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Abstract

Debate about Germany’s poor economic performanbewimg unification focused on
supply-side weaknesses, and the associated refgemda sought to make low-skill
labour markets more flexible. We question this d@gs using three lines of argument.
First, effective restructuring of the supply-side the core advanced industries was
carried out by the private sector using institusiah the coordinated economy, including
unions, works councils and blockholder owners. Sdcomplementation of orthodox
labour market and welfare state reforms creatdeixibfe labour market at the lower end.
Third, low growth and high unemployment are largelgcounted for by persistent
weakness of domestic aggregate demand, rathebthtmlure to reform the supply side.
Strong growth in recent years reflects the sucaéssstructuring of the core economy.
We also suggest how changes in political coalitialiewed orthodox labour market
reforms to be implemented in a consensus polisgsiem.
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For the decade and a half following German uniiicgt Germany's economic
performance was poor. Throughout this period, debatong domestic and international
analysts and policy-makers (e.g. the German Cowh&lconomic Experts, the European
Commission and the OECD) focused on the role afualmarket rigidities and the need
for reforms, with the objective of creating labauarket flexibility in line with Anglo-
American norms. However, the contours of Germaffopsance pose some puzzles for
this interpretation. In particular, effective restturing of the supply-side in the core
advanced industries has been carried out by theatprisector using institutions of
Germany’s coordinated economy model, including nsjoworks councils and
blockholder owners. This indicates the continuinglue of the institutions of the
coordinated economy to the private sector in tle faf external pressures of increased
global competition. And we argue that it helps axplGermany’'s strong external
performance since the late 1990s. Second, orthdéaloour market and welfare state
reforms were implemented and created labour mdleability at the lower end with an
associated increase in wage dispersion and inadehlow-paid work. The combination
of these two supply-side developments has sharpieeseparation of the labour market
in the advanced sector of the economy from thesidat’ labour market. Third, the
presence in Germany until 2005 of low GDP growtd high unemployment at the same
time as low real wage growth relative to productyiyoints toward the role of persistent
domestic aggregate demand weakness and is handsotacile with a supply-side causal
mechanism. Moreover, implementation of reforms takenthe labour market more
flexible may have interacted with the behaviounwofkers with specific skills to increase
precautionary saving and contributed to depreseetedtic demand.

Nevertheless, our alternative hypothesis itseBasipuzzles. The first is economic: how
can aggregate demand shocks account for unempldyutomes that persist for over a
decade? The second and third are political econdhpersistent weakness of domestic
demand was at the core of Germany’s poor performamnbat accounts for the absence
of stabilizing macroeconomic policy? And finallypsu did a consensus political system
as is characteristic of a coordinated economy sesupport for labour market reforms
that are associated with increased inequality hagblarization of the labour market?

A central problem with assigning an independerg tol aggregate demand weakness in
accounting for German economic performance is fggtéd by the widely used New
Keynesian macroeconomic model. In this model, aatieg aggregate demand shock
produces a temporary rise in unemployment andrfatflation followed by a return to
the pre-existing constant inflation equilibrium.ughthe observation of persistently high
and rising unemployment alongside modest and stafi&gion suggests deterioration on
the supply side with no independent role for aggreglemand. However, extending the
macroeconomic model to the open economy introdacesw channel through which
aggregate demand shocks can produce persistentseffie unemployment. We suggest
that this open economy channel, which we explairbaction 2, provides a way of
reconciling Germany’s depressed real wage growth weak growth and employment
in the context of negative demand shocks. To Helptiate the mechanism, we contrast
Germany’s experience with that of the UK, whereitpas demand shocks prevailed in
this period.



Germany suffered a series of adverse demand shaxksling monetary retrenchment in
1993-4, fulfilment of the Maastricht conditions 1994-9 and the oil price increase and
external deflationary pressures of 2004-5. Longjgseffects of reunification depressed
growth through the 1990s via both demand and suefibcts of the higher burden of
taxation associated with financing unification ahd deep and the protracted contraction
of the German construction sector. German competiiss declined following
unification and export market shares fell until tiagter part of the 1990s. Unlike a
number of other OECD countries including the UKu&® prices were stagnant or falling
throughout the period, which prevented a housitated consumption boom. In the light
of these negative shocks to demand, a politicah@eic puzzle is why Germany has
been unable or reluctant to use stabilization pdiz One obvious answer is that
monetary policy is no longer available under EMUhy¥hen not use discretionary fiscal
policy? The complementarities between institutiesuggest that at the economy-wide
level, the presence of large but non-encompassiegevgetters requires a non-
discretionary macroeconomic framework in orderreate incentives for wage restraint.
This may help to explain the absence of a stabdizmacroeconomic response in
Germany in the face of persistently weak domegjgregate demand especially in the
post-2000 period: recovery from the end of 2004ecksntirely on the strength of
external demand.

The second political economic puzzle stems fromctiresensus German political system
and its relationship to the wage-setting institasi@nd vocational training arrangements.
The heavy reliance of firms on deep firm- and sespecific skills creates a role for
union wage-setters located outside the firm. Uni@age-setters are able to curtail the
exercise of bargaining power by skilled insidersowtould otherwise be able to extract
rents from the firm with excessive wage demandstutn, if workers are to invest in
these co-specific assets, the welfare state hpsotede adequate insurance in the event
of job loss due to company failure (lversen, 200B)is brings in the nature of the
political system since the long-term character bé tinvestments requires that
institutional change be difficult and require widgreement. Thus a consensus political
system complements the other coordinated econostijutions. The framework of the
Varieties of Capitalism (Hall and Soskice, 200x¢rkature with its emphasis on such
complementarities faces a challenge in accountimgte introduction in Germany of
wide-ranging reforms of the welfare state weakenipgptective labour market
institutions. The specific characteristics of Gennpartisanship and union structure have
been proposed as ways of accounting for the irtegaln character of the reforms
implemented, and the reshaping of political caatisi which this has required.

In Section 1, we focus on the evolution of the symide in Germany looking both at

how the private sector used the institutions of ¢berdinated economy to undertake
restructuring, and at government-led reforms designo increase labour market
flexibility. In Section 2, we compare the extendgdwth recession in Germany with the
long recession-free boom in the UK. This allowgasdlustrate how contrasting patterns
of aggregate demand — positive shocks in the Ul¢ easl negative ones in the German
case — are consistent with the divergent outcomesnemployment and real wages
observed. The role of the open economy channekfiected in real exchange rate



appreciation in the UK and real depreciation inr@amny. We also draw attention to the
likely difference in the macroeconomic effects ofestructuring process focused on
reducing relative unit labour costs in a large @ron like Germany as compared with a
small open economy (such as the Netherlands). atidde3, we turn to the political
economic arguments, looking first at why Germartitimsons may be especially ill-
suited to the use of discretionary macroeconomicy@nd second, at how changes in
political coalitions in Germany made possible tmplementation in a consensus political
system of reforms that weaken protective labourketanstitutions.

