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PART I: GERMAN UNIFICATION BACKGROUND

INTRODUCTION

In April 1990 the East and West German governments reached an agreement for
economic, monetary, and social union (GEMSU). This accord meant that sweeping changes
would soon occur in East Germany, specifically the replacement of the existing command
economy by a market system. Since unification, East German companies have been unable to
operate profitably because of poor organization, high labor costs, outdated capital, and
insufficient consumer demand. Presently, the East German government keeps these unprofitable
businesses afloat by backing risky loans and stipulating that purchasers of formerly state-owned
companies meet certain employment and investment requirements. This government interference
in the market to support inefficient enterprises has not led to a more efficient allocation of
resources in East Germany. Although market distortions exist in East Germany, the agency must
consider closely whether its policies will lead to overall efficiency gains. In general, market forces
must be allowed to determine viable from unviable firms and employment patterns if the
government hopes to increase social welfare in East Germany.

The events surrounding German Unification form a helpful framework for analyzing the
Treuhandanstalt's privatization policies. Consequently, the first portion of the paper consists of

extensive background information on German Unification.

EAST GERMAN ECONOMIC BACKGROUND

CENTRAL PLANNING IN FAST GERMANY
Article 9 of the constitution of the GDR (German Democratic Republic) mandated the
prox;ision of a socialist planned economy in East Germany. The East German government

attempted to achieve this goal by regulating production, employment, investment, prices, money,

credit, and indirectly consumption. Past GDR governments have varied the relationship between
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banking system. If the housing sector is included, the government accumulated liabilities of
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approximately M 158 billion (57 percent of NMP). The government debt included bank financing
and construction investment since capital markets did not exist before unification. Furthermore,
state-owned companies accumulated large debts (94 percent of NMP) because profits had

served as supplementary government revenue. (Mayer and Thumann, p. 57)

Central Planning Inefficiencies

Although little reliable data exists, several factors suggest that the government distorted
the preunification economic situation in the GDR. The central planning system was ill-equipped
to cope with the external shocks of the 1970s, changing consumer preferences, and technological
advances. Also, the relative isolation of the GDR economy protected industry from competitive
pressures from foreign producers. High concentration of investment in technology-intensive
industries reduced the capital base in other important industries such as consumer durables and
public infrastructure. In addition, government interference in the labor market through strict
worker mobility and contract regulations caused further inefficiencies. Finally, reduced
standards of living for East German laborers damaged economic productivity by lowering worker
morale (Mayer and Thumann, p. 52).

The principal-agent problem partially explains the inefficiencies associated with the East
German socialist planning system. The problem occurs when a principal (A) has objectives
which can only be achieved by agents (B) because B either has better information or bears
immediate responsibility for the decisions. We might characterize A as the East German
government (which regulated East German state-owned firms) and B as the regulated industry.
Since the government and regulated industry may have different goals, a monitoring problem
results from the situation. The government may strive for a social benefit such as the
maximization of economic welfare, while the managers of the industry might strive for power,
prestige, or other goals. (Vickers and Yarrow, pp. 9-13; 25-35).

Although the principal-agent problem also occurs with privately owned firms, the

monitoring problem can be handled more easily. In contrast to public industries, private firms
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account surplus. In 1988, real GNP, the consumer price index, and real domestic demand
increased by 3.7 percent while unemployment hovered around eight percent (Lipschitz, p. 1).
Before November 1989, debate over whether capacity constraints in certain sectors of the
economy, despite moderate unemployment, might threaten price stability dominated the
domestic economic agenda. More specifically, order delays, widespread overtime employment,
and shortages of skilled labor suggested high levels of capacity utilization in the manufacturing
sector. In international economic affairs, West German leaders worried primarily about the
current account surplus and issues related to European economic integration (Mayer, McDonald

et al, pp. 21-22). The opening of the border between East and West Germany presented new

challenges to the West German economy.

