem
shortly after the unification and followed by similar criticisms.30)
③ There is insufficient coordination between the EU, federal, state
and municipal support projects. In particular, the aforementioned complexity makes it difficult to effectively collaborate with other support
agencies.
④ There is a lack of cost-benefit analysis ex-ante and interim, lack
of systematic evaluation on the overall program. Although there are a
number of studies dealing with this, they analyze but a limited part and
limited period of the support system, resulting in a limited systematic
and long-term evaluation.
30) “The package of measures for eastern Germany, which has been supplemented and enlarged several times, covers the whole range of government subsidy instruments. It extends
from various forms of direct financial assistance, such as investment grants, via various tax
concessions, for instance by means of generous special depreciation facilities, to a large
number of sizeable lending programmes, partly involving heavy interest subsidies, for a
wide range of borrowers, which is supplemented by a guarantee system. The Federal
Government alone offers more than 40 special promotional measures, partly outside its
budget, via its specialized credit institutions.” (Bundesbank 1992, p. 21); Die Zeit pointed
out that “investment incentives are not transparent and they count even 650-700, so even
the esperts don’t know exactly the number of support programs” (Herz, “Falsches Signal,”
in Die Zeit (1993).
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⑤ Meanwhile, Czarnitzki and Licht (2004) pointed out that in the
reconstruction and restoration process of east German enterprises, there
has been doubt on the effectiveness of support programs and suggestions have been made to concentrate support measures on specific sectors and regions. In Germany, it can be said that the region or industry is not specified when it comes to SME support.

3. Implications for Korea
3.1. Overview of SME support system in Korea
In Korea, SME-related policies have been implemented based on criteria set by the SME Act and its enforcement decree.31) In the 1960s,
when the policy was first introduced, the policy goal was to protect and
promote SMEs. Since then, it has been aimed at strengthening their competitiveness by reducing the number of SME-specific sectors and private
contracts (Figure 7.9). SMEs in Korea account for 99.9% of the total
number of enterprises, 87.9% of the total number of employees, 52.5%
of total value added, and 37.5% of total exports (as of 2014).
31) The scope of SMEs is that the average or annual sales should not be over KRW 400-150 billion by industry, the total assets should be less than KRW 500 billion, and substantial independence of ownership and management shall be achieved (Framework Act on SMEs
and Enforcement Decree of the Framework Act on SMEs Article 3 (Scope of SMEs)). The
purpose of the SME policy is to promote the growth of SMEs and to contribute to the development of the Korean economy. However, unlike the policy objective, the Peter Pan
syndrome issue was being raised that SMEs avoid growth to receive government subsidies
continuously. To overcome these problems, the government revised the scope of SMEs in
2015 and 2016, from the number of regular employees, capital, and sales base to the terms
of sales. This is because there is no other way to adjust sales than to divide the company.
(HS Kim 2016, summary).
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Figure 7.9. Changes in SME Policies

Currently, various support measures have been implemented in accordance with the life cycle of SMEs, in accordance with the Framework Act
on SMEs, which stipulates that the government should support SMEs in
a wide range of areas, including issues related to financial concerns, tax,
technology, manpower, sales channels, and start-ups.
Figure 7.10. Framework Act on
SMEs

Figure 7.11. SME supporting
system

Source: KOSBI (2016) Source: SBC.
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As of the end of 2016, the total number of SME support programs
was 1,284; 265 of these implemented by the central government and
1,019 by various local governments. Total support budget amounted to
16.5 trillion KRW, with 14.1 trillion KRW and 2.3 trillion KRW each
(Table 7.5). While not included in the budget support, SMEs enjoy various tax benefits such as tax reduction and deduction of certain expenses.32)
Table 7.5. SME support of central and local governments by function
(2016, 100 million KRW, number, %)
finance tech.

central

budget
unit

local

budget
unit

mando- founda- manageexport
others
power
mestic tion
ment

TTL

81,564 25,072 13,685 5,464

637

3,955

9,164

1,834 141,374

(57.7)

(17.7)

(9.7)

(3.9)

(0.5)

(2.8)

(6.5)

(1.3)

(100)

39

95

29

24

8

17

43

10

265

13,412 3,619

527

1,238

913

545

2,255

788

23,395

(57.6)

(15.5)

(2.3)

(5.3)

(3.9)

(2.3)

(9.7)

(3.4)

(100)

102

178

64

128

147

48

292

60

1,019

Source: KOSBI (2016).

The SME support projects can be classified into eight functional categories – finance, technology, manpower, export, domestic business,
start-up, management and others – and of these, financial support assumes the lion’s share. This reflects the importance of financial support.
Meanwhile, 19 of the central ministries perform SME support measures.
These include the Ministry of SMEs and Startups (MSS), Ministry of
Trade Industry and Energy, and the Ministry of Employment and Labour.
There are four other quasi-government agencies such as the Small and
Medium Business Corporation (SBC) and five other public institutions,
32) Therefore, it is not included in the explanation of budgetary projects. Tax support includes:
tax exemption for investment, R&D and recognition as expenditure for some items. (CM
Park 2016).
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such as the Korea Federation of Credit Guarantee Foundations.33) There
are 21 laws and regulations related to the MSS.34) The project budget
of the MSS comprises: ① policy fund (financing): SME promotion fund,
micro business promotion fund, ② marketing capacity enhancement: export support business. ③ Start-up and venture support, ④: R&D, R&D
infrastructure ⑤ Human resource development ⑥ Small business owners, Traditional market support ⑦ Finance, joint growth, consulting, etc.
This spectrum covers almost every field of business activity.

