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Abstract

Labour market developments have Germany undergone two shocks: German reunification in
the early 1990s, and the Hartz reforms in the early 2000s. They separated the German
labour market into the traditional rather corporatist labour market segment, characterised
by a high degree of coordination, and a new, less regulated labour market segment. The
latter is characterised by low wages and precarious working conditions. A precariat living
under conditions of high uncertainty developed. All these developments are mainly the
result of legal changes in Germany — changes which, with respect to employment creation,

were unneeded.
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1. Introduction

After World War Il, Germany became known as the role model of a social market
economy. The concept of a social market economy was developed by Alfred Miiller-Armack
(1947) and Walter Eucken (1948), among others. Its origin can be found in a version of
liberal thinking, the so-called ordoliberalism or social liberalism, which understood itself as
an alternative to the Anglo-Saxon type of liberalism and capitalism in general. The social
market economy was deeply rooted in the conservative Christian Democratic Party (CDU)
which was able to appoint the head of government from the foundation of the Federal
Republic of Germany (FRG) in 1949 until 1969 when the Social Democratic Party (SPD) was
able to appoint the chancellor for the first time after World War 1l. The SPD itself had
introduced the idea of the social market economy in its 1959 party programme. This shows
that the idea of the social market economy in Germany was embedded in both the major

political streams.

In substance, the social market economy presented a compromise between capital and
labour after the disaster of fascism and the influence of the New Deal in the United States. It
combined free markets with the idea of the welfare state and a strong voice of labour in the
development of big companies and of the country as a whole. The German model
established after World War Il, also named “Rhine Capital” (Albert 1993), remained stable
until the crisis in the 1970s and started to transform slowly without changing its
fundamentals. However, two “shocks” led to a partial erosion of the model established in
the 1950s. First, the German unification in 1990 and its effects, and second, the labour
market reforms in the 2000s. It is the aim of this contribution to show and explain the

changes in the German labour market as part of the overall German model.

After describing the traditional co-determination and wage bargaining model in Germany
from the 1950s to the 1980s in section two, the third section discusses two major shocks to
the German labour market: the German reunification in 1990 and the so-called Hartz labour
market reforms in the 2000s. Section four, five and six discuss the three major effects of the
changes in the labour market, the erosion of the wage bargaining system, the development
of a large low-wage sector, and the increasing number of precarious jobs. The last section

draws conclusions.



2. The traditional German model after World War ||

There is a certain degree of workers co-determination in German companies. The co-
determination system consists of works councils and workers’ representatives in the

supervisory board of big stock companies and other corporate enterprises.

Works councils represent employees of a company and can by law be elected if a firm
has five or more employees. With the size of the company the number of works councils
increases; in big companies there are full time works councils. Most works councils are union
members, but also non-union members can be elected. Works councils have the right of co-
determination in areas like daily working time, overtime, performance-based pay and
bonuses or leave schedules; they have the right of consultation, for example in human
resource management issues, such as cases of dismissals; and they have information rights
in all important developments of the company and management decisions (Gerlach and
Meyer 2010). In 2017, 85 percent of firms with more than 500 employees had work councils,

while for firms with less than 50 employees, this was only 9 percent (Ellguth 2018). *

In German corporate enterprises with more than 2000 employees the board of managing
directors is appointed by the supervisory board. In the supervisory board 50 percent of
members are elected by the owners and 50 percent by the employees including trade union
representatives from outside the company. The supervisory board appoints an additional
member as a chairperson; in case of a standoff the chairperson is appointed only by the
representatives of the owners. In the metal sector a labour director as equal member of the
group of managing directors cannot be appointed against the will of the majority of the

employee representatives in the supervisory board.

In spite of some attacks, the German co-determination model did not experience major
legal changes and is still in place. Its establishment after World War Il indicates the extent to
which capital was weakened and all relevant political streams in Germany wanted to

strengthen democracy in firms and create a regulated type of capitalism.

Let us come to trade unions. German trade unions are organized on a sectoral level and
jointly form the German Trade Union Federation. As a rule, sectoral unions organize all

employees in a sector. However, during the last decades some professions created own

'1n 1993 51 percent of employees in West Germany worked in firms with work councils. This percentage
shrank to 40 percent in 2017. In East Germany in 1996 43 percent of employees worked in firms with work
councils. In 2017 it was only 30 percent (Ellguth 2018).



unions and tried to get better conditions for their members than the sectoral unions. The
best example is the Trade Union of German Train Drivers which started independent
bargaining processes shortly after the German reunification. But also trade unions of other

professions like doctors or pilots became more powerful.

After World War I, employers established powerful associations. They are also organized
on a sectoral level, for example the Federation of German Employers' Associations in the
Metal and Electrical Engineering Industries (ME Metall). The head organization is the

Confederation of German Employers' Associations.