ECONOMIC DEVELOPMENTS BETWEEN 1989 AND UNIFICATION

The opening of the East-West German border in November 1989 led to a mass
immigration of ethnic Germans from the GDR and other parts of Eastern Europe. In 1989,
immigration boosted the labor supply of West Germany by almost 700,000 people, including
377,000 ethnic Germans and 344,000 GDR citizens. Despite concerns that the West German
economy had little spare capacity remaining, real growth in 1989 exceeded expectations. Real
GNP increased by 4 percent in response to high levels of investment, capacity utilization, and
company resources. Some economists argue that the creation of 370,000 new jobs in the labor
market (when compared to the approximately 200,000 new jobs in both 1987 and 1988) suggests

that immigration and investment increased potential output growth (Lipschitz, p. 2).

Monetary Policy
The restrictive monetary policies of the East German government between 1989 and

unification reflected strong concern about inflation. After three years in which monetary growth

had overshot its target, in 1989 broad money (M3) increased by 4.75 percent in relation to a 5

percent target. The combined effect of the increase in German interest rates of 2.5% by the
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the deutsche mark against the U.S. dollar in 1989 (Lipschitz, p. 2).

Fiscal Policy

The West German government accompanied restrictive monetary policy with tight fiscal
policy. The budget deficit of the territorial authorities (federal, state, and municipal
governments; the Burden Equalization Fund; the European Recovery Program Fund; the accounts
of the European Community) decreased from 2.5 percent to 1.25 percent of GNP in 1989 while
general government accounts (including the social security system) had their first surplus since
1973. The government also enacted a tax reduction reform package which lowered gross taxes
and reduced tax preferences, having the net effect of increasing purchasing power by 1 percent of
GNP. In addition, authorities announced their intention of abolishing stock exchange and

company equity taxes (Lipschitz, p. 2).

ECONOMIC STRENGTHS AND WEAKNESSES UPON UNIFICATION

In general. the fiscal and monetary policies of the West German government between 1988
and 1990 provided a solid foundation for the unification of the FRG and GDR economies. West
German economic strengths included a national savings rate that exceeded national investment
by about 4 percent of GNP, reformed tax system, 1989 balanced government budget, low
inflation, and net foreign assets of approximately US $300 billion. Also, strong business profits
between 1982 and 1989, and liquid company reserves for investment placed West Germany in a
favorable position for unification. Despite these positive characteristics, the FRG economy
appeared very close to its full capacity. Specifically, economists debated whether a supply
response in West Germany would reduce pressure from the additional demand generated by
unification without increasing the rate of inflation. Although the provision of resources by other
foreign countries would diminish demand pressures, labor market and capacity constraint

flexibility remained important considerations (Lipschitz, p. 3).
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COMPARISONS BETWEEN EAST AND WEST GERMANY

PRODUCTIVITY

Productivity differences between East and West Germany have been difficult to determine

because of the lack of reliable data in East Germany. A study by the Deutsches Insitut fur

Wirtschaftsforschung (DIW) based on prices in the FRG, production data, and input-output
relationships published by East German officials reported that in 1983 East German productivity
in the industrial sector lagged behind that of West Germany by 50 percent. Another study by the

DIW determined that in East Germany three times as many workers as West Germany were

needed to generate a given amount of export revenue in convertible currency. These conclusions

have been debated, and a more recent study concluded that East German productivity was 40

percent of West German levels (Mayer and Thumann, p. 53).

Questionable data and outside factors limit the usefulness of productivity and other

efficiency estimates of the GDR- Measures of productivity, for instance, must take into account

differences in quality between East German and foreign products. In addition, export

comparisons bias results in favor of West Germany because the East German government sought

objectives other than maximizing revenue from exported goods such as economic self-sufficiency.