3.2. Financial support system for SMEs
Here, we will look more closely at financial support, which occupies
the largest share in SME support and will be a big issue in the process
of unification and integration with North Korea. The financial support
system for SMEs is mainly aimed at supporting the development of
SMEs and the development of the national economy by expanding financial opportunities and reducing the financing costs of SMEs with
weak credit records and collateral.35) This also will be true for SMEs in
33) Quasi-government agencies: SBC, KIBO (Korea Technology Finance Corporation),
SEMAS (Small Enterprise and Market Service), TIPA (Korea Technology and
Information Promotion Agency for SME). Other public agencies: KOREG (Korea
Federation of Credit Guarantee Foundations), KISSED (Korea Institute of Startup &
Entrepreneurship Development), K-Vic (Korea Venture Investment Corp), SBDC (Small
& medidum Business Distribution Center), KOSBI.
34) In addition to the Framework on Small and Medium Enterprises, there are 9 other related
acts by function: Small and Medium Enterprises Promotion Act, Regional Credit
Guarantee Foundation Act, Special Act on Support for Human Resources of Small and
Medium Enterprises, etc. 11 acts by target : Small and Medium Enterprise Coopertiaves
Act, Act on the Protection of and Support for Micro Enterprises, Act on Special Measures
for the Promotion of Venture Businesses, etc.
35) Refer to The Bank of Korea, Homepage, Financial System for SMEs (in Korean). http://
www.bok.or.kr/broadcast.action?menuNaviId=1931
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North Korea which are apt to have no credit record, weak collateral,
and uncertain business outlooks at the initial stage.
Currently, the financial support system for SMEs in Korea is as follows: ① Policy fund system: fund for start-up, support for new market
entry, financial support for small business owners ② Financial institution support system: technology finance, relationship finance, growth
ladder fund, ④ Credit Guarantee System: Credit Guarantee, Technology
Credit Guarantee, Regional Credit Guarantee Foundations, Trade Insurance,
etc. ⑤ Female Business Support System. It comprises loans from government and financial institutions and infrastructure backing this.36)
The basic financial support system consists of financial support and fiscal
support. The former includes the financial supply of the Bank of Korea and
financial provision by other financial institutions base on the deposits from
general public.

Figure 7.12. Financial support system for SMEs in Korea

Source: The Bank of Korea (www.bok.or.kr).

36) Refer to Financial Supervisory Service (2017).
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The Bank of Korea provides “Bank Intermediated Lending Support
Facility” based on export finance etc. with a lower interest rate. With this,
the BOK tried to promote SME financing of financial institutions. And
the “SME loan ratio system”37) under the Regulation on the Management
of Loan Institutions encourages financial support for SMEs.
The IBK bank, which specializes in SME banking, provided additional
special funds for SMEs, such as loans for technology development and
for fostering parts and materials industry. Other financial institutions also
provide special programs for SME support, e.g. credit guarantee institutions such as the Credit Guarantee Fund, the Technical Guarantee
Funds, Federation of the Regional Credit Guarantee Foundations, and the
Trade Insurance are guaranteeing financing for SMEs with weak credit
and collateral capabilities. During the loan-decision process, counseling,
credit check, collateral setting, credit guarantee, and follow-up management are carried out.
The government entrusts the financial funds to the SBC or financial
institutions. SBC supports funds according to the corporate life cycle
and by the policy objectives.
Figure 7.12 shows that financial support for SMEs should be based
on the establishment of a financial system in which the government,
the central bank, and financial institutions operate in close cooperation.

37) In Article 8 (2) (Credit Operation Regulation) of the Bank of Korea, the commercial banks
should provide to SMEs more than 45%, local banks 60%, and subsidiaries of foreign
banks 25-35% each, of the increase in Won-denominated loans. On the other hand, Article
7-2 of the enforcement rules (Follow-up of SME Loan Ratio) stipulates that financial institutions that do not meet this loan ratio could be faced with disadvantages such as Bank
Intermediated Lending Support.

282 • Economic Development after German Unification and Implications for Korea

3.3. Evaluation of the current SME-supporting system
There is a social consensus on the support itself and the positive
impact of SME support. On the other hand, the following questions
have been raised regarding the current support system, almost echoing
the criticism raised in Germany.
(1) Too many SME supporting programs, overly large number of
support organizations and related laws, possibility of overlapping in
project and benefit; (2) reduction of business coordination effectiveness
due to lack of clear coordination function, lack of mutual cooperation
and linkage; (3) insufficient policy effects maximization because of the
ad hoc support rather than building policy infrastructure; (4) critical
view regarding efficiency and effectiveness due to the lack of ex ante
and ex post evaluation systems.38)
In response to this, measures to evaluate the effectiveness of support
projects have been activated, performance evaluation models have been
developed,39) and efforts have been made to improve, such as the establishment of the “integrated management system for SME support
projects.”40)
In order to improve the deficiencies raised in the current system and
to prepare for unification and integration with North Korea, it will be
necessary to improve the system in general. Since it is expected that
the current system will be applied to the North Korean region as it is,
it will be necessary to improve the related laws, the support measures
and the financial support system in general.

38) KH Kim (2017); H Baek (2017); JH Koo et al. (2015).
39) YH Cho (2015).
40) H Baek (2017).
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3.4. Implications for integration and unification
Large-scale support for SMEs in North Korea will be inevitable for
the transition to the market economy, and for rapid economic growth
and employment retention and expansion. However, as in the case of
Germany, if Korea’s current support system is applied to the North
Korean region, there are several things to consider and prepare in the
system to improve the efficiency and effectiveness of the supporting measures.
① System modification. Decide whether to apply the existing definition
of SMEs and related laws as they are. Considering the economic scale
of the North Korea, almost all enterprises could be classified as SMEs.
Simplify the current complex support measures and organizations,
strengthen the coordination function, and build organizations related to
SMEs in North Korea as soon as possible.
② Emphasis on market economy, awareness about resource constraints and
cost-benefit. It must be clearly announced that the support will be implemented temporarily for vulnerable areas where the market is not
functioning smoothly. Support is given where it is absolutely necessary,
minimizing piggybacking. Support is inevitably a fiscal and resources are
limited.41)