Wage bargaining took and still takes place on a sectoral level between employers’
associations and trade unions. In almost all years the wage round starts in the metal industry
in the German state of Baden-Wirttemberg, an important hub for the German car industry.
The outcome of the negotiations between the ME Metall and the IG Metal, the biggest
German union, has a strong signalling effect for the whole metal industry in Germany, as
well as for all other industries. This means Germany is characterized by pattern bargaining
starting on a sectoral level, usually in the metal industry. National wage bargaining, which
used to partly exist in Austria or Sweden for example, never took place in Germany. Firm
level bargaining played no role either. There are some exceptions, such as Volkswagen’s firm

level wage contract, but these also follow the logic of pattern bargaining.

In many countries changes to minimum wages give an orientation for wage development
(Caju 2008). In Germany statutory minimum wages were only introduced in 2015. This
underlines the importance of the wage bargaining process between unions and employers’

association and pattern bargaining in Germany.

Formally negotiated sectoral wages are only binding for companies belonging to
employers’ associations, and trade union members working in companies which joined
employers’ associations. There is no legal obligation of firms to join employers’ association,
as for example in Austria.’ Legal extension mechanisms of sectoral bargaining to all
companies in a sector, which are very common in France, are theoretically possible but
judicially difficult to achieve and are almost never used in Germany. Despite the lack of legal

mechanisms, the collective bargaining coverage of employees was high: collective bargaining

® Firms are obliged to join chambers of commerce. These do not negotiate wages.



coverage in West Germany was 85 percent between 1960 and 1990 (OECD 2018a).? In the
decades after World War 1l employees were directly or indirectly covered by collective
bargaining. Two mechanisms were responsible for the second effect. First, firms which
belonged to employers’ organizations paid negotiated wages more or less automatically also
to non-union members. The motivation was to prevent non-unionized employees in these
firms from joining unions. Second, a large part of the firms which did not belong to
employers’ associations voluntarily followed negotiated wages. It was a kind of unwritten
law that firms would follow the negotiated wage development. Despite a lack of formal
mechanisms, the German wage bargaining system in the decades after World War Il was to a

large extent coordinated (Soskice 1990).

Lars Calmfors and John Driffill (1988) argued that wage bargaining on both firm and
national levels lead to moderate wage increases, as firm level negotiations must consider the
competitive position of the firm, and on a national level through the macroeconomic effects
of wage increases. In the latter case competitiveness and employment must be considered,
especially the effects of wage increases on inflation. Wage bargaining systems in the middle
were considered to lead to destabilizing wage increases, for example in Great Britain in the
1970s. David Soskice (1990) correctly argues that Germany in spite of sectoral bargaining
very much belongs to the group of countries in which macroeconomic considerations plays a

role in the strategies of unions and employers’ organizations.

Immediately after the foundation of the Federal Republic productivity-oriented wage
development became very popular in German trade unions. This idea was pushed by Viktor
Agartz (1953), who was director of the trade union-ran Institute of Economic and Social
Research from 1948 to 1955. According to this proposal macroeconomic productivity
development should become the guideline for wage demands in all sectors and firms.
Nominal wage increases in line with macroeconomic productivity developments are indeed
of great importance for overall economic stability. The idea that wages should at least
increase according to macroeconomic productivity increases plus a compensation for the
expected inflation trend thus became very popular in Germany. This rule became known as
the Meinhold-formula, named after Helmut Meinhold (1965), the arbitrator in wage

bargaining conflicts in the metal industry during the early 1960s.

* Other estimation came from the 1960s until 1990 to 90 percent collective bargaining coverage in Germany
(Ochel 2001).



The IG Metal has followed macroeconomic considerations in its wage policy since. As the
wage rounds usually started in the metal industry it was clear that wage bargaining in this
sector was of key importance. All key unions and employers’ associations implicitly
influenced the negotiations in the metal sector. In addition, the IG Metal always cared about
the competitiveness of the German metal industry for employment reasons, for example in

the car industry which is very important in the German economy.

Finally, the German central bank — the Bundesbank — was a tacit third partner in wage
negotiations. Too high wage increases, which lead to an inflation rate above the norm of the
Bundesbank, were feared to cause restrictive monetary policy. This was not a theoretical
fear; the Bundesbank never hesitated to create a so-called stabilization crisis with
unemployment when wage increases were too high (Soskice 1990). The Meinhold-formula
can lead to an inflationary wage price spiral, in the case of an external shock pushing up the
inflation rate and nominal wage demands. However, the fear of anti-inflationary monetary
policy largely prevented this. This shows an important conclusion for a desirable wage
development: To make nominal wage development anchored to the price level, nominal
wage levels should increase according to medium-term productivity developments plus the
implicit or explicit target inflation rate of the central bank (Herr 2009). Wage development in
Germany typically followed this rule, however not always. For example, in 1974 this rule was
violated when (as an exception) the public sector started the wage round and negotiated a
wage increase of 11 percent. Days later, the Bundesbank increased interest rates and
triggered a sharp recession which added to the problems following the oil-price shock in

1973 (Scharpf 1987).