1. The supply sidein Germany: private sector restructuring and gover nment
reforms

In spite of the emphasis on supply-side failureninch analysis of Germany’s economic
woes, there is evidence of robust restructuringthe core advanced sector of the
economy and of the effects of labour market reformshe ‘outsider’ labour market.
Indeed, the functioning of the German labour mahHest changed substantially over the
post-unification period. The outcome of the combimeessures from increased global
competition in product and financial markets witbrebulatory reforms produced a
shrinkage of the insider labour market and a widgrgap in wages and employment
conditions between insider and outsider labour etark

In the private sector, the insider labour markders2to employees in manufacturing,
finance, insurance, and business services, in larges, and on full-time permanent

contracts. One indicator of the increased segment#hat has occurred is that whereas
the prevalence of low-wage work among full-time émgpes in the core sectors hardly
changed from 1995-2003, it increased sharply inllemérms, in sectors outside the

core, and in those affected by privatization (sashinfrastructure and transport) or
subject to competition from ‘posted’ workers frorther EU countries employed under
the home country’s employment conditions (such @ssttuction) (Bosch and Kalina,

2008, Table 1.6). A second indicator is the prawedeof temporary work. Among men,

the change has taken Germany from below the EUvEsage in 1995 to above it a

decade later. In 1995 the proportion of employadsmporary work was 9.9% (10.6% in

the EU-15) and rose to 14.3% (14.0% in the EU-362@05 (OECD.Stat; Labour Force

Statistics, 2008).

Supply-side restructuring — the private sector andrdinated economy institutions

We suggest that the very different type of labouasrkat and skill organisation in
Germany in comparison to the UK and the US haseglagn important part in the
conduct of private sector-led restructuring of gast decade in Germany and may also
help account for cross-country differences in comstion behaviour that came to the
fore and that are discussed in Section 2. Of cemtrportance in the argument is the
vocational training system in which companies malgading role, and in which young
workers acquire relatively deep skills specifiateector and to a considerable extent to a
firm. Among full-time workers in Germany in 2003rée-quarters had a vocational
gualification, 11% a college or university degrew d.3% were unskilled (Bosch and
Kalina, 2008, Table 1.2, p. 32). By contrast, th€ &hd the US place far more emphasis



on general education and training with a correspaig lower share of vocationally
gualified workers and higher shares of both teytaard unskilled workers.

Recent analysis using linked employee-employer @atd997-2002 provides evidence
that the German apprenticeship system is ablestateincentives for companies to invest
in human capital by providing costly general andcupation-specific skills in
manufacturing and other sectors where deep comgaadiyndustry skills are required. In
sectors where training is costly for the trainimgns, post-training wage compression,
and a thin outside labour market enhance the vafuthe match between training
company and employee, allowing the investment tedoeuped. In occupations where
skills are more general and mobility is higher, prevision of apprenticeships is cost-
neutral for training firms (Mohrenweiser and Zwi&Q08). In the past, such ‘lower tier
apprenticeships — often in small firms — were thate to semi-skilled employment in the
insider labour market (Soskice, 1994). One of tag guestions for research is how the
restructuring of the labour market has affectedetim@loyment outcomes of workers with
these qualifications and how it will feed into timeentives for children in the education
system. The depth of skills across the German vande that arise from the
apprenticeship system is illustrated by cross-ayusbmparisons of labour quality.
Estimates at industry level for the year 2000 camgaGermany, the US, the UK and
France show Germany ranked first in all but 12hef®8 industries (Masaet al, 2007).

The restructuring of the economy connected to the abour system has been extensive
and successful. Moreover, this has been carriedoguprivate sector agents (unions,
employers’ associations, firms, works councils)heiit a direct role for the government.
Restructuring has entailed increased consensustbdsasion making in firms with
works council chairs playing a greater role in caragement (e.g. Hopner, 2003). The
median (i.e. skilled) employee interest has becomeeasingly aligned with the firm’s.
Whilst industry unions still play a major role iroardinated wage bargaining and
vocational training, both have become more oriettedompany needs (Thelen, 2007,
Addison et al., 2007). Industry unions are more dominated tharhe gast by major
works council chairs and in industries that ares lesionized (e.g. banking and
insurance), works councils have also played an itapb role in the restructuring of
advanced service sector companies.

Key changes since the early 1990s include the msélaf coordinated bargaining in East
Germany, where the attempt to reproduce the cormm&@emodel largely failed. In West
Germany smaller firms tended to leave the formayevsetting system but small firm
associations emerged to shadow coordinated wagmibarg since the reasons for not
wanting internal firm-level wage-setting prevail.nidn membership density (as a
percentage of employees) fell from 32% in 19803%2n 2004 (in West Germany; 18%
in East Germany). However, although coverage dedlas well, in 2004 it was still the
case that 68% of employees in West Germany and iB3fte East were covered by
collective agreements and that for about one-h&lthose not covered, the sectoral
agreement was the point of reference for wagerge{fhddisonet al.,2007). There was
also a shift in a range of tariff-related bargagnereas from union to company works
council level (e.g. part-time working for older wers) negotiated with the unions and
with input from works councils.



Average job tenure appears not to have fallen, hwisicggests that companies have
focused on internal restructuring and the flexitddeployment of workers facilitated by
the new occupational profiles and flexible workiinges negotiated with unions (Bosch
and Kalina, 2008). An important mechanism for in&restructuring has been company-
level pacts for employment and competitiveness rigddiche Bundnisse zur
Beschaftigungs- und Wettbewerbssicherung). HassglRehder (2001) document such
pacts in just under half of the largest 120 Germ@ampanies. They were of three types:
in the first, the objective was to redistribute wamong employees. This entailed
concessions from employees on the extent and flexibf working hours and on labour
mobility in exchange for guarantees of employmeusity and vocational training from
employers. In the second type, wage concession® \Wgeanted in exchange for
employment security and investment and in the tlkired, productivity gains were
secured by worker concessions on working hourgjatezhs in absenteeism and work
reorganization in exchange for employer commitmentinvestment. Hassel and Rehder
report that in only 10% of the companies, wereuh®sns not involved in some way in
the negotiations.

In the model of a coordinated economy, blockhotmeners play a role both in allowing
long-run relationships between workers and the forbe sustained and in facilitating the
monitoring of performance within the firm. Neith@orker nor manager performance in
these activities is easily evaluated in externalrkets and skilled workers need
mechanisms to ensure that their investments inidacguew competences will not be
undermined by radical changes in asset use. Thealgtation of financial markets
expanded the opportunities for owners of capital iacreased the rate of return required
by shareholders, putting pressure on companieglieed ‘shareholder value’. However,
it appears that the blockholder ownership patteas hemained largely in place in
Germany through this period of restructuring. Nesgtitutional owners have emerged but
typically as minority holders. Management and warksncils chairs were able to make
use of the new institutional investors when thewdssl to apply pressure for the
restructuring of companies.