41) Bundesbank pointed out, “High and lasting subsidies would not only hamper the requisite
consolidation of public sector budgets but also give rise to serious allocative distortions.
Moreover, in the light of the control function performed by the credit markets and the potential of a stability-oriented monetary policy, any subsidisation of the capital input should
remain an exception as a matter of principle. Over the medium term, it will be desirable to
curb the total volume of financial assistance and successively to confine the relevant measures to what is absolutely essential. Failing this, there is a risk that a ‘subsidy mentality’ will
spread throughout the new Länder; an effective antidote to such a development could be
the credible announcement of temporary assistance, tapering off after a certain time.”
(Bundesbank 1995, p. 54).
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③ Understanding the situation in North Korea. As Korea’s SME policies
have changed along with its economic development, understanding of
the economic development stage and situation of the real economy and
financial system of North Korea should be improved. Try to get information on the recent marketization and dollarization trend in the
North.
④ Selection and concentration. Germany’s supporting measures focused
on investment promotion and technological innovation, and did not
take into consideration particular industries or regions. However, there
were voices for “supportive measures for fast growing areas” in order
to improve the effectiveness some years after unification. In the case
of North Korea, discussion on capital-technology-labor, and specific industrial sectors-regions is necessary.
⑤ Harmonization with large corporations. As pointed out in Germany,
SMEs alone have certain limitations when it comes to converging to
the level of advanced economies. The fostering of large corporations in
North Korea should also be taken into due concern in the name of
balanced development. To this end, it is necessary to support R&D
and cluster building so that SMEs can develop from midsize companies
into large corporations.
⑥ Quick establishment of financial systems. In order to facilitate SMEs’ financing through the private financial sector in North Korea, it will be
necessary to establish a risk-sharing system or regionally rooted banks.
The restoration of the North Korean financial network, the utilization
of funds provided by donju (private money lenders), and the prospect
of active entry by South Korean and foreign financial institutions
should be considered. In addition to banks, an investment environment
for venture capital and angel businesses should be cultivated. The implementation of policy instruments, which South Korea utilized during
its development stage, could be considered.
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⑦ Support of public finance. Despite activation of private financing, it
will be necessary to use public finance to a considerable degree. It is
necessary to strengthen the financing capabilities of policy banks such
as KDB Bank, the Export-Import Bank and the SME bank (IBK bank
of Korea).42) In the beginning, the Bank of Korea will have to operate
in a flexible manner regarding the fund size and recipients of its refinancing instruments.
⑧ Diversification of financing sources. Unlike Germany’s case, it will be
difficult to receive benefits from international institutions like the EU.
Nevertheless, Korea should attempt to gain help from international financial institutions. This will at least have a priming water effect. It
might also be possible to design a “North Korean investment fund” in
the manner of the “Equity investment fund East” in Germany.
⑨ Measures to foster human resources are particularly important to supply
skilled manpower in the market economy as well as funding support.

42) KfW was able to raise large amounts of money in the international capital market with the
same credit rating as the government.
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A Quantitative Analysis on
Development Assistance Policy
for North Korea
during a Transition Period

43)Minsoo

Han†

1. Introduction
Capital misallocation across producers is a main obstacle to an increase in
total factor productivity (TFP) in developing countries (Hsieh and Klenow
2007). Transitional economies such as North Korea during a transition period from a centrally planned economy to a market economy could also have
experienced capital misallocation. A state-owned producer benefits from
subsidized credit, while a producer with the same productivity but without
political connections can only borrow at high rental rate of capital in informal capital rental markets. Because both producers equate the marginal
product of capital with their own rental rate of capital respectively, the marginal product of capital is not equalized across producers. This is a clear case
of capital misallocation. This chapter is an attempt to propose policy actions
for helping North Korea alleviate capital misallocation during a transition
period.
†

Korea Institute for International Economic Policy
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I start by looking at two empirical results related to transitional and developing economies which motivate the construction of my quantitative model
below. First, small scale privatization tends to have positive and robust greater growth effect in the transitional economies. On the other hand, the empirical association between large scale privatization and growth is not robust
with other controls. Therefore, I rely on the model with entrepreneurial entry in my quantitative analysis.
The second result is that opening the capital rental market helps mitigate
the effect of domestic financial market frictions in developing countries. In
particular, low-income countries tend to be more subject to their underdeveloped domestic financial market when the countries are closed to international financial markets. Therefore, I allow my quantitative exercises to
capture the effects of both domestic frictions in the capital rental market and
opening the capital rental market.
With two empirical results in mind, I formulate a model which builds on
Buera and Shin (2013). The only deviation from their study is that I introduce two types of development assistance policy actions into their model.
One is microfinance, credit targeted toward producers who may otherwise
lack access to financing. The other is free aid, grant for free. Both type and
size of the capital injection are our development assistance policy actions,
which I take as given from outside of the model. Equipped with the calibrated version of the model, I hypothetically change development assistance
policy actions in both open and closed capital rental market.
There are two notable predictions from our exercise. First, TFP in open
capital rental market is greater than in closed capital rental market for the
most range of the capital injection. Facing the higher rental rate of capital in
open capital rental market, the less productive producers cannot survive and
therefore resources in this economy are allocated to the more productive
producers. As a result, the resource reallocation to the more productive producers leads to the higher TFP.
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The second important prediction is that the policy action which yields the
greatest TFP varies with the ratio of the capital injection relative to North
Korea’s current GDP. For example, if the ratio is less than 50 percent, the
best policy action is microfinance. On the other hand, if the ratio is between
50 and 150 percent, free aid is the best. If the ratio is above 150 percent, microfinance is the best again. Among all of our available policy actions, opening capital rental market and simultaneously driving up microfinance limit
until the injection ratio reaches 203 percent yields the greatest TFP. On the
other hand, the capital injection, of which the ratio is more than 203 percent,
does not increase TFP in the open capital rental market.