The structure of co-determination and wage bargaining analysed in this section was only
moderately modified in the 1970s and 1980s. Pattern bargaining characterised wage
determination and the resulting high level of coordination held wage dispersion on a low
level. But with the German reunification and the Hartz reforms the landscape changed

drastically.



3. Two shocks: German reunification in 1990 and the Hartz reforms in
early 2000s

a. German reunification in the early 1990s

Shortly after the introduction of the D-Mark in East Germany, East and West Germany
finally got reunified on October 3" of 1990, after forty-one years of separation. At the time
of reunification, the Federal Republic of Germany had 63.7 million residents, and the
German Democratic Republic (GDR) 16 million (German Statistical Federal Office 2018c). In
1989 East German labour market participation was 90.9 percent for women and 93.3
percent for men, compared to 54.6 percent for women and 78.4 percent for men in West
Germany in 1991 (Pierenkemper 2006). In 2016 labour market participation rates in East
Germany were 72.1 percent of women and 76.1 for men; in West Germany the fugures (for
the same year) were 70.3 percent and 78.5 percent respectively (WSI 2018). The
transformation from a command economy to a market economy was an extraordinary

challenge for both parts of Germany.

In the GDR unemployment almost did not exist. There, working was seen as an obligation
of honour. Increasing emigration to West Germany led to a lack of labour supply. The
reunification and the beginning of the reconstruction of East Germany resulted in a short but
strong cyclical upturn for West Germany, with decreasing unemployment and increasing
inflation rates. Mainly due to restrictive monetary policy Germany in fell into a recession in
1993 and could only realise moderate GDP growth rates the following years. In East
Germany unemployment exploded due to massive deindustrialisation. Compared with 1988
over 80 percent of employment in the industrial sector was lost and did not recover. This
reduction has been much bigger than in countries like Poland or Hungary. Until today there
is a lack of big companies and almost no headquarters of internationally relevant firms in in
East Germany (Pohlmann 2005). In November 1989 in East German employment was at 9.3
million; by November 1991 this number shrank to 6.7 million (Bielenski et al. 1992). Due to a
lower productivity level in East compared to West Germany, lack of sales canals and
unfashionable brand names, most of the Eastern German industry had no chance in a
monetary union with West Germany. The relatively quick privatisation of East German firms
— mainly to West German firms in the same industry — prevented the development of large

firms in East Germany.



Looking at the long-term development of unemployment rates (see Figure 1) it becomes
clear that the West German miracle in the 1950s and 1960s brought unemployment down
quickly. But starting in the 1970s unemployment rates sharply increased in every cyclical
downturn and could not be reduced to old levels in the following upswing. After German
reunification in 1990 unemployment rates increased further to over 12 percent for the
whole of Germany. Also, in West Germany unemployment rates jumped over 10 percent,
and in East Germany by over 20 percent. What West and East Germany had in common was
that low-skilled workers, older employees, and women were more at risk to become
unemployed. Long-term unemployment continues to be an issue in both parts of Germany.
But after the Great Recession in 2008/09 unemployment rates in both parts of Germany
decreased sharply and fell in 2018 to a level for whole Germany around 3.5 percent. Since
2008 unemployment of women is below the rate of men in both East and West Germany

(Ruoff 2016).

Figure 1: Unemployment rates in East and West Germany from 1950 to 2017
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Source: German Federal Statistical Office (2018a), Tables 1.1 and 2.2.1.



Figure 2 shows real GDP growth rates in Germany have a long-term decreasing trend. In
the 2000s until the Great Recession German growth performance compared to other
countries in the European Monetary Union (EMU), founded in 1999, was one of the poorest.
Then in 2009 the Great Recession hit Germany hard. Germany recovered quickly, but only
achieved low GDP growth rates in 2012 and 2013. Then growth recovered to relatively good
values. However, compared to other EMU countries Germany became now one of the best

performing countries in the EMU (Herr 2017).

Figure 2: Real GDP growth rates in Germany 1950-2017, % change to the previous year,
adjusted for inflation, chained *
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Source: German Statistical Federal Office (2018b).



Labour productivity increased continuously with some cyclical variations. With 2010 equal to
100 the index value of real GDP per hour by persons in employment increased from 92.3 in
2001 to 107.6 in 2017 (German Statistical Federal Office 2018d). As a consequence of
relatively low real GDP growth and continuous increases in productivity, the working volume
did not change much. With 2010 equal to 100 the volume of annual total number of hours
worked in 2001 was 102.1. This remained more or less stable and only 2013 reached the
2001 level. Then the volume of hours worked increased to 107.9 (German Statistical Federal
Office 2018d). The question is: How is such a reduction of the unemployment rates possible
in spite of relatively low GDP growth rates? These figures suggest that working time per
employee dropped. Indeed annual working time per employee dropped substantially. In
2001 the annual average working time per employee was 1360 hours; this number dropped
to 1291 hours in 2017, more the 12 normal working days less per year (German Statistical

Federal Office 2018d).