OWNERSHIP OF CONSUMER DURABLES

A comparison of ownership of consumer durables in East and West Germany illustrates

the difference between East and West standards of living. For example, roughly twice as many

West Germans as East Germans owned a car or television. A distorted price structure led to

inefficient allocation of consumer goods in East Germany as the government priced most basic

consumer goods below and “luxury" goods above competitive levels. The East German

government supported the artificially low prices of "necessities" through direct subsidies: in 1988

the government spent approximately M 50 billion (about 18.4 percent of NMP) on subsidies. The

following table offers price comparisons between East and West Germany in 1985:
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Product/Service Price in GDR Price in FRG GDR Pri
y i rice i
(in marks) (in deutsche mark) % of FRG Plxl'l}ce
Food/Beverages
Potatoes (Skg) 4.05
y 5.3
Beef 9.80 19 is s
White Wine 7.80 3 47 2
y 92
Textiles
Men's Jeans 135.00
Men's Leather Jackets 1,69.0.00 229980 53
. 653
Consumer Durables
Color Television 5
! ,650.
Refrigerator 1,432.% ;’6199;)00 3
I(’Iar (Lada Nova) 24,500.00 10,210.00 o
ocket Calculator 123.00 9.95 iz
A 1,236
Housing
Reni (2 BDR Apt) 75.00
Electricity (75 kwh) 75 2950 -
i 26

Source: Deutsche Bundesbank (Mayer and Thumann, p.63)

This data illustrates that purchasing power comparisons between the mark and deutsche
mark depend upon the chosen consumer basket. While the mark compares favorably to the
deutsche mark for buying certain items, the mark was only valid for transactions in East

Germr 1any ar d consumers hos y
C e from a limited amo n
) unt and value of gOOdS (Ma er and Thuma n,

UNIFICATION

POLITICAL BACKGROUND OF EAST GERMANY

Unhappiness with the political and economic system in East Germany led to government
oppression for many years. Influenced by perestroika in the Soviet Union and reforms in Poland
anfi I:iungary, opposition in the GDR became more visible and widespread in 1989. While some
voiced criticism by emigrating, other East Germans remained to protest the existing political and

economic situati i
c situation. Erich Honecker, the Secretary General of the Socialist Unity Party (SED) and

head of state, resigned in October 1989 in response to domestic pressure and lack of suppoxt
, gne P
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from Moscow. The government attempted to appease the protesters by opening borders to the
West on November 9, 1989.

Hans Modrow, a "progressive" communist, became Prime Minister of the new government
which took office in mid-November. Change in East Germany seemed inevitable, and on
November 28, Chancellor Helmut Kohl of West Germany announced a ten-point plan for

unification. His plan included the following elements:

oWest German humanitarian aid to East Germany.

eEstablishment of a DM 2.9 billion currency fund ( with West Germany
contributing DM 2.2 billion) enabling East German citizens, as of January 1, 1990,
to exchange marks for deutsche marks in order to travel to West Germany once a
year. The official exchange rate would be IDM=1 M for the first one hundred
marks and DMI=MS5 thereafter.

Creation of joint projects between East and West Germany aimed at reducing
pollution and modernizing East Germany.

eLinkage of East German governmental agencies to West Germany via
intergovernmental treaties after free elections had occurred in East Germany.

«Establishment of bureaucratic links from East to West Germany, eventually

leading to a FRG/GDR confederation in accordance with the Helsinki agreement
on human rights and European integration (Mayer and Thumann, p. 50).

The principle of German Unification eventually gained widespread support in East
Germany, especially after reports of corruption among former East German officials and the
dismantling of the Politburo and Central Committee of the SED in December 1989. East German
emigration influenced the West German offer and East German acceptance of unification. After
the East German government opened the border with West Germany on November 9, 1989, mass
emigration from East to West Germany resulted. An estimated 167,000 people emigrated to
West Germany between January and October 1989, while 177,000 more people emigrated

between November and December of 1989. The total emigration from East to West Germany in
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1989 of 344,000 people represented a huge increase from the 1988 emigration of 44,000 peopl
(Mayer and Thumann, pp. 49-50). The table on the following page summarizes the mont:ljr
migration between East and West Germany between 1989 and 1990.