2. Empirical Motivation
This section provides the evidence to motivate our quantitative analysis in
the next section. To this end, I show two empirical results related to transitional

Figure 8.1. Growth effect of two privatization indices

Source: author’s calculation.
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and developing economies. The first result is the growth effect of small scale
privatization and the second is related to opening the capital rental market.
First, Figure 8.1 shows the empirical association between two privatization
indices and growth rate of twenty two former transitional economies. All of
the data used in the figure and the regression below is taken from Jeong et al
(2014) and the details about data are given in their study. The x- and y-axis in
the figure indicate two privatization indices and growth rate respectively.
The fitted line for small scale privatization is steeper than that for large scale
privatization. Therefore, the growth effect of small scale privatization tends
to be greater than that of large scale privatization.
To see whether the association in Figure 8.1 is statistically significant and
robust with the other control variables, I regress a country’s growth rate on
two privatization indices. I also control for the other factors which might affect the growth rate, e.g. previous period GDP per capita, human capital, domestic investment, export to GDP ratio, inflation rate, infrastructure, foreign
direct investment (FDI), governance and enterprise restructuring, trade and
foreign exchange system, competition policy, and price liberalization, and
country and year fixed effects. To overcome the biases from the small number of observations, I apply the robust regression method, which is implemented in STATA. The method places less weight on extreme values during the process of the estimation and therefore the results are less sensitive
to outliers.
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Table 8.1. Regression

result
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Table 8.1 gives the regression results. The table shows that the growth effect of small scale privatization is statistically significant and positive in most
of my regressions except for the column (12). On the other hand, the effect
of large scale privation is either not significant or negative if significant.
Because small scale privatization tends to have greater growth effect than
large scale privation in the transitional economies, I rely on the model with
entrepreneurial entry to conduct the quantitative analysis in the next section.
Figure 8.2. Capital account openness and the effect of domestic
financial market development

Source: author’s calculation.

Another important implication about developing countries is that opening
the capital rental market helps mitigate the effect of their own domestic financial frictions. In particular, previous studies such as Han (2013) provide
empirical and quantitative results indicating that development in the domestic capital rental market and opening the capital rental market tend to substitute each other. Figure 8.2 shows such a graphical illustration. The x-axis is
external finance to GDP ratio, which represents the degree of development
in domestic capital rental market. The y-axis is GDP per capita relative to the
U.S. level. I divide the sample into two subsamples, one for relatively finan-
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cially integrated economy and the other for closed economy. The fitted line
for financially open economies is less steep than that for relatively closed
economies. Therefore, low income countries tend to be more subject to their
underdeveloped domestic financial market when the countries are closed to
international financial markets. Therefore, I allow my quantitative exercises
in the next section to capture the effects of both domestic frictions in the
capital rental market and opening the capital rental market.

3. Model and Equilibrium
The model is essentially that used in Buera and Shin (2013). The deviation
from their study is that I introduce two types of development assistance policy actions into their model. One is microfinance, credit targeted toward producers who may otherwise lack access to financing. The other is free aid,
grant for free. Both type and size of the capital injection are our policy actions, which I take as given from outside of the model. The next subsections
introduce the model, define an equilibrium, and describe how to solve and
calibrate the model quantitatively. These subsections closely follow Han
(2013)’s illustration about Buera and Shin’s model except for the development assistance policy actions.

3.1. Model1)
Time is discrete and denoted by  . There is one (produced) good per date.
The economy consists of a continuum of infinitely lived agents with total
1) The illustration in this section is almost the same as Han (2013). The only deviation from his
illustration is where we introduce two types of the development assistance policy actions into the model. Although most of the illustration is the same as in Han, we reprint it here for
readers’ convenience.
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population 1. The preferences of an agent are given by
  
   , where      ,    .


∞





An agent enters each period with the capital (wealth) he owns ∈  ,
which depreciates by a constant rate  (  stands for the set of possible
wealth). After that, an agent’s span-of-control productivity ∈  is realized
in the beginning of each period, where  stands for the set of possible productivity realizations. Given two state variables  and  , an agent chooses
one of two options: he can either become a worker who supplies one unit of
homogeneous labor or become a producer. A producer combines labor
and capital  with his span of control productivity  to produce
           , where  , ∈  .

Given his income, he ends a period by choosing his consumption and next
period wealth. The state of the economy at period t is joint distribution
   ∈  , where  stands for a space of probability distribution.

I focus on steady states and assume that a law of large numbers holds so
that idiosyncratic uncertainty must disappear on the aggregate. A perfectly
competitive labor rental market and a price taking capital rental market are
the only markets in this economy.

3.2. Equilibrium
Denote by  the net rate of return from capital. Then the rental rate of
capital is the sum of the net rate of return and the depreciation,    .
Denote by  the wage rate. Then a producer’s profit maximization problem
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is given by
   max ≥   ≥               ,

(1)

s.t.  ≤ max⋋   
where  ≤ ⋋  ∞ and   denotes the size of capital injection from outside of the economy, which can be either through microfinance or free aid. If
  is provided through free aid, then the size of   is given to producers

for free. If   is provided through microfinance, then producers can borrow and pay back the size of capital which they borrow at world rental rate
of capital. Let    ×  →  and    ×  ↔  be the optimal labor and
capital demand functions respectively. If producers’ optimal level of capital
is greater than their own capital, they choose to use external finance from either domestic financial market or capital injection outside of the economy.
Due to a collateral constraint, a producer’s capital rental is restricted by its
wealth multiplied by the parameter ⋋ . In particular, ⋋   implies no capital rental market, so that a producer should finance his investment with his
own wealth. If ⋋   , then    and therefore a producer employs all his
capital. On the other extreme,   ∞ corresponds to no frictions in the capital rental market (perfectly competitive capital rental market). At the same
time, producers have access to either free aid or micro finance.
We assume that an agent cannot borrow intertemporally for consumption
smoothing nor can he write contracts that depend on his productivity. Then,
an agent’s wealth should be greater than 0, e.g.   ∞  , and his budget
constraint is given by (a ’ denotes next period’s value)
  ′      max 