This reduction of working time per employee does not show a kind of solidarity in the
form of cuts to general working time or extension of holidays. It reflects the development of
a sector of precarious employment which is characterized by part-time jobs and instable

employment.

An additional factor is the development of the labour force potential which is defined as
the sum of employed and unemployed persons and the hidden reserve and covers the age
span from 15 years to 74 years and gives more or less the maximum of the available labour
supply. The labour force potential in Germany increased from 43 million in 1990 to 45
million in 2007 and then started to stagnate until today. The reason is the aging of the
German population. Without the wave of migration of several million people the labour

force potential would have decreased (Fuchs et al. 2015).

b. Deregulation of the labour markets — the Hartz reforms under the
Red-Green-Coalition in the early 2000s

Since the mid-1990s, compared to other European countries, Germany performed

“poorly” in terms of GDP growth and unemployment rates and was considered the “sick

man” of Europe — an image which Germany adhered to until the Great Recession in 2009. In

the mainstream debate, Germany’s sluggish economic development was believed to be due

to overly rigid labour market regulations alongside an overly generous welfare state (Rinne
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and Zimmermann 2011: 3). This line of argument is controversial because a generous

welfare state reduces inequality.

Following this argument, the Red-Green coalition — under Chancellor Gerhard Schroder,
who came to power in 1998 — introduced four ambitious labour market reform packages
between 2003 and 2005. These were the so-called Hartz reforms®, through which the
concept of “challenge and promote” officially found its way into active labour market policy
in Germany (Caliendo and Steiner 2005). The Hartz reforms were very much influenced by
the policy of Toni Blair (Prime Minister of the United Kingdom from 1997 to 2007) which
together with Gerhard Schréder wrote “The Third Way” (Blair and Schroder 1999) which is a
synthesis of centre-right economic and centre-left social policies and marks a fundamental

change of social democratic parties towards more liberal economic and social ideas.

In Hartz | (for details of the reforms see Jacobi and Kluve 2007) the upper limit of duration
of temporary work (or labour leasing work) was lifted. Restrictions on fixed-term contracts
were eliminated and regulations of dismissals simplified. Exceptions from dismissal
protection were extended, especially for smaller companies. In addition, drastic cuts in
unemployment benefits were enacted, and the income of spouses played a bigger role in
their allocation. Sanctions were introduced like the reduction of benefits if unemployed
workers did not report their dismissal immediately. Finally, the organisational structure of
the employment agencies was reformed, allowing for a bigger role of private employment

services.

Central to Hartz Il and lll was the concept of the “rights and duties” of job seekers. One
example for the activation strategy is the so-called “Me Corporation” as a programme to
support the start of new micro firm. Mini-jobs as well as midi-jobs were extended which
implies that for these jobs no pension contributions have to be paid. In addition, it was
decided to pay wage subsidies to employers that hire workers who are considered difficult

to place. More sanctions were introduced if, e.g., the job seeker does not accept job offers.

Hartz IV fundamentally reformed unemployment benefits. Benefits used to be dependent

on the level social security contributions paid before becoming unemployed and were in

* Hartz reforms are named after Peter Hartz, a top human resource manager of Volkswagen. He was head of a
committee appointed in 2002 by Chancellor Gerhard Schréder from the SPD, who was the then-head
government.
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principle paid until retirement. Now such payments were paid for a maximum of one year.
With the unemployment benefit that is paid after one year of unemployment (the so-called
ALG 1), in 2018 a person who is single receives €416 per month (11.0 percent of average
wage and 27.8 percent of minimum wage) plus financial aid for health care and housing
(which can amount to several hundred euros). Under ALG II, children up to the age of six are
eligible to receive €240 per month (Bundesagentur fir Arbeit 2018). These payments are
based not on former earnings but on an inquiry of the needs of the individual. They fall
down to the level of social welfare benefits which are based on a basket of goods considered
to be the minimum a person needs in Germany. Benefits for ALG Il and social welfare
benefits are only paid if spouses have low income and assets of the unemployed are used to

a minimum. Hartz IV also saw further restructuring of the employment agency.

4. The erosion of the German wage bargaining model

The traditional German pattern bargaining system did not work in East Germany. Unions
and employers’ associations were too weak, and the institutional backing was insufficient as
to preserve the signalling effect of negotiated wages to non-unionised firms. In the large
majority of firms in East Germany wages became decoupled from the wage bargaining
system and even started to fall. This also had repercussions for the West German wage

bargaining model. A dual German labour market started to develop.