Although the available data is fragmentary, a numtie sources of evidence — on
ownership, the presence of different kinds of m&bnal investors and the nature of
changes in corporate governance at company lesgpport the hypothesis that under the
pressure of the global integration of financial kets, Germany developed differently
along these dimensions than Italy or France, anthires very distinct from the UK
(Carlin, 2007Y One indicator of the continued importance of blumlkers is that the
proportion of market capitalization owned by nomaficial companies increased in
Germany from 37% in 1996 to 43% in 2004 and theesbaned by financial institutions

2 |n ltaly, control structures adapted to far-reaghthanges in regulation in a way that reproduaed p
existing control patterns (e.g. pyramids were regtbby shareholder coalitions) and protected inamntgh
from the growing threat of international competiticCorporate sector performance was poor. In France
there is evidence of transition toward a differergtitutional cluster: changes in regulation ledthe
replacement of blockholder arrangements by thetgreengagement of activist institutional investors,
including those from abroad (Carlin, 2007).



declined from 21% to 15%An analysis of voting blocks in German listed firshowed
stability in the core companies and core sectorthefeconomy, with a modest move
toward somewhat smaller blockholder stakes in fifmainly in ‘new economy’ sectors)
present in 2003 but not in 1997. In Germany likan€e, changes in governance
standards toward greater transparency led to greatgmgement of foreign and domestic
institutional investors. However in Germany, suchoilvement appears to have been of a
more passive kind: investors who were largely aunteith existing management and
control arrangements sought to take advantage gboramities for portfolio
diversification, rather than taking stakes to gaitive control. Goyer (2006, 2007)
argued that foreign pension funds acquired smakestin large firms in both France and
Germany as part of their diversification stratediasthat a clear difference in preference
for stakes in French versus German firms could limeved in the case of mutual and
hedge funds. The argument is that the latter faadinvestment in France over Germany
because of the greater unilateral control by tomagament in French firms, where
works council involvement is absent. The changesdmorate governance and the
functioning of the block-holder system in GermaityHe broader picture of restructuring
from ‘below’ or ‘inside’, with government reformsating only a limited effect on how
the core economy functions.

An important dimension of private sector restruictyrby German companies has
involved the reorganization of their production gesses to make use of new
opportunities for the sourcing of inputs from alwto@he rapid emergence of competitive
locations for the supply of goods and services smAand in the transition economies of
Central and Eastern Europe in the 1990s offeredrppities for German companies to
improve their profitability. In tandem with the regotiation of working practices and
remuneration schemes at home using pacts for emmgloty and competitiveness,
operations abroad were expanded. A detailed exmaraf the employment effects of
the activities of German multi-national companies 1999-2001 shows that those
companies that expanded employment in their foraifhates retained more workers at
home than otherwise similar German firms that dad expand employment abroad
(Becker and Muendler, 2008). Since the expansiofiodign activities is integral to
globalization, this test is much more informativmat the impact of outsourcing on firm
behaviour and employment than studies that loothatsubstitutability between home
and foreign workers, holding output constant. Becked Muendler found that German
firms expanding their activities abroad (in anyeign location) had higher retention rates
(than firms that did not expand) for workers witighhand low education levels and in
both blue and white collar jobs. The differentiatemtion effect was especially marked
for workers with tertiary education. In econometitalysis using macroeconomic data,
the Bundesbank (2006) reported that outward Gerfiainis associated with increased
domestic investment and positive employment effects

Reflecting the success of private sector restrirgjuvas the behaviour of profitability in
German industry and the performance of the tragsabkector. The profitability of
German firms improved and this is illustrated ie trational accounts data where the net

% The corresponding figures for France are a falhinshare held by non-financial companies from 28%
16% and arise in the share held by financial imstins from 25% to 40% (Carlin, 2007).



profit share staged a very impressive recovery. (BigThe deep disruption to the private
sector of the German economy caused by unificatias overcome. The recovery since
the mid 1990s contrasts with that in the 1980sthkn earlier episode, the recovery in
business profitability was driven by the non-mawtidang sector whereas following its
collapse after unification, the profit share in mfacturing has increased to levels
recorded in the late 1980s boom. This is likelypart to reflect the greater opportunities
afforded by outsourcing in the more recent period.

Figure 1. Long-run Behaviour of Net Profit SharB$§) in the Business Sector and in
Manufacturing, Germany 1950-2005 (percent)
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Source: Calculated from Statistisches Bundesam®8R0Corrected for self-employment. The business
sector is private, non-agricultural business exalgdhe rental sector.

Notes: The data from 1991 refer to unified Germaigwever, the break in the series for the business
sector is mainly accounted for by changes in natiancounts methodology.

The success of restructuring from the mid 1990sreffected in German export
performance. During the period when China, Indid #re former communist countries
of Central and Eastern Europe and the former Saymedn entered world markets, the
export performance of most OECD countries detetéakalThey lost market share to the
new entrants. Germany’'s performance was countethi® trend: as Fig. 2 shows,
Germany’s export performance in goods and seniopsoved over the decade to 2006
(See Fig. 2). In an econometric analysis of therd@nhants of export performance 2001-
2004 in France, Germany, lItaly and Spain, the astremnclude that ‘Germany’s
relatively vibrant recent export performance issistent with its comparative strength on



price and cost competitiveness and global demanidsfproducts’ (Allardet al., 2005 p.
4). In contrast to the other countries there wa a positive growth of exports,
unexplained by the traditional determinants of dsticeand foreign demand and cost and
price competitiveness.

Figure 2. Export Performance of OECD Economics 512906
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Source: OECD Economic Outlook 83 Annex Table 44.
Notes: This is the cumulated OECD measure of tleagh in export performance (export volume divided
by total exports of goods and services).

Supply-side restructuring — government labour mag&kevelfare state reforms

The long period of high unemployment in Germanyiolwtwe argue in the next section
was largely an aggregate demand phenomenon, prdwgléare state and labour market
reforms of the traditional kind (beginning in thednl990s and culminating in the
extensive Hartz reforms from 2003 onwards). Tablegbrts OECD data on the intensity
of labour market and welfare state reforms underiabench-marked against the OECD
recommendations: Germany ranked fourth highesthotyt OECD countries in this
measure of reform effort for the 1994-2004 periblde reform intensity of the UK during
this period is shown for comparative purposes.

* This is consistent with the positive trend in estpoarket share controlling for cost competitivesiéar
Germany identified by Carliat al, (2001) for the earlier period, 1970-1992.



Table 1. The intensity of OECD-recommended laboarket and welfare state reforms
undertaken between 1994 and 2004

A.
Overall score Rank (out of 30
OECD countries)

Germany 239 4

UK 16.7 11

B.

EPL Unemp. Working Early Wage ALMP  Taxes
Benefits time Retirement formation &
flexibility & social

industrial security
relations

Germany 16.7 19.2 16.7 25.0 9.1 57.7 12.5

UK -10.0 115 0.0 25.0 9.1 50.0 56.3

Source: Brandét al.,(2005). Table 8, p. 56.

Notes: The score relates to the number of actialent Measures introduced contrary to the
recommendations of the OECD Jobs Study are scoitbdawegative number (e.g. the introduction of the
minimum wage in the UK was scored negatively in g&dormation’). EPL — employment protection
legislation; ALMP — Active Labour Market PolicieMore detail is available in the Appendix of Carlin
and Soskice (2007a, b).