The volatile political and economic situation became worse in January when emigration
reached a daily rate of 1,500 to 3,000 people. Prime Minister Modrow responded to domestic
unrest by incorporating into his government eight members of opposition groups and shifting
upcoming elections from May 6, 1990 to March 18, 1990. Revelations in early January 1990 that
Modrow's government had retained approximately three-fourths of the Stasi, the former East

G o
erman secret police, increased pressure on Modrow to hasten reforms (Mayer and Thumann, P
49). l
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party, which supported a rapid transition, meant that sweeping changes would occur swiftly.
Eastern Estimates Western Estimates ‘ Lothar de Maiziere, the new East German Prime Minister, accepted the main conditions for
Outflow —— oW Inflow Inflow hr:ﬂlg;(’) German economic, monetary, and social union (GEMSU) in April 1990. The GEMSU agreement
Month in 1989 in1989 in 1990 in 1990 i 1583 ' : became effective on July 1, 1990, and provided the framework for political union. Ratification of
_ 41,413 593 4,627 73,729 the Unification Treaty and arrangement of political union for October 3, 1990 by the East and
January - i B 151 5,008 63,893 West German governments took place in September (Mayer and Thumann, pp. 51-52).
Rebruaty _ 44,064 7 5,671 46,241 The Unification Treaty emphasized three broad themes which were to guide reform. First,
Marfh ~ 24,052 136 5,887 24,615 the GEMSU would be a process by which the GDR and FRG achieved full political union. Article
e - 13,940 265 10,642 19,217 23 specifies that the union would not be a merger of the different institutional systems of East
" - 13,616 437 12,428 10,689 and West Germany, but rather the incorporation of East Germany into West Germany. Second,
e _ 27,323 353 11,707 - the process of unification would be based on Ordnungspolitik, the unleashing of market forces
" _ 24,537 581 20,959 - within a coherent institutional and financial framework. Thirdly, the treaty stated that German
:::;\ber B ~ 18,150 688 33,255 - Unification should not reduce commitments to Europe, but should be viewed as a
_ = 57,024 - "contribution to European unification" (Lipschitz, p. 5).
October 34,308 61
ovenber . 6 _ _ 133,429 -
o 54,200 494 _ - 43,221 - MONETARY INTEGRATION

(a)-Eastern outflow data records people who reported their departure; eastern inflow

data records people who reported their arrival to the East Deutsche Mark-Mark Exchange Rate
(b)~Western inflow data records people who registered with authorities upon arrival in ot o e G s 0 CIF, 5 il 1990 Thldhermads
the West. " .
dat from Monatszahlen, December 1990. p.4 Western data are from became the official currency and the Deutsche Bundesbank became the sole monetary authority of
Sources : Eastern data are .

Bundesanstaity fur Arbeit (1991, table 5) (Akerlof et al., p43) the GDR Also, the German government instituted a new banking system in the GDR with

unconstrained capital flows and market determined interest rates. All labor contracts, wages,
UNIFICATION TREATY rents, and other recurrent payments were converted into deutsche marks at the rate M1=DM1.
Concern about the economic and political problems in East Germany led the West German Occupants of the GDR could exchange marks for deutsche marks at parity subject to the
government to offer economic and monetary union between the FRG and GDR in early February following constraints: 1) People under 14 years old could exchange up to 2000 marks at parity 2)
) —
1990. Questions regarding the appropriate speed for German economic apdl sonelary uriiAtg People between the ages of 14 and 58 could exchange up to 4000 marks at parity 3) People over
) ; i DU

i ion issues before the March election. The victory gk the e 59 could exchange up to 6000 marks at parity. All other domestic financial assets and liabilities
served as controversial campaig ge up parnty
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of the GDR could be exchanged at the rate M2=DM1. Finally, all other assets in marks which
nonresidents or institutions obtained before 1989 could be exchanged at the rate M2=DM1, while

assets procured after 1989 would be converted at M3=DMI (Lipschitz, p. 6).