In 1991 the German Trade Unions Federation (DGB) got more than 4.1 million new
members from East Germany, making up 35 percent of overall DGB membership. The share
of women in the DGB rose from 24.4 percent in 1990 in West Germany to nearly 33 percent
in unified Germany. In 1992 union membership in East Germany started to shrink sharply. In
1995 the DGB had lost 40 percent of the new East German members. The extensive member
loss is linked to the deindustrialisation in East Germany after the reunification and rise of the
service sector in East Germany with traditionally low union density (Fichter 1997). Union
membership in West Germany also began to fall — moderately but continuously. Figure 3
shows that union density in Germany was stable around 35 percent until the early 1990s and
then started to decline to below 20 percent in 2014. Development in Germany followed the
general trend in OECD countries, where on average 30 percent of workers were members of

a union in 1985. By 2017 this number had dropped to 17 percent (Cazes et al. 2017).
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The general fall in trade union density has a number of reasons. First, sectors with
traditional high union density (especially manufacturing) were shrinking and in growing
sectors (especially the service sector) employees are more difficult to organise. Part of this
tendency is that many tasks in manufacturing firms were outsourced to non-unionised
sectors from cleaning to security services or to developing countries. Second, there have
been partly hostile policies against trade unions. Third, the neoliberal ideology which
dominated in many countries public discourse made it less attractive to join trade unions.
Last not least in many countries state-owned enterprises were privatised with the result of
union-hostile management, restructuring or decreasing employment (see Fitzenberger et al.

2011; Fichter (1997).

Figure 3: Union density in selected OECD member countries (union members in percent of
all employees), 1960-2014
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Source: OECD (2018a) and J. Visser, ICTWSS database (Institutional Characteristics of Trade
Unions, Wage Setting, State Intervention and Social Pacts, 1960-2010), version 3.0,
URL: https://stats.oecd.org/Index.aspx?DataSetCode=TUD#
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Collective wage bargaining coverage is an indicator showing the extent to which
employees are covered by collective bargaining outcomes. Before German unification
collective bargaining coverage was 85 or even 90 percent. In the old West German model
firms taking part in sectoral negotiations paid wages also to non-union employees. And most
firms including small firms not belonging to employers’ organisations would follow wage
negotiations in the sector which had a strong signalling effect. Collective bargaining coverage
started to erode in the 1990s (see Figure 4). Collective bargaining coverage in former West
Germany dropped from 70 percent in 1996 to 50 percent in 2017. Following unification,
collective bargaining coverage was consistently lower in the former GDR, and had dropped
to 32 percent by 2017. Looking at this indicator the German development fits to the
international trend. On average across OECD countries wage bargaining coverage shrank
from 45 percent in 1985 to 33 percent in 2013. However, Germany used to have very high
collective bargaining coverage comparable with Scandinavian countries which still have high

coverages (Cazes et al. 2017).

Figure 4: Collective bargaining coverage (percent of employees covered by collective
bargaining agreements in percent of all employees, 1996-2017
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Source: IAB-Betriebspanel 2018, URL: https://www.boeckler.de/wsi-tarifarchiv_2257.htm

There are several explanations for the erosion of wage bargaining coverage. First,

shrinking union density has a direct effect for wage bargaining coverage.
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Second, in Germany also employers’ organisations in charge of collective bargaining
massively lost members. There are no good statistics about how many employees are
covered by firms organised in employers’ organisations in Germany. But statistics about the
metal industry are available. In 1970 almost 80 percent of West German employees in the
metal industry worked in firms which belonged to employers’ organisations. In 1990 the
number decreased to 70 percent and in 2002 to around 60 percent. In East Germany
membership dropped form the early 1990s from above 60 percent below 20 percent of
employees working in firms belonging to employers’ organisations (Schnabel 2005).> In a
relatively new publication the OECD estimates that in Germany in 2005 overall around 60
percent of employees worked in firms belonging to employers’ organisations (OECD 2017).
These figures show that the establishment of the West German wage bargaining model in
East Germany largely failed and had negative consequences also wage bargaining in West

Germany.6

Third, in many countries and also in Germany governments did not sufficiently support a
high wage bargaining coverage. For example, during the last decades in Germany the
instrument of legal extension of sectoral wage bargaining outcomes, which was never
extensively used, lost further importance. In the early 1990s 5.4 percent of collective
bargaining agreements in Germany were legally extended, in 2012 the percentage shrank to
1.5 percent. The main reason for this is that the head organisations of employers’
organisations have a veto right to block extension and that this is more intensively used

(Bispinck and Schulten 2012).

Fourth, liberalisation and privatisation of public services also added to the erosion of

collective bargaining coverage (Brandt and Schulten 2008).