To define an agent’s problem in a recursive form and a recursive competitive equilibrium, I set down some notations. Denote respectively by
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  ×   , the Borel  -algebra of the product space  ×  . We define an

operator     ×  →   ×   for any function ∈   ×  
(   ×   is the set of bounded, continuous functions on  ×  )
   max′ ∈          max  ′


  ′′′ ,

(2)

′

where        max∈        .
Let    ×  →  be the optimal policy function for wealth in the next
period.
Finally, the transition function    ×   ×   ×  →  is given
by
      

 if   ∈ 




for all ∈  , ∈  ,  ×  ∈   ×   .
Definition (closed economy) A stationary recursive competitive equilibrium (RCE) consists of a value function,    ×  →  , policy functions,
   ×  ↔  ,    ×  →  , and    ×  →  , constant labor and capital

rental rates,  and  , and a probability measure  ∈  such that
1. Given  and  ,  is a fixed point of  in the problem (2),  is the corresponding policy function, and  and  are profit maximizing labor and
capital demand.
2. Labor and capital rental markets clear
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3. The aggregate law of motion  generates the invariant probability
measure 
            ,

for all  ×  ∈   ×   .
For an open economy, the capital rental market does not need to be clear
and therefore the capital rental market clearing condition should be omitted
in the definition. The aggregate feasibility constraint should hold by Walras’
law.

3.3. Solving for approximate equilibrium
Because we do not have a closed form for steady states in this model, I
compute approximate steady states. To this end, I discretize the state space
and employ Aiyagari (1994)’s nested fixed point method. In particular, in the
most inner loop I search for value function and stationary density of wealth
and, in the outside loop, I search for market clearing wage and rental rate by
iterating each of them until convergence.
I use the value function iteration to solve the individual optimization
problem. While our utility function and the density of wealth are continuous,
a computer can only operate on discrete sets. Therefore, the approximation
of the functions and integrations should be done by a grid with discrete
points.
An agent’s wealth choice is not restricted to lie on a grid point and the value of the value function between grid points is determined by linear
interpolation. To solve the optimization problem, I use the Golden section
search algorithm, which does not require smoothness of the objective function (p. 623 of Heer and Mauner 2005). To get a stationary distribution, rather than applying the simulation method as in Aiyagari (1994), I discretize the

8. A Quantitative Analysis on Development Assistance Policy for North Korea during ... • 303

density function and iterate it until convergence (Algorithm 7.2.3 of Heer
and Mauner 2005).
In pinning down equilibrium wage and rental rate, I apply three ways to an
economy with different ⋋  ⋋   , ⋋∈ ∞  , and ⋋  ∞ . They are
similar in that I follow the nested fixed point method and pin down both or
one of prices. The differences are as follows. First, in the model with the perfectly competitive capital rental market ( ⋋  ∞ ), as production, entry, and
exit do not depend on the wealth distribution, without solving for an agent’s
dynamic decision and stationary distribution of wealth, we can pin down
equilibrium wage  and the threshold productivity between a worker and a
producer   , both of which simultaneously satisfy the labor market clearing
condition and the threshhold condition (an agent with     chooses to be
a worker and an agent with     chooses to be a producer). To solve for
such  and   , I use a sufficiently large number of points for the productivity grid and guess and verify each possible   . In particular, denote by
        , where           . I start with initial guess for  

such that         . Then from the labor market clearing condition, the
wage rate is given by the following function of the rental rate and productivity threshold for a producer  




  


   





 

    

  ′


  



    



Where  denotes a stationary distribution of a producer’s productivity.
Given  and  , we construct profit which only depends on productivity in
the perfectly competitive capital rental market,    and     . After that,
we need to confirm           . If the inequality does not hold, e.g.
        ≤  , then it implies that the current  must be too high be-
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cause labor demand exceeds supply. Then we move on to the new guess of
the threshold   such that         . By the same way, we keep iterating
over   until we find   such that                   and
          for some      . After determining  and   , we solve

an agent’s dynamic problem and solve  which satisfies the capital rental
market clearing condition.
Second, for the cases with ⋋∈ ∞  , I confirm the capital rental market
clearing condition in the outside loop and the labor market clearing condition in the inside loop. Finally, when there is no capital rental market
( ⋋   ), the rate of return from wealth is simply depreciation rate,   .
Therefore, I fix    and solve for wage rate to clear the labor market.
Any previous studies do not prove the existence of equilibria even for the
case with the perfectly competitive capital rental market. To prove the existence, we need to construct the demand surplus functions in each market
and apply the fixed point argument. To construct the demand surplus functions, we need to prove the existence of a stationary distribution, which in
turn requires the compactness of state space (Theorem 12.12 of Stokey,
Lucas, and Prescott 1989). Huggett (1993) proves the compactness of state
space for wealth in a standard incomplete markets model with two-state
Markov process on endowment shock. Even with a slightly more general
productivity process, e.g. three-state Markov process, however, the existence
proof seems to be hard. The main challenge is to prove that the policy for
the next period wealth is increasing in labor productivity. Miao (2002) proves
it in Aiyagari (1994)’s model but with additional stronger assumptions on
preference and productivity process.

3.4. Calibration
Following Buera and Shin, I calibrate the model without a collateral con-
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straint ( ⋋  ∞ ) to represent the U.S. economy. Three parameters for risk
aversion, the labor share in production, and the depreciation rate are predetermined at the same values as in Buera and Shin. Four parameters for
span of control, discount rate, persistence of productivity, and tail index are
calibrated by simultaneously matching four statistics of top 10% employment, top 5% earnings, exit rate, and real interest rate. The calibration results
are summarized in Table 8.2. The period in the model is one year.
Table 8.2. Calibration results

Source: author’s calculation.