Evidence from a number of data sources confirmstiteincidence of low-paid wotkn
Germany began to increase in the mid 1990s (BoadhKalina, 2008). For example,
among full-time workers incidence began to riserfra995 in West Germany (after
declining from 1980-1993). By 2003, 17.3% of fuile employees in West Germany
and nearly one-fifth in East Germany received tbss two-thirds of West (resp. East)
German median earnings. Internationally comparatata in a 6-country study show the
incidence of low pay in 2005 varying widely fron®% in Denmark and 11.2% in France
to 17.6% in the Netherlands, 21.7% in the UK, Z&0n Germany, and 25% in the US
(Masonet al.2008)°

One effect of the reforms has been to leave pdatiogroups such as the low skilled,
immigrants and East Germans outside the generousdbe welfare state, whilst
employees in the core labour system are still ikelBt protected. Inequality at the bottom
of the wage distribution increased as collectiveghming ceased to cover them
(Dustmanret al.,2007), and household poverty has increased (F@asteMira d’Ercole,
2005). At the same time it appears that the childrfethose in the outsider labour market
may be increasingly excluded from entry to the datsour system via the vocational

® ‘Low pay’ is defined as gross hourly earnings beltwo-thirds of the median hourly wage for all
employees.

® Updated to 2005 by Geoff Mason. If East and Wesn@ny are treated together, the low pay incidence
is 22.7%.
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training system, an outcome reinforced by the waorgeperformance of children in the
lowest secondary school track (Bosch and Kalin&820Meanwhile, the core labour
system was characterized by continuity in instioél arrangements combined with
effective restructuring by private agents. Restriog in the core economy and reforms
affecting the outsider labour market combined tprdss real wage growth. We turn in
Section 2 to the relationship between the behawbueal wages and unemployment.

2. Aggregate demand and persistent unemployment

According to standard New Keynesian macroeconomadets, a sustained fall in
unemployment without inflationary consequences mefct supply-side improvements
either via reforms or as a consequence of unaateip positive productivity shocks.
Conversely, persistently rising unemployment with@ontinuously falling inflation
suggests a worsening of supply-side conditionsuch models, aggregate demand plays
a passive role in accounting for longer term charigeunemployment. Since only the
supply-side determined equilibrium rate of unempiewnt is sustainable, fluctuations in
aggregate demand either account for temporary tienga of the economy from the
equilibrium or track the path of the economy toevrequilibrium following a supply
side shift. For example, if supply side conditidreve deteriorated but the downward
adjustment of private sector aggregate demanduiggsh, the macroeconomic policy
reaction functions will respond to the upward puesson inflation and signal the
necessary policy change to ensure stabilizatiaggfegate demand around a new higher
unemployment equilibrium.

There is a sharp contrast between British and Gerewnomic performance in the
period following the unification shock in Germanydathe UK'’s exit from the Exchange

Rate Mechanism. The British economy grew on avetagenore than one percentage
point per year faster than Germany, its unemploynrate declined more or less
continuously and its public debt shrank. Germanmpieyment and public debt rose.
The standard macroeconomic framework suggeststiibat differences reflect supply-
side phenomena. However, Section 1 presented aadame case for the presence of
supply-side improvements in Germany over this peri@structuring by the private

sector of the export-oriented part of the econoerngcapsulated by the recovery of
profitability, together with the implementation pfescribed supply-side reforms. Indeed,
applying the results of widely cited cross-courgmgpirical studies of the determinants of
cross-country unemployment performance to Germany. ¢the panel data analysis of
Bassanini and Duval, 2006) predicts that Germamgph@yment should have fallen, not
risen over this period. The Bassanini-Duval resphsdict a fall in unemployment in

Germany of 1.6% points from 1993-2003 due to sugpg changes, when

unemployment increased by 1.4% points; for the OKe-half of the actual fall was

predicted by supply-side chandes.

" Using the base-line linear regression in Bassaaiml Duval (2006) and ignoring the variables with
insignificant coefficients (union density and empteent protection legislation).
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In this section, we point to three mechanisms thnowhich the aggregate demand-side
may help to account for the contrasting performansic&ermany and the UK over the
last decade. The first relates to the impact ofreggie demand shocks on the real
exchange rate; the second focuses on the way pleaifis labour market institutions
characteristic of Germany may interact with refomimsaise precautionary savings; and
the third explores how wage restraint arising frtiva private sector restructuring and
government reforms detailed in Section 1 may depeggregate demand in a large
economy.

Long-lasting aggregate demand effects in the ogenany

One response to the ostensible failure of the stahtlew Keynesian model to explain
the performance of the UK and Germany, is to exteednodel to allow for long-lasting
aggregate demand effects. This can be done by mgpéme economy and allowing for a
causal effect of aggregate demand shocks on thHeerehange rate and hence on
medium-run unemployment. Central to the standardiehds a negative relationship
between the unemployment rate and the real consumpiage reflecting the behaviour
of wage-setters. From the perspective of wagersette lower unemployment rate is
consistent with stable inflation only when the realge is higher (given the disutility of
work). However, from the perspective of price-gsttea higher real wage is not
compatible with an expansion of employment: for regke, assuming constant
productivity, price-setters require an unchangsd wage to deliver their required profit
margin at higher employment. Thus the constanaiiaih rate of unemployment in the
closed economy is completely pinned down by supdg conditions. However in an
open economy, the resources to make a higher oeaumption real wage at lower
unemployment compatible with an unchanged realymbdage are potentially available
from abroad through an appreciation of the reaharge rate. This lowers the real cost
of imported goods and thereby boosts real consompiages.

The next step in the argument is to connect shifesggregate demand to changes in the
real exchange rate and the real wage. The openoegomodel assumes that firms
produce differentiated goods that are sold in irfgutly competitive markets. Fig. 3
illustrates the case of an adverse aggregate destavuk. A lower level of aggregate
demand reduces domestic output and raises unemefdgyfthe move from poinA to
point B). As a result, wage inflation falls relative to siebinflation, the real exchange
rate depreciates, worsening the terms of traderealcconsumption wages fall (poiB}.
The higher real cost of imports allows a lower reahsumption wage to prevail at a
supply-side equilibrium with lower output and highmemployment. Therefore shifts in
aggregate demand, if they are persistent, can ih@economy to new constant inflation
unemployment rates. If there is a period of susthimeakness in aggregate demand,
unemployment rises but inflation ceases to falleoreal consumption wages have fallen
to a level consistent with wage-setters’ behaviauhigher unemployment (poif& in
Fig. 3). Conversely, in the case of a positive aggte demand shock, in the open
economy the closed economy mechanism through whihg inflation at lower
unemployment leads the central bank to raise therdst rate and induce contraction

8 This mechanism is described in Carlin and Sos{@&0, 2006), Layarét al, (1991) and is also found
in new open economy models such as Corsetti anehB¢2005) and Gali and Monacelli (2005).
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back to the original unemployment rate is circuntgdrby the fact that real consumption
wages can rise.

Figure 3. Open Economy Model: Adverse Demand Shock
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This argument stresses that shifts in aggregateadénsan cause changes in the real
exchange rate and hence in the constant inflatioemployment rate, rather than
assuming them to be exogenous shocks as in mudheokempirical literature that
estimates NAIRUs (e.g. Batini and Greenslade, Z006he UK and Fitzenberget al,
2007 for Germany). Estimates of time-varying constaflation unemployment rates for
the UK suggest that the appreciation of sterling associated fall in real import prices
from 1997 allowed unemployment to fall below thedoterm NAIRU (defined as the
constant inflation unemployment rate determinecklgoby the supply-side) without
accompanying inflationary pressure: “there wastafaunning room for unemployment
to decline before giving rise to inflationary presss” (Batini and Greenslade, 2006, p.
39). For Germany, Fitzenberger et al. (2007) esémadime-varying NAIRU and find no
evidence that it increased after the early 1990sadcord with Batini and Greenslade,
they report a significant effect on the NAIRU oktprice wedge between the CPI and
GDP deflators.