>To stop decreasing membership employers’ organisations allowed membership without wage negotiation
obligation. Such members are not allowed to decide in matters concerning wage bargaining but can benefit
from other services of employer organisation like training, information and lobbying. So-called “without-
bargaining memberships” increased from the mid-1990s substantially in Germany (Behrens and Helfen 2010).

®In the OECD more or less the same development can be observed. In 2013 the average employer
organisation density in the 26 OECD countries for which data is available was 51 percent (Cazes et al. 2017). But
it should be kept in mind that in many countries there is no sectoral bargaining and employer organisation in
these cases have different functions than for example in Germany (Caju 2008).
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5. The development of a low-wage sector and the need for a minimum
wage

What happened in Germany from the early 1990s onwards was the working of the market
process. An increasing number of employees were not protected directly or indirectly by
collective bargaining agreements, and at the same time a statutory minimum wage did not
exist. Unemployment which was especially high in the group of employees belonging to low-
wage earners led to relative or even absolute wage cuts. Wages in this sector decreased to a
large extent to the level of basic security payments which became a kind of soft and fussy

minimum of wages.

One major effect of the Hartz reforms has been a sharp increase of the low wage sector
(Herr 2002; Giannelli et al. 2016). This sector is defined as employees earning less than two
thirds of the median wage. In Germany the low-wage sector increased from 16.6 percent in
1995 to 24.1 percent in 2011. Then it stabilised at 22.7 percent in 2016. In East Germany the
level of the low-wage sector between 1996 and 2005 fluctuated between 36 percent and
40.6 percent. Low-skilled workers, women, young workers, employees with fixed-term
contracts and foreign employees are especially affected by low wages (Kalina and Weinkopf

2017).

In the European Union (EU) Germany belonged in 2014 to the group of countries with the
highest low-wage sector (22.5 percent). Only Estonia, Poland, Lithuania, Romania and Latvia
with the highest value of 25.5 percent had higher values. The smallest low-wage sectors in
2014 were found in Sweden (2.6 percent) followed by Belgium (3.8 percent), Finland (5.6
percent) and Denmark (8.6 percent) (Kalina and Weinkopf 2016).

There is no doubt the Hartz reforms severely reduced unemployment benefits, changed
income distribution, especially within the working class, and caused negative welfare effects

for the short- and long-term unemployed (Krebs and Scheffel 2013).

Wage dispersion in Germany increases substantially. Taking 1992 as 100 real wages of the
20 percent percentile of wage earners dropped until 2010 to a value of 98.2; median real
wages increased over the whole period to 100.6; the 80 percent percentile could increase
real wages to 102.5 (Felbermayr et al. 2005). According to the same study the erosion of the
wage coverage is the main factor to explain this development. During the last decades, the

real wage level for the majority of employees did not increase very much as most of the
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productivity gains only increased the wages of top earners and the profit share on income.
Wage dispersion in Germany mainly increased because of the growth of the low-wage
sector, a so-called collapsing floor, in comparison to the USA, where there is a greater

polarisation of the wage structure at the bottom and the top (Herr and Ruoff 2014).

It should not be a surprise that inequality in Germany increases substantially over the last
decades. The Gini coefficient for market income distribution increases in Germany from 0.35
to 0.43 in 2005, stagnating at this level but remaining above 0.4 until 2014 (the last available
data). The Gini coefficient for disposable income in 1990 was below 0.25 and increased to
above 3.9 in 2014 (Sachverstandigenrat 2018). The difference between market and
disposable Gini coefficient shows the extent of government redistribution policy via the tax
system, social security, welfare transfers, etc. Redistribution is relatively high in Germany.
Looking at the market Gini coefficient Germany belongs to one of the unequal countries in
the OECD; taking the disposable Gini coefficient Germany is close to the average of OECD
countries with a value of around 3.14 in 2014 (OECD 2018b).

The sharp increase of the segment in the German labour market which was not covered
by wage bargaining and the explosion of a low-wage sector made it unavoidable to
implement a statutory minimum wage in Germany in 2015. The German trade union
movement was at first in disagreement about the introduction of statutory minimum wages.
For example, the metal sector union was against the introduction of minimum wages with
the argument that trade unions could set a minimum via collective bargaining — as for
example in Austria, Denmark, Finland or Sweden were union density is very high or there are
other powerful mechanisms to extent collective bargaining. In contrast the public sector
union was pushing for statutory minimum wages. Eventually, the whole German trade union
movement campaigned for statutory minimum wages, which were introduced under the
grand CDU-SPD coalition at the beginning of 2015 at the value of €8.50, covering all sectors
and all employees. Exceptions are made for youth below 18 years old, certain internships,
apprentices, and for long-term unemployed in their first six months in employment. For
some sectors the introduction of minimum wages had substantial effects. For example, in
2014 the percentage of employees earning below 8.50 Euro was 69.6 percent in the taxi
sector, 51.5 percent in gastronomy, 40.1 percent in courier services, 33.2 percent in lodging,

32.0 percent in security services, 30.8 percent in bakery products sector, and 22.1 percent in
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the retail sector. In the metal, construction, machine building, finance, and public sectors

wages were already above €8.50 per hour (Mindestlohnkommission 2016: 42f.).