To construct the discretized space for wealth, we need to decide the lower
and upper bounds of the grid for wealth. Because I do not allow intertemporal borrowing, I set the lower bound at 0. To choose a sufficiently
large number as the upper bound of the grid point for wealth, I verify with
trial and error that once a household starts with wealth in our grid, its future
wealth is bounded by the upper bound. I choose finer spacing at the lower
end of the grid and coarser spacing at the higher end to capture the curvature
of wealth distribution.
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Next, I construct the discretized space for productivity. Following Buera
and Shin, I assume that if a household loses its productivity with a constant
hazard rate    , a new productivity is independently drawn from a truncated Pareto distribution with tail index

with the following CDF

    

    
  
    


where    and    are the lower and upper bounds on


productivity. I discretize the support of the productivity distribution into 200
grid points:         . I choose the smallest   and the largest
  such that       and       and construct the other

grid points between them to be equidistant in terms of probability mass.

4. Policy Proposals
This section provides the main quantitative results through the lens of the
model constructed and calibrated in the previous section. TFP reflects resource allocation which financial frictions in domestic capital rental market
mainly affect. Therefore, we evaluate the available policy actions described
below on the basis of their TFP effect. Quantitative results about TFP effect
of financial frictions and opening capital rental market are provided in the
Appendix.
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Figure 8.3. TFP effect of capital injection

Source: author’s calculation.

Figure 8.3 shows the TFP effect of two types of capital injection in both a
closed and open economy. The x and y-axis denote the ratio of capital injection relative to NK’s current GDP and TFP relative to the perfect capital
market, respectively. The figure illustrates the effects of four combinations
of policy actions, e.g. closed economy with free aid (closed & aid), closed
economy with micro finance (closed & microfinance), open economy with
free aid (open & aid), and open economy with micro finance (open & microfinance). Our focus of analysis is the range of capital injection less than 250
percent because more than that the size of the injection does not increase
TFP.
There are two notable predictions from our model. First, TFP in an open
capital rental market is greater than in a closed capital rental market for the
most range of capital injection. Facing the higher rental rate of capital in
open capital rental market, the less productive producers cannot survive and
therefore resources in this economy are allocated to the more productive
producers. As a result, the resource reallocation to the more productive producers leads to the higher TFP.
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Another important implication from Figure 8.3 is that the policy action
which yields the greatest TFP varies with the ratio of capital injection relative
to NK’s GDP. For example, if the ratio is less than 50 percent, the best policy action is microfinance. On the other hand, if the ratio is between 50 and
150 percent, free aid is the best. If the ratio is above 150 percent, microfinance is the best again. Table 8.3 summarizes such ranks of policy actions.
Among all of our available policy actions, opening capital rental market and
simultaneously driving up microfinance limit until the injection ratio reaches
203 percent yields the greatest TFP. On the other hand, the capital injection,
of which the ratio is more than 203 percent, does not increase TFP in the
open capital rental market.
Table 8.3. Policy Ranks on the basis of TFP Effect

Source: author’s calculation.
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Appendix. Additional Results
Figure A.1. TFP Effect of Financial Market Development

Source: author’s calculation.

Figure A.1 provides TFP effect of financial market development. Each
circle in the figure stands for an equilibrium of the model with the different
degree of financial market development. The x-axis stands for the degree of
financial market development. As an economy moves from left (no capital
rental market) to right (perfect capital market), its financial market functions
better. The y-axis stands for TFP relative to the level of perfect capital rental
market. TFP effect of financial market development is due to both resource
allocation across producers (intensive margin) and distortions on entry and
exit (extensive margin). The figure shows that TFP could increase by 27 percent relative to NK’s current TFP.
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Figure A.2. TFP Effect of Opening Capital Rental Market

Source: author’s calculation.