Fig. 4 presents data for the UK and Germany forpgaeod from 1993. The left hand
chart shows unemployment and CPI inflation perforcea the limited difference

between the countries in inflation and the contiastnemployment are clear. The right
hand chart provides data on labour productivity esal wage growth. After 1995, real
wage growth in terms of consumer prices in the t@antries diverges dramatically:
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rising in the UK and falling in Germany. Productivgrowth differences are much more
muted: German productivity growth is always aboeal rwage growth, whereas the
opposite is the case for the UK from 1996.

Figure 4. Comparative data for Germany and the UKemployment, Inflation, Real
Wage and Productivity Growth

A. Unemployment and Inflation (CPI) B. Real Wages and Productivity
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Source: OECD Economic Outlook Database, 82.

Notes: Unemployment is the OECD standardized f4te [nflation is CPI (% p.a.); Real wage growth is
compensation per employee in the private sectoiateef by the CPl (% p.a.); Productivity is labour
productivity (employment basis) (% p.a.). Inflatjioreal wage and productivity growth series are &rye
moving averages.

We turn now to examine whether the evolution of ex@hange rates was consistent with
shifts in aggregate demand in these economies @pg@layed a major role in accounting
for the behaviour of unemployment. In the case efm@any, the left hand panel of Fig. 5
shows higher unemployment associated with a degtregireal exchange rate, as would
be the case in the face of negative aggregate destaocks. By contrast, a boom in
aggregate demand in the UK is consistent with #iteem in the right hand panel: falling
unemployment and an appreciating real exchange Aateovement from the south-east
to the north-west in the chart is consistent witlorgger aggregate demand (at a given
real exchange rate) permitting a lower unemploymate¢ to be maintained because of
the associated rise in the real wage. An importifierence between the UK and
Germany is that the sterling exchange rate wadgifigahroughout. Hence part of the
British adjustment took place rapidly through noatiappreciation around 1997 whereas
real exchange rate adjustment in the German cagedciation) took place in a more
protracted fashion via domestic wage restraint.(B)g By calculating the impact of the
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cumulative change in the terms of tradee find that whereas for the UK, a terms of
trade gain occurred in both periods (6% of GDPhim 1994-1999 period and 3% in the
2000-2006 period), in Germany there was a gaihpalih less than one-third that of the
UK, in the first period, but a loss of 1.3% of GDPthe second. Both countries — along
with the rest of the OECD - benefited from the uhdeg trend of falling prices of
imports from China throughout this period and sugfefrom rising oil and commodity
prices from 2004.

Figure 5. Unemployment and the Real Exchange Raeanany and the UK, 1995-2006
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Source: OECD Economic Outlook Database 82.
Notes: The real exchange rate is an index of k&atnit labour costs in manufacturing; 2000=1060sa in
the index shows a real appreciation. The unemploymage is the OECD standardized unemployment rate.

Although they can be regarded only as providingread evidence, the ex post patterns
of aggregate demand in the UK and Germany are stensiwith demand shocks playing
an independent role in the evolution of unemployierthe two countries. Fig. 6 shows
the ex post accounting contributions to the growth real GDP of household
consumption and housing; private investment; gavem consumption and investment;
and net exports.

° The impact of the terms of trade is measured bljiptying the share of imports in GDP (M/Y, where M
is Imports of Goods and Services in nominal termd 4 is GDP in nominal terms) by the change in the
import price deflator relative to the GDP deflatSource: Calculations using data from OECD Economic
Outlook 82 Annex Tables and OECD National Accolbasabase.
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Figure 6. Comparison between Germany and the Wi¢mributions to growth of
aggregate demand, 1993-2005 (3 year moving average)
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Notes: Contributions to the growth of constant @&DP (3 year moving average). The contributions do
not add up to GDP growth because of the omissiostadk-building, a statistical discrepancy and the
treatment of government investment in housing.

The superior growth performance of the UK throughsedullustrated in the top chart. In

the early years, British net exports and investnbemiefited briefly from the depreciation

of the pound that followed sterling’'s exit from tiERM. However, this was soon

replaced by a boom in private consumption and mguisvhich contributed about 2% p.a.
to GDP growth throughout the period. In the secbalf, the growth of demand was

sustained by strong public spending. This pattemtrasts sharply with the German one,
where the contribution of private consumption andding expenditure and government
spending declined throughout the period. Growththe 2000s was virtually entirely

dependent on net exports. These contrasting pattegenmore difficult to reconcile with a

hypothesis highlighting supply-side problems in i@any: in that case, a given level of
aggregate demand would be associated with upwéediamary pressure and a tendency
toward a deterioration rather than improvementetfaxports.
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Interaction between German labour market charasteas and government reforms

Although primarily directed at freeing up the odtsi labour market, it is plausible that
the government reform programme affected the bekawf workers in the core labour
system. Employees with specific skills can be etgumkto react with particular concern to
a slowdown in growth, a rise in unemployment arelttireat from welfare state reforms
to unemployment benefits and pensions. For wonkts specific skills it will generally
be harder to find appropriate re-employment if these their jobs. Moreover, there is a
negative externality in a labour market dominatgdspecific skills. If most of the work
force has long-term employment, the number of veiesnwithin a given category of
employment is likely to be limited; and companiesynanyway seek to fill vacancies via
apprenticeships. Thus mid-career labour marketsniany categories may be quite
‘illiquid’. *° The most obvious comparative example of this i \ife-time employment
in Japan: in the relevant categories, mid-careleoua markets do not exist, short of
accepting a position in a subsidiary company.

In Germany as in Japan, illiquidity of mid-careabdur markets applies more to the
relatively highly skilled — since firms have alrgadivested more in them and, since it
pays companies to invest more in them, they hangeotenure. Less skilled workers,
but still with apprenticeship certificates, face rm@pen occupational labour markets —
which are what portable qualifications should eqgiigm to do. Given serious concerns
about unemployment and with governmental pressore welfare state reform in
unemployment benefits and pensions, those withifspe&ills who remain employed —
in fact the great majority — would be expecteddspond by supporting company-level
pacts for employment and competitiveness descriabdve and by building up
precautionary and life-cycle savings. Iversen’s0&0analysis of the guarantor-insurance
role of the welfare state for those with deep dpesikills in a coordinated economy
explains why this substantial proportion of the kiorce should feel insecure as its
welfare state benefits start to be questioned. Manployees factor in the possibility of
involuntary early retirement or part-time work frotheir mid-50s should economic
conditions become difficult — both schemes dependwelfare state provision. By
contrast to liberal market economies such as thelHKS where a workforce with more
general skills could imagine at a similar age resiiag to economic difficulty by finding
alternative employment, labour markets for olderkeos do not exist on any substantial
scale in Germany.