Compared with other countries in the EMU in early 2018, minimum wages in Germany
were 8.84 Euro7, 9.88 Euro in France, 9.68 Euro in the Netherlands, 9.55 Euro in Ireland and
9.47 Euro in Belgium. Minimum wages in countries like Spain, Portugal and Greece were
below 5 Euro. In comparison to the productivity level minimum wages in Germany are low.
Also, in comparison to median wages German minimum wages are not very high. The level
of minimum wage as share of median wages (the so-called Kaitz-Index) in 2016 was 0.46 in
Germany. In France, for example, it was 0.61, in Great Britain 0.49, in the USA 0.35 or in

Portugal 0.58 (OECD 2018b).

6. The development of a dual labour market

The Hartz reforms allowed the development of so-called atypical or precarious jobs, not
in an informal sector as in many developing countries, but within the existing legal
framework. Precarious working conditions also affected a group of employees with higher
income®, but the most affected employees were low-wage earners. Thus, the increasing low-
wage sector in Germany was also characterised by precarious working conditions as many
employees in this sector had fixed-term working contracts, worked part time, worked as
temporary workers, etc. In addition, legal loopholes were used to reconvert the employee
status in work contracts to freelance. For example, in slaughterhouses a large proportion of
the workforce operates on the basis of labour contracts without any social protection or
membership of social security systems. Last but not least, parts of the precarious jobs were
not covered by the German social security system, for example the pension system

(Oschmiansky 2007).

Figure 5 illustrates the development of atypical jobs in Germany since 1991 in millions.
The ordinate on the right side of the graph shows that the number of employees paying
social security contributions and are working more than 20 hours per week decreased
steadily but rose again since 2006. This reflects the relatively good economic development in

Germany after the Great Recession. But many of the new created jobs are in the normal low-

" From 1% of January 2019 until 31*" of December 2019 minimum wages will be 9.19 Euro, in 2020 it will be 9.35
Euro (DGB 2018).

® For example, in universities young lecturers in many cases work on the basis of fixed-term working contracts
which are renewed or on the basis of labour contracts of without any social protection.
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wage sector. The development of atypical employment such as mini-jobs, fixed-term
contracts and temporary work is shown on the left ordinate. Overall, these types of work
have been increasing continuously since the 1990s. The growth of atypical employment
shows a dual labour market developed not only in the field of wage bargaining, but also in
the field of precarious jobs. Eichhorst and Tobsch (2015) argue that this duality does not
undercut but complement regular employment and increasing atypical employment is not
necessarily precarious. However, it has to be seen that firms are able to use precarious jobs
because it became legally permitted to do so. Also, though a part of atypical employment

may not be precarious, a large part is.

Figure 5: Typical and atypical employment in Germany, 1991 - 2017
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Note: Atypical employment of workers between the age of 15 and 64, pupils, students,
apprentices, and soldiers are excluded. Regular employees are defined as working more than
20 hours per week and paying social security contributions (right ordinate). All other data
refers to the left ordinate.

Source: German Statistical Federal Office (2018a).
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The development of a low-wage labour market segment with precarious features had
repercussions for the traditional labour market segment. First, it stimulated outsourcing
from sectors which were covered by wage bargaining and paid relatively good wages to
sectors with low wages and/or precarious jobs. Second, competition from the low-wage
sector created pressure in sectors covered by wage bargaining to have a more flexible wage
policy. This pressure led to an increase of firm level collective agreements which until the
1980s existed almost nowhere. Such a development was made possible through so-called
opt-out clauses, negotiated on a sectoral level. Trade unions had to accept this as otherwise
even more companies would have left employer organisations or would have become
members without collective bargaining commitment. In 2017 in West Germany 8 percent of
employees are covered by specific firm level agreements, in East Germany this stands at 10

percent (Ellguth 2018).

According to a recent survey by the Hans-Bockler foundation, in Germany a precariat of
around 12 percent of the economically active population has developed. It exists under
conditions of high uncertainty, usually with low wages and non-regular jobs (Allmendinger et
al. 2018). The rise of popular right-wing political parties also in Germany must be understood

in regard to these developments.

7. Conclusion

Germany used to have a highly coordinated pattern bargaining system based on sectoral
wage negotiations usually starting in the metal sector. The signalling effect of the pattern
bargaining system was so strong that statutory minimum wages were not necessary. Even
firms not belonging to employers’ organisations would follow the general wage trend as a
kind of unwritten law. Precarious employment contracts were rare and to a large extent
forbidden by law. This system came under massive pressure after German reunification in
1990 and labour market deregulation in the early 2000s. The West German labour market
model could not be transferred to East Germany; the deregulation of labour markets under
the Hartz reforms allowed a great variety of precarious employment contracts. Looking at
income distribution Germany became more unequal, but still belongs to the group of

economies with average inequality in the OECD.