Figure A.2 provides TFP effect of opening capital rental market. A circle
stands for closed economy and a diamond stands for economy with open
capital rental market. For countries with advanced capital rental market,
opening capital rental market does not increase TFP. For countries with
poor domestic capital rental market, opening capital rental market increase
TFP by 14 percent relative to NK’s current TFP. Facing the higher rental
rate of capital in open capital rental market, the less productive producers
cannot survive and therefore resources in this economy are allocated to the
more productive producers. As a result, the resource reallocation to the
more productive producers leads to the higher TFP.
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국문요약
2018년 동계올림픽을 계기로 남북대화가 시작되고 이후 4.27 남북정상
회담, 6.12 북미 싱가포르 정상회담이 개최되는 등 한반도의 정세가 새로
운 국면에 접어들고 있다. 지난 10여 년간의 대립과 갈등에서 벗어나 새로
운 교류와 협력 그리고 한반도의 평화와 번영을 위한 경제협력의 기대가
커지고 있다. 그러나 다른 한편으로는 북ㆍ미 간 비핵화를 위한 협상이 자
리잡고 있어 새로운 형태의 남북경협이 재개되기까지는 당분간 시간이
걸릴 것으로 예상된다.
대외경제정책연구원(KIEP)은 독일의 할레경제연구소와 공동으로 통
일 이후 경제통합 문제를 연구해오고 있다. 이번 보고서는 한ㆍ독 연구진
이 발간하는 두 번째 보고서이다. 이 보고서는 크게 통독 이후 거시경제적
충격과 사회경제의 변화, 동독 경제의 구조개선을 위한 정책, 동독의 산업
정책이라는 큰 주제하에 8개의 챕터로 구성되었다. 제1장에서는 전체 보
고서의 서론으로 전체 내용을 요약하여 소개하고 각 내용의 연계성과 의
미에 대해서 서술하고 있다.
제2장부터 제5장까지는 통일 직후 거시경제적 충격과 이로 인한 사회
경제적 변화상에 대해서 서술한다. 여기서는 할레경제연구소의 악셀 린
드너(Dr. Axel Lindner) 박사가 통일 이후 GDP 대비 투자 비중과 재정적
자 등 많은 거시경제지표가 일시적으로 악화되었지만 몇 년 후에는 실질
적으로 회복했다고 주장한다. 실질 GDP 성장을 볼 때 통일이 독일 경제
의 성장 잠재력을 일정 기간 손상시킨 것으로 보였지만, 그 기간은 길지
않았고 오히려 2000년대 초반 이후에는 통일이 주는 이익이 컸다고 강조
하고 있다. 제3장에서 김영찬 박사와 윤덕룡 박사는 통일 한국의 경우 경
제통합초기에 거시경제적 불안정성이 큰 이슈가 될 수 있으며, 이 문제는
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동서독의 문제보다 훨씬 더 클 수 있다고 지적했다. 이 연구에서 두 박사
는 통일후 경제적 충격을 최소화하기 위해서는 통합 이전의 생산성 수렴
노력과 거시경제적 안정을 위한 대책수립이 필요하다고 강조했다. 또한
한반도 통일 시에는 사회통합을 염두에 둔 통합 방식, 북한의 빠른 경제발
전 및 일자리 창출을 위한 지원, 일상적인 교류와 접촉기회의 확대, 이해
를 대변할 수 있는 제도적 장치의 마련 등이 필요함을 강조하였다.
제4장과 제5장은 동독지역 경제의 구조개선을 위한 정책에 대한 연구
이다. 제4장에서 정형곤 박사는 통일 후 동독지역 경제개발을 위한 정책
과 한반도에 대한 시사점을 도출했다. 동 연구에서 정형곤 박사는 1991년
부터 2015년까지 독일 각주의 지역총생산(GRDP), 1인당 지역총생산, 인
구, 명목소득, 1인당 가계소득, 인프라에 대한 지원액, 기업에 대한 지원액
에 대한 패널 데이터를 구성하여 독일정부의 신연방주(동독지역)에 대한
지원정책을 분석하였다. 분석 대상기간에 인프라에 대해서는 약 236억
유로가 지원되었고 기업에 대해서는 총 465억 유로가 지원되었다. 이로
써 약 701억 유로가 지원되었고 이 중 동독지역으로 621억 유로가 지원되
어 총 금액의 89%가 동독지역에 지원되었다. 구동독 5개 모든 지역의
RGDP는 1991년부터 2015년까지 약 2배 이상 상승했다. 통일이후 신연방
주(동독지역)는 경제구조의 변화, 기술향상, 자본축적 등 구조적 변화가
동반되었고, 산업구조 역시 서독지역과 유사하게 발전해왔다. 그러나 이
러한 성과에도 불구하고 독일 내에서는 여전히 지역 간 발전 격차가 크다.
동 연구에서는 독일의 경제구조 개선을 위한 보조금 지원효과를 분석하
기 위해서 할레경제연구팀이 Instrumental Variable 접근 방법을 통해서
첫 번째 프로그램 기간인 2000년부터 2006년, 두 번째 프로그램 기간인
2007년부터 2013년으로 나누어 성장률을 추산하였다. 그 결과, 첫 번째 프
로그램 기간에 보조금 혜택을 받은 회사들의 총부가가치(GVA)와 생산성
(GVA per employment) 부분에 긍정적인 영향을 끼친 것으로 나타났다.
그러나 두 번째 프로그램 기간인 2007년부터 2013년까지는 보조금 지원