The German reform path did not entail the adoptdnfamily policies that could
potentially have improved the resilience of constiampby improving the incentives for
women to participate fully in the labour marketeTdramatic growth in the prevalence of
marginal part-time jobs described in Section 1taéen place in the context of a tax and

19 Job tenure and job-finding rates differ sharplymEen Germany on the one hand, and the US and UK,
on the other. 40% of workers have job tenure ofentban ten years in Germany compared with 32%edn th
UK and 26% in the US. Estimated monthly averagefijothing rates are 7.0 for Germany as compared
with 11.3 in the UK and 56.3 in the US. By contrasdtimated monthly job-separation rates are quite
similar at 1.06 in Germany, 1.53 in the UK and 1lif@he US. (Hobijn and Sahin, 2007). In both th® U
and Germany there is lower job mobility for skilldehn for unskilled workers but the differencesevels

of mobility are striking: after ten years in thédaur market, the average unskilled worker in Geriann
their 3.4" job as compared with 2.8 for a skilled worker. Eoeresponding numbers for the US are 8.8 and
5.6 (Cornaglia, 2006).
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benefit regime in which spouses acquire accessdmlssecurity via their husband and
face a very high marginal tax rate if they excedichded number of hours of work. This
structure undermines the development of a poténtialportant insurance mechanism
within the household for families with risk-aversale workers who have specific skills.

In its review of the pro-cyclical behaviour of cangption in Germany from 2000, the
Bundesbank noted the role of increased precaugiosavings in response both to the
worries about expected future income from the putdinsion system and to ‘widespread
uncertainty about the effects of labour market e (2007, p. 50). Giavazzi and
McMahon (2008) used the natural experiment of theoancement by Chancellor Kohl
in 1997 of a pension reform and its revocation ar\ater by Chancellor Schroeder to
test for the effect of reform uncertainty on houwsddhbehaviour. They found that
uncertainty about reforms affecting the future paitincomes rather than reforms per se
produced a significant rise in precautionary sasing

The left panel of Fig. 7 shows the evolution of theusehold savings ratio (as a
percentage of disposable income) over the periothotth countries. The pattern for
Germany is a shallow U-shape, with the trough attthrn of the century. By contrast,
there was a dramatic fall in the UK savings ratgito@ng around 1997. Unlike the US,
where there was a sharp improvement in productiowth from the mid 1990s (often
attributed to the role of information technologgjoductivity growth in the UK remained
stable and does not appear to offer an explané&tiotihe decline of the savings rate. The
role of house prices appears more relevant. Ind@edmportant structural difference
between the two economies over this period théinked to consumption and savings
behaviour is the evolution of house pricksiouse price trends in Germany and the UK
have been opposite in the past decade: since 883 ouse prices in the UK have risen
by an annual rate of more than 8% whereas they fala by more than 2% p.a. in
Germany (partly due to the unwinding of the unffica construction boom). The right
hand panel of Fig. 7 illustrates the divergent bveha of the house price to income ratio
in the two countries. This difference helped sustimmestic aggregate demand in the
UK and depress it in Germany. Although a houseepliabble eventually bursts, the
British experience suggests that it can contriiotsustaining buoyant growth over a
considerable period.

™ For cross-country empirical evidence demonstratiag there is a strong contemporaneous relatipnshi
between consumption and housing market wealthCseseet al, 2005. Their study also reports that the
impact of changes in housing wealth on consumpsidarger and more important than of changes ioksto
market wealth.
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Figure 7. Household savings ratio and house podgecdome ratios, UK and Germany
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Source: Household savings ratio, OECD Economic dotl83 Annex Table 23; House price to income
ratio, OECD Economic Outlook 83 Annex Table 60.

Supply-side reforms and aggregate demand: the lacg@omy effect

The third mechanism suggesting a role for aggreg#mand in accounting for
Germany’s poor performance focuses on the impbaoatiof supply-side reforms for a
large economy. Section 1 argued that the comlimedct of private sector restructuring
and government reforms produced more restrainecewwatiing behaviour (at a given
unemployment rate). This can be depicted in Figs & leftward shift of the wage-setting
curve. However, the implications of this for uneoyhent depend on the balance
between the impact of lower real wages (improvethmetitiveness) on net exports and
investment (via improved profitability) on the ohand, and its depressing effect on
consumption on the other. This balance will bec#é by the size of the economy. For a
small open economy, reforms that produce a reatedegiion will reduce equilibrium
unemploymentA to C), whereas for a large economy, the impact on copson may

outweigh that on net exports, producing a higheell®f equilibrium unemployment at
D.
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Figure 8. Supply-side Reforms: Large and Small-Booy Effects
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We argued in this section that strong British arehkv German economic growth and
unemployment outcomes in the period since the rARbB& are not well accounted for by
an entirely supply-side hypothesis. We have sugde#itat in the open economy the
presumption that performance over a decade or most reflect supply-side conditions
is mitigated by the endogenous response of theesadiange rate to shifts in aggregate
demand and by the interaction between supply-sigeavements and aggregate demand
in a large economy. A positive aggregate demandkshall tend to produce a real
appreciation, which permits the real wage to risé a higher level of employment to be
supported and similarly, a negative shock leads teal depreciation, which reduces the
real wage and eliminates falling inflation at high@memployment. We have shown that
contrasting patterns of aggregate demand and xehhage rates in Germany and the UK
are consistent with a hypothesis in which aggreg&mmand shocks are important in
accounting for the respective performance outcomes.

If anything, given the characteristics of its labauarket, the implementation and
announcement of supply-side reforms in Germany rhaye had the unintended
consequence of raising precautionary savings inctre work-force as self-insurance
substituted for expected lower state insurancdoriimg the depressed level of domestic
aggregate demand. In the UK there is no core labw@rket where workers are involved
with firms in making co-specific investments. Jabnbver is higher in the UK and
labour market reforms raising the cost of job Idesnot affect expectations of life-time
income in the same way as in Germany. It is alsg\lithat whilst real wage restraint in
Germany played a role in boosting net exportsyitker effects on aggregate demand in a
large fairly closed economy reinforced the weaknefssonsumption by keeping real
income growth low (European Commission, 2006, @, 28ornet al, 2008). Country
economic performance may be affected for quitetlgngeriods through the aggregate
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demand mechanisms described above. To the exi@nthébse patterns are sustained by
the build-up of underlying imbalances (e.g. a hoggrice bubble supporting a rate of
household savings that is lower than the long-ragmildrium or an unsustainable
deterioration of the current account), reversal aikntually take place.

A widely cited study published by the European Cassion (2002) argued that two-

thirds of the shortfall in German growth relativethe rest of the EU in the 1995-2001
period was attributable to aggregate demand shasgsciated with the after-effects of
unification. The remainder was ‘unexplained’ anttilagited to structural weaknesses in
the labour market. A more recent Commission maagkixercise (of eurozone countries)
using a simulated dynamic stochastic general dxjiuiin model, reported that ad hoc
demand shocks had to be introduced to match the fdatGermany in the post 2000

period. The authors note that ‘no particular shisclgiven to the labour market. The

demand shocks, especially housing and corporagsiment are sufficient to generate a
decline in the employment rate of the same ordenagnitude as observed in the data’
(European Commission, 2006, p. 203). Although lmftthese studies emphasize the role
of aggregate demand, the associated policy dismussiesses the importance of further
conventional supply-side reforms. In the next sgctive suggest possible explanations
for the absence of activist macroeconomic poliggnvention in Germany.