We can agree with the OECD’s view from 2004 that “an erosion of the German [wage

bargaining] model is already underway” (2004: 154). In a weakened form the old German
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wage bargaining system still exists in the core industrial sector and public sector. A dual
labour market developed in Germany with one segment covered by wage bargaining and
relatively stable and protected employment contracts and one sector with precarious

employment and low wages.

Several studies stress positive effects of the Hartz labour market reforms and the
development of a low-wage labour market segment with many precarious jobs. The
argument is that increasing flexibility of labour markets paid off before and during the
subprime-crisis in terms of declining unemployment, especially long-term unemployment
rates (see for example Jacoby and Kluve 2007; Rinne and Zimmermann 2011; Hifner and
Klein 2012). Arguments in favour of positive employment effects of the Hartz reforms are
explained by improved “matching efficiency” (Krebs and Scheffel 2013; Fahr and Sunde
2009), with an increasing number of low-wage jobs which were taken by the unemployed

(Krause and Uhlig 2011).

We disagree that more labour market flexibility substantially reduced unemployment
rates.’ There might be that the Hartz reforms improved the bureaucratic structures of the
employment agency and cut some unjustifiable high unemployment benefits, but it would
be misleading to explain German economic performance by the effects of the deregulation
of the labour market (Herr 2002; Hein and Truger 2014; Detzer et al. 2017: chapter 16).
Employment first of all depends on aggregate demand which determines output and
employment. Demand development in Germany before the Great Recession was poor and it
was only after 2005 that investment and consumption began to pick up. Sluggish
consumption demand can be attributed to the distributional effects and high uncertainty
created by the Hartz reforms. Investment demand also was poor. And before the Great
Recession in Germany there was no real estate bubble and no construction boom as in many
other countries. Further, fiscal policy did not substantially contribute to GDP growth.
German GDP growth much depended on export demand. After the Great Recession German
exports exploded, and a bubble in German real estate developed from 2015, leading to a
construction boom. These developments further stimulated consumption demand. All these

developments led to a moderate increase of the volume of hours worked in Germany. This

° To a small extent the fall of statistically measured unemployment rates was also caused by changing statistical
definitions of employed and unemployed. For example, the federal volunteer services
(Bundesfreiwilligendienst) with around 40 000 persons are treated as jobs subject to social security
contributions since 2014 (Frank and Grimm 2014: 12).
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implies that the increase of part-time and precarious jobs explain a large part of the

reduction of unemployment rates.

There is a link between Hartz reforms and export performance. The reforms led to a low-
wage sector mainly in the non-tradable sector, but this also reduced the costs in the tradable
sector as the latter outsourced many tasks to the low-wage sector. Also, the reforms
weakened the German trade unions and added to the very low wage increases also in the
sector covered by traditional wage bargaining. From the mid-1990s the inflation rate in
Germany became very low with even deflationary dangers after the Great Recession. The
low inflation rate in Germany reflects too low nominal wage increases which violated
macroeconomic needs.’® As in 1999 the EMU was established and other EMU countries
could not any longer depreciate against the D-Mark, stagnating wage development in
Germany increased German price competitiveness and added to high and increasing German

current account surpluses (Herr 2017).

Without government help the German wage bargaining model will further erode.
Statutory minimum wages introduced in 2015 have been preventing a further decoupling of
wages in the low-wage sector from general wage development, but it is likely that without
legal changes the sector without collective bargaining coverage and precarious jobs will
expand further in the long-term. Government interventions would be needed to re-establish
broad collective bargaining coverage. Widespread extension of collective bargaining
mechanisms or mandatory membership of firms in employers’ organisations for sectoral
wage negotiations would be suitable instruments to re-establish. Also, regulation of certain
working contracts would be needed, for example the limitation of contract labour and strict
regulation of “contract for work” labour, in order to reduce the precarious employment
sector. For a mature industrial country, reductions in working time are possible and
preferable. But this should be done in a solidary way, for example by increasing holidays or
cutting weekly working time for all, and not through a sharp increase of part-time jobs and

precarious self-employment.

1% Nominal unit-labour costs in Germany between the mid-1990s and the Great Recession remained almost at
the same level, reflecting that nominal wage increases were at the same level as productivity increases. A
macroeconomic stabilising wage development would follow the rule that the nominal wage level should
increase according to trend productivity increases plus the target inflation rate of the central bank. Then the
inflation target of the central bank would be supported by wage development. This rule was violated in
Germany (Herr 2009).
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