320 • Economic Development after German Unification and Implications for Korea

효과가 나타나지 않았다. 본 연구에서 정형곤 박사는 한국정부도 통일 이
전에 독일의 지역정책(GRW)과 같이 전국을 기능지역 단위로 세분하여
각 지역별 종합경제지표를 산출하고 이를 근거로 지원지역을 선정하는
보조금 지원 기준을 만들 필요가 있다고 강조하였다. 정형곤 박사는 또한
지역경제의 개선을 위한 인프라 투자도 중요하지만 통일 초기에는 개별
기업들에 대한 지원을 보다 더 강화함으로써 기업들의 생산성과 부가가
치율을 더 높여야 한다고 강조하였다. 아울러 북한기업의 소규모 사유화
는 생산활동을 촉진할 수 있고, 기업의 구조조정은 사회 전반적으로 효율
성 증대를 통해 지역경제 성장을 촉진할 수 있으므로 신속한 소규모 사유
화와 함께 기업 구조조정도 선제적으로 이루어질 수 있게 해야 한다고 강
조했다.
제5장에서는 할레경제연구소의 게르하르트 하임폴드 박사(Dr. Gerhard
Heimpold)가 동독지역에 industrial cores를 형성하기 위한 정책에 대해서
분석하였다. 하임폴드 박사는 이 연구에서 통일 이후 성공적인 사유화를
위해서는 경험이 풍부한 기업 구조조정 분야 전문가가 반드시 필요하며,
기업의 사유화에 있어서 기업 분할과 인수의 적절한 활용이 필요하다고
강조한다. 또한 기업의 경쟁력 제고 및 경영정상화를 위한 R&D 기능의
육성이 절대적으로 필요하고, 기업의 구조조정 과정에서 발생되는 대량
실업자(전문 인력)에 대한 일자리 창출 정책도 중요하다고 강조한다.
제6장부터 제8장까지는 산업정책 관련 주제들이다. 먼저 제6장에서는
할레경제연구소의 하임폴드 박사가 동독 국유재산의 사유화를 담당했던
신탁청의 의사결정 메커니즘에 대해서 분석한다. 국영기업의 사유화 과
정에서 먼저 구조조정을 할 것인지, 아니면 바로 사유화를 할 것인지, 그
도 아니면 파산을 시킬 것인지에 관한 기준 설정에 대해서 분석하고 있다.
하임폴드 박사의 연구에 따르면 신탁청이 기업을 사유화하거나 구조조
정 또는 청산처리를 결정하는 데 있어서 중요한 기준은 구조조정의 타당
성 평가였다. 개별 기업에 대한 구조조정 혹은 청산에 대한 의사결정 과정
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에서, 경영 고문 및 회계사 등으로 구성된 자문단이 신탁청 이사회에 독립
적으로 자문을 제공하는 역할을 하였는데 이들이 각 기업의 성격 및 발전
가능성 등을 종합적으로 평가하여 구조조정 대상 기업을 6개 등급으로 분
류하였고, 이에 따라 기업의 생존과 발전방향을 결정하였다. 하임폴드 박
사는 이 의사결정 그룹의 독립성이 매우 중요하다고 강조하면서, 동독지
역 주정부와 노동조합과의 긴밀한 협력은 일자리 창출 및 보전과 사회적
안정 유지에 상당히 중요한 요소로 작용했다고 했다.
제7장에서는 김영찬 박사와 윤덕룡 박사가 독일 통일 이후 동독지역에
서의 중소기업 재건정책과 시사점을 제시하였다. 두 연구자들은 한국의
중소기업 지원제도는 그 경험이나 조세, 금융, 판로, 기술혁신, 창업지원,
인력지원 등 그 내용에 있어 독일에 뒤지지 않는다고 평가하고 있다. 그러
나 한편으로는 너무 다양한 담당기관, 지원내용에 따른 제도적 복잡성과
성과에 대한 분석 부족 등 지원의 효율성과 유효성 면에서 문제점도 제기
되고 있다고 평가한다. 결국 한국의 지원제도를 활용하여 통일 이후 북한
지역 중소기업 지원을 시행하게 될 것이므로 현 제도를 미리 단순화, 효율
화하고 유효성을 검증할 필요가 있다고 제안하였다. 마지막으로, 두 연구
자는 남북한 통합 시 북한지역 중소기업 지원제도 도입을 위해 먼저, 체제
전환 및 경제발전 단계의 차이에 대한 인식, 가용할 수 있는 인적, 물적 자
원의 제한을 고려하여 지원제도를 설계해야 한다고 강조했다. 또한 북한
의 실물경제, 금융제도에 대한 이해를 바탕으로 각급 정부, 정책·상업금
융기관, 국제기구, 상공회의소 등 간의 유기적인 협조관계가 구축되어야
한다고 강조했고, 마지막으로 자본ㆍ기술ㆍ노동 중 중점 지원 분야 선택,
조세·금융지원을 위한 국내외 자금조달 방안 모색, 위험분담제도의 구축,
대기업과의 조화문제 등을 종합적으로 검토해야 한다고 했다.
산업정책의 마지막 주제로 KIEP의 한민수 박사가 자본시장개방과 개
발원조가 자본시장이 발전하지 않은 북한경제에 미치는 영향에 대하여
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발표하였다. 연구결과에 따르면 북한의 자본시장개방은 총요소생산성을
증가시키지만, 경제성장률에는 큰 영향을 끼치지 않은 것으로 보였다. 한
편 자본시장개방과 더불어 개발원조정책이 경제성장에 중요한 요인으로
작용한 것으로 나타났다. 그는 대북 개발원조정책은 경제성장률을 높이
기 위해서는 무상원조가 아닌 마이크로파이낸스(microfinance)를 기반으
로 하는 개발원조정책을 사용해야 한다고 강조하였으며, 시장경제의 확
산화를 목적으로 한다면 무상원조를 대폭 늘리고 대신 총요소생산성을
증대할 수 있는 자본시장개방을 병행해야 한다고 주장하였다.
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Founded in 1989, the Korea Institute for International Economic Policy (KIEP) is a
government-funded research institute established to conduct studies, research and analyses
of global economic issues that impact the Korean economy, and to help guide the nation
toward effective international economic policies.

The East Asian Economic Review is indexed and abstracted in
EconLit, e-JEL, JEL on CD, OCLC WorldCat, ProQuest, Google
Scholar, ECONIS, EconBiz, EBSCO, British Library, SSRN, RePEc,
Emerging Sources Citation Index (ESCI), Directory of Open Access
Scholarly Resource (ROAD), DOAJ and registered to Ulrichsweb,
ITS·MARC, CrossRef, ORCiD, SHERPA/RoMEO, Korea Citation Index,
Think-Asia, Microsoft Academic, Dow Jones Factiva, Dimensions
and Lexis Advance.

KIEP is responding to recent developments in the global economy, conducting a wide
range of research projects that will offer significant implications for the government’s
New Northern and New Southern policies, a new trade policy regime that aims to support
inclusive growth, and international macro-financial initiatives in line with the unfolding 4th
Industrial Revolution.
We are committed to introducing policies that can elevate the nation’s capacities for
innovative growth, and to promote international discourse on issues that impact the global
community, as we ensure that KIEP remains an influential global think tank that leads the
formulation of international economic policies.
Since its founding, KIEP has conducted insightful studies on newly emerging
economies and global regions, and has dedicated itself to the development of trade
negotiations and national agendas.
KIEP will continue its policy research on global and regional economies, trade
investment and international macro-finance, with the aim of contributing to sustainable
growth as a responsible research institute, and establishing itself as a nationally reliable
institute through the dedicated efforts of all KIEP members.
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There are three overarching themes in this study, which is subdivided into eight chapters. The first
theme covers macroeconomic shocks occurring right after the unification of the two Germanys
and the socio-economic changes and integration processes that followed. Chapter 2 discusses
the macroeconomic consequences of Germany after unification and Chapter 3 discusses the
socio-economic integration in Germany and its implications for Korea. The following two chapters
explore the path of economic changes in the East German region. Chapter 4 explores regional
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In the following Chapter 7, industrial policies to foster small-to-medium enterprises (SME) in the
East German region are discussed. Last but not least, Chapter 8 discusses potential policies to
foster manufacturing industries in North Korean region in the future and provides a quantitative
analysis of them.
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