3. Political economic puzzles

Stabilizing macroeconomic policy and coordinatedrexny institutions

If private sector demand shocks were an importamirce of the difference in
macroeconomic performance between Germany and kheHeé question remains as to
why stabilizing policy was not implemented in GenyaMacroeconomic policy was
activist and stabilizing in the UK — making use lodth monetary and fiscal policy
instruments to sustain non-inflationary growth. &yntrast in Germany from 1999, the
ECB could react only partially to below target Gaminflation. Moreover, since
inflation in Germany was below the eurozone averdgermany faced a higher real
interest rate during a period of growth below theogone average. This places more
weight on the role of fiscal policy. Although attptimg to meet the 3% deficit limit of
the Stability and Growth Pact imparted a pro-cylimpact to fiscal policy exacerbated
by the weakness of GDP growth, we argue in thii@ethat fiscal activism in Germany
may have been constrained for domestic politicanemy reasons — by the need to
sustain incentives for wage restraint by the lakgge-setters and by the exigencies of
coalition government.

There is some evidence that countries divide imtugs according to whether activist
stabilizing fiscal policy is observed (e.g. OECDoRomic Outlook 79, 2006, p.32). The
OECD reports that countercyclical fiscal policyolsserved in the ‘other OECD’ group,
which includes the Anglo-American economies, anthe small Nordic economies with
consensual wage-setting institutions. It is abserthe big continental economies with
large but non-encompassing wage-setters. A studythef cyclicality of public

consumption and its components for six OECD coestand the eurozone found that
Germany showed the strongest pro-cyclical behawaadrthat this was more pronounced
for the series capturing policy-induced dynamican(o et al, 2007). Similar but less
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pronounced pro-cyclicality was found for Italy, $pand France. More mixed results
and some evidence of counter-cyclicality was fotordthe UK, US, Sweden, Denmark
and Japan.

From a political economy point of view there areotustitutional situations that may
lead to the creation of a conservative frameworktlie operation of fiscal policy ruling
out the possibility of the use of discretionarycéik policy (except perhaps in extreme
circumstances, as eventually in Japan). The fitaaton is where there are a limited
number of powerful wage bargainers who set theafiih rate and de facto the real
exchange rate; we shall refer to this as the Shaase. These powerful unions, usually
in industrial sectors but also in the public sectioemselves represent a spectrum ranging
from core highly skilled members in no danger alihg their jobs even with sizeable real
wage increases to more substitutable employee®re marginally profitable companies
or industries. If we assume these unions were gqatilependently (only partly true), and
that the government was pursuing a discretionagafi policy to respond to increased
unemployment, then each union is big enough toebelithat an increase in
unemployment as a result of its own actions wilde¢o some offsetting response by the
government of the order of 1/N. By abandoning disonary fiscal policy and therefore
removing this possibility, the government sharptiesincentives for wage moderatidh.

This analysis appears relevant to Germany. Thedowation of wage bargaining that we
observe in Germany is an ex-post phenomenon reftetite understanding of the major
unions that any one of them is in a position tog&rious real wage increases and in turn
that this would put pressure on other unions tartoee aggressivésiven the fear of
sharp conservative responses to inflation thislés$o concerns across the major unions
and produced the outcome of coordinated restridimier EMU where the threat from the
Bundesbank to punish excessive wage settlementsioviesger present, the implication
is that tougher fiscal policy is required.

Note that the prospect of discretionary fiscal pphas no effect when labour markets are
flexible, or if there are a great many independsargaining units, since no wage-setter
believes that the tiny increase in unemploymentlteg) from its own wage bargain will
change government expenditure. So neither the UKtim@ US with flexible labour
markets should fear the effect of discretionargdispolicy. Equally, countries such as
the Nordic ones with encompassing wage bargair@rs;ountries in which all the
relevant wage bargainers sit around a table withgbvernment and make a binding
wage contract should be happy to conduct a fleXistl policy. In each of the latter
cases, the macroeconomic implications of the waggain are internalized in the wage-
setting process itself. By contrast in the Gern@am{ore generally, small-N case) where
behaviour is non-cooperative, coordinated wageaiestis elicited by the presence of a
non-accommodating macroeconomic framework. Thesifleation (e.g. by the OECD)
of Nordic countries and Germany as ‘high corpomatisr ‘high coordination’ reflects
two distinct sets of institutions, only the lattef which requires associated non-
discretionary fiscal policy.

Second, the structure of governments may affect itleentives for running a
discretionary fiscal policy (Hallerbergt al, 2001). The basic argument is this: coalition

12 Analogous results hold for monetary policy, seske and Iversen (2000).

22



government leads to a common pool problem if irdilial ministries with presumably
different party preference functions can indepetigedecide on expenditure while
taxation is general. Expenditure will be too highihwcoalition government. Thus it will
be in the interest of all the members of the cmalito work out a binding contract
regarding how much each ministry (or party) shdaddallowed to spend. For the binding
contract to work there needs to be a tough fiseahéwork. This is likely to be at odds
with a discretionary approach since there is acggal agent problem: whichever agent
(say the Minister of Finance) is put in chargehd tliscretion will incite the concern of
the principal (the other coalition members) thatibeing used to the advantage of the
Finance Minister's party. Hence coalition governtserwill be nervous about
discretionary fiscal policy. Coalition versus siaglarty government is largely a product
of the electoral system. Majoritarian systems nyeadways produce single party
government; proportional representation systemshynedways produce coalitions (or,
what are de facto the same, minority governmentth \&greed support from other
parties).

Consensual political systems and the nature ofrnefo

We noted earlier that coordinated economies hamsearsus political systems. They are
characterised by proportional representation, goaligovernment, strong opposition
committee rights and representative parties in kvipclicy positions get negotiated out
between different interests within the party. Thliferent groups are well-entrenched
politically in these systems, and it takes somefhike super majorities to bring about
major changes in thenroits acquis These systems also normally produce centre-left
coalitions — put crudely because centre partiedoapetter allying with left or centre-left
parties and taking resources from higher incomemggdhan they can allying with right
of centre parties and taking resources from lowonne groups (lversen and Soskice,
2006a). So in principle low income groups are wefiresented politically in coordinated
economies, both because of the general protectitre@olitical system against arbitrary
or rapid change and because of the particular gaarticolour of governments. The
contrast with the lack of protection that the podt system in the UK gives to low
income groups is marked: a preponderance of ceigine-governments, a leadership-
dominated Labour Party necessarily focussed on ihiddle classes and its
preoccupations — toughness on crime and good edaocttr their children — to win
plurality elections, and the almost complete absesfqpower of the opposition or other
groups in parliament.

Given the features of consensus political systeitnsemains to be explained how
orthodox labour market and welfare state reforna thiden the income distribution
gained political support in Germany and why altéugareforms along Nordic lines were
not adopted. For example, the German authoritiels ndit develop a serious, quasi
compulsory cross-sectoral retraining programme rtavide the skills for those made
redundant in industry (typically the less skilled)be reemployed in services. Part of the
explanation rests on the fact that unions and eyepl@associations in Germany are
sectorally based and the powerful industry orgdiusa have little incentive to invest in
retraining for services. Lower income groups owsiddustry have limited union
representation, and thus there has been less preksudevoting resources to their
adequate retraining. By contrast in Scandinavia Bimdand, there is more effective
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cooperation within the union movement across sscfdor did German policy-makers
reform the education system, where children ararségd into three different schooling
tracks at a young age. This makes the acquisiti@odal skills, including the ability to
communicate easily across classes, harder to a&cquibsequently. In Scandinavia,
students are at common secondary schools and whaeking occurs, it is much later (at
age 16 rather than at 10 in Germany). As noteckcti® 1, another Nordic reform route
not taken in Germany relates to the reduction éenabsts for women of moving between
working at home and in the market. Among coorditiadgstems, across all of these
dimensions, Germany is a thus a more fragmentedtgdban those in Scandinavia and
Finland.

The German political system fits the consensusriggsm well, but it is exceptional
among such systems in not having above averageedefit governments in the post
second world war period. Manow and van Kersbergeslae this by arguing that a
major Christian Democratic party with a strong abaving to counterbalance the
interests of business has been more attractive itlen class voters than social
democracy (Manow and van Kersbergen, 2007). Tleeasts of low income groups were
therefore represented in the social wing of the CBdJindeed in the CSU, as well as in
the Social Democratic party. Thus the political mag embrace flexible labour markets
by weakening protective labour market institutioequired an alliance shift that would,
in effect, produce a super-majority that excludedv lincome workers and the
unemployed.

Two broad sets of factors made this easier thawotld have been in the Nordic
countries: the relative fragmentation of unions &hd nature of German political
partisanship. Unions in Germany were divided boithivw and among themselves: works
councils representing skilled workers had everergst in flexible low level service
labour markets (even if not expressed openly) sihdenplied cheaper services and
therefore increased the real income for their memland it implied that their members
would bear less of the cost of prolonged unemploymenions directly representing low
level service sector workers had much less weigd the major industrial unions; and
the major industrial unions were split between ititerests of powerful works councils
and their own interest in catering for and protegtiower income workers in industry.
And, pace Manow and van Kersbergen, faced with this majanemic/distributional
crisis, middle class voters in Germany were nohpddowards a centre-left solution that
protected low income workers and the (typically Iekilled) unemployed, because
Christian democracy was weighted towards the cesmick thus potentially offered an
alternative solution; this pushed the SPD equallyards the centre if it was to compete
with the CDU, and the fragmentation within and asr¢he unions made this possible.
The coalitional realignment was sealed by the fnawg of the left of the SPD and the
formation of the Left Party.

There is of course a question as to whether thisislpolitical coalitions — the fracturing

of social democracy and the similar displacemerthefinfluence of the social wing of
Christian democracy — is permanent or a temporang@quence of the lengthy period of
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poor macro-economic performance. Strong forcesimvitoth major political groupings
are contesting this general shift in policy.

4. Conclusions

Although the central institutions associated witleri@any’s coordinated economy
(vocational training, blockholder ownership, cotlee bargaining and codetermination)
are still in place, their functioning is more flele and less encompassing than it was
earlier. In particular, two major and partiallyatdd changes are noticeable.

First, companies and their employees are lessasditt than they were in relation to the
wider organised business community and industryons)i they are more company-
centred, or in Wolfgang Streeck’'s phrase ‘betrigbggtisch’. As Thelen (2007) has
pointed out, this shift is reshaping the operatbrthe vocational training system. And,
while corporate governance remains based on bloaieboldings and capable of taking
a long term perspective, financial globalizations haad an influence, with the
concomitant rise of foreign — typically minority share-holders. Thus our analysis has
suggested that the advanced sectors of the Gergmomy have restructured using
private sector coordinating institutions, which feg from inconsistent with the co-
alignment of management and employee interests tiwéHong-term profitability of the
company. In these respects, we may be seeingtarsthe balance of power, common to
all coordinated economies, away from encompassaigpur organizations toward
coordinated company- and sector-based coalitioskeuliby financial globalization.

Second, as far as the bottom end of the labour ehdask concerned, Germany has
developed somewhat differently from most other dowted economies. Here there has
been a conscious effort by the German governmenteate a flexible market for low
skilled workers in an effort to cope with risingamployment among this group. While
flexible labour markets exist to some extent atitb#om end of most countries classified
as coordinated economies, the phenomenon is epenaked in Germany (Rueda and
King, 2008). This is reflected in a worsening oé tincome distribution and growing
incidence of low-wage work. While inequality has nreached American or British levels
our analysis suggests that care is needed in fyiexgti coordinated economies with
egalitarian outcomes.

What has caused this development? A major poitttisfpaper is that one cannot analyse
structural change in economies without bringingriacroeconomics. Macroeconomics
was central to comparative political economy in #9&0s and 1980s: it was essential in
the analysis of the OPEC and other deflationaryclshoof the 1970s, with sharp
distinctions between corporatist and other econsnmethe nature of macroeconomic
responses. Given the variety of macroeconomic shoekr the past decade and a half —
from country-specific shocks such as German urificaand its aftermath, and house-
price based consumer booms, to the differentiahtgumpact of the formation of the
eurozone and of the growth of the emerging econr®misomewhat paradoxically, the
macroeconomic dimension has dropped out of the eoamtipe political economy
repertoire (Iversen & Soskice, 2006b).
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Our argument suggests that macroeconomic factaessegla key role in accounting for
the differential impact of macroeconomic shocksloe Germany economy as compared
with other coordinated economies. First, unlikeeothoordinated economies (with the
notable exception of Japan), Germany is large. Wagkaint is therefore likely to have
exacerbated the weakness of German aggregate demitinthe adverse effect of real
wage cuts on consumer spending offsetting its i@akeffect via the external balance.
Second, faced by a small number of powerful wagerse the German fiscal authorities
adopted a conservative rather than a discretioisogl stance. The government was not
basically open to deals with unions over expendipmogrammes. This contrasts not only
with the discretionary fiscal stance adopted byri# market economies with flexible
labour markets such as the US and the UK (asriditedd in Section 2) but also witthter
alia Nordic countries with encompassing wage settingregements for whom ‘semi-
committed’ collective understandings with the umiowere easier. The outcome
(reinforced by the Stability and Growth Pact) was-pyclical fiscal policy in contrast
with its counter-cyclical impact in the liberal aNdrdic economies.

Thus initial negative shocks were magnified in ondoth of two ways differently from
other coordinated economies: wage restraint aredlifne shock rather than dampening
it; and fiscal policy tightened in order to holdvdo the deficit in public spending rather
than allowing automatic stabilisers to work fullg. addition precautionary savings were
built up at least in part in response to the cameebout cutbacks in the welfare state
generated by government policy. Germany had to fagerolonged period of high
unemployment and depressed growth with the assalciatavy costs on the budget.

The analysis presented in this paper suggests Geamany remains a coordinated
economy but, enabled by the reconfiguration ofuhderlying political coalition, a less

egalitarian one. This has resulted from the conmbingpact of the restructuring carried
out by firms in conjunction with the institution$ the coordinated economy in the core
economy, the supply-side reforms introduced bygteernment, and the long period of
depressed growth. The conventional analysis of @ermperformance and reforms
assumes that generic labour market reforms can lmmlpeneficial and that barriers to
their more rapid implementation are the consequericeested interests or a lack of
resolve of politicians. By contrast, our argumemggests firstly, that reform design in
Germany is complicated by the continuing importafme its dynamism of the core

sectors of the economy that rely on ‘non-standarstitutions and second, that political
opposition to reforms that weaken protective labmarket institutions is less important
than often assumed.
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