Impact of Exchange Rate on East German Banking Sector

The varied exchange rates for East German assets and liabilities had several important
consequences for the banking sector, While the assets of the banking sector were converted at
an average exchange rate of approximately M2=Dl, bank liabilities were converted at a
lower rate. This resulted in a substantial decline of the net value of the banking system. The
government attempted to prop up East German banks by increasing assets and reducing
liabilities. First, the government freed the banks from liabilities resulting from the difference
between the official exchange rate and the commercial exchange rate on hard-currency trade.
Second, it decided to “balance the books" of the banking sector by issuing government paper
which accrued interest at the Frankfurt interbank offer rate (FIBOR). In light of the weak position
of East German banks, officials realized that the government would have to accept part of
enterprise debt and play a significant role in backing loans extended to weak institutions. This
policy seemed appropriate because much of the debt had been incurred through non-commercial

means, such as the chosen mark-deutsche mark exchange rate. (Lipschitz, p. 7).

Government Interference in Capital Markets

Before Unification, no coherent capital market for investment existed in East Germany
and few boundaries existed between the government, banking, and enterprise sectors. A

simplified example of the balance sheet of the GDR government might have included the

following liabilities and assets:
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Assets

Liabilities
Land
Social Infrastructure Currency held by individuals
Buildings ;ndi‘vidlgé bank deposits
Machinery and Equipment oreign Debt
Foreign E?(’Changg e Net Worth

Source: Lipschitz, p.4

Under such an economic system, lending from banks to companies or the government consisted of
an intergovernmental transfer of funds. Transactions reflected government policies rather than the
interplay of market forces. Economic unification necessitated the separation of the bankin.
sector from the government and the creation of a capital market. The Treaty led to thf
establishment of an independent banking system accountable for its debt and credit positions to
the former state-owned companies. The companies, reorganized and placed in the
Treuhandanstalt (Trust Fund), also were liable for debts owed to the banking sector before and
after unification (Lipschitz, p- 4.

The weak position of East German banks persuaded German officials that the government
and Western banks would have to play a temporary role in capital formation in East Germany.
West German banks have become involved through joint ventures with the State Bank and
independent operations. Officials decided that banks could not accurately assess the viability of
East German enterprises and authorized the Trust Fund to guarantee short-loans to the
companies. The Treuhandanstalt backed loans amounting to DM 10 billion between July and
September of 1990. This “temporary"” involvement of the Trust Fund in providing loans to East
German companies means that the government remains active in the banking sector and has yet

to establish an independent capital market (Lipschitz, p. 7).
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PRIVATIZATION AND THE TREUHANDANSTALT

Legislation and Formation of the Treuhandanstalt
The most challenging aspect of the economic reform consisted of the dismembering of the

State in East Germany, although few specifics can be found regarding privatization in the

Unification Treaty. Chapter I of the State Treaty stipulated that a free-market, competitive

economic system replace the central planning regime of the GDR. The State could now only

provide public goods and pursue a social market economy similar to that which existed in the

FRG. An amendment to the treaty did, however, deal more concretely with issues of ownership.

Before German Unification, the GDR had evolved into 2 predominantly state-run country.

By 1988, the state controlled nearly all industrial production, transportation, banks and

insurance companies while extensive private ownership prevailed only in the housing and retail

markets. GEMSU and ratification of the State Treaty led to philosophical and practical

ownership changes (Mayer and Thumann, p. 57).

Appendix IX to the State Treaty instructs the GDR to offer enough land for private

investment and to organize the assets of state-owned companies to include the land upon which

they are situated. Mayer and Thumann summarize four basic tents which the governments of the

FRG and GDR agreed would guide privatization policy:

Government in 1945-49 would not be

Expropriations by the Soviet Military
1d have the right to determine

reversed, although an all-German parliament cou
appropriate compensation.

state-administered land and real estate would in principle be

eExpropriated or
returned to the previous owners or their heirs. If land or real estate could not be

transferred , compensation would be paid.

oFirms expropriated after 1949 would, in principle, be returned to their original
owners. Those firms taken between 1949 and 1972 might be compensated in lieu
of receiving ownership rights.

oThe GDR authorities would establish an extra-budgetary fund to finance

compensation payments. Applications for the return of property should be
submitted within a period to be specified-no later than six months after GEMSU

(Mayer and Thumann, p. 57).
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Although this agreement provided a framework for privatizing state companies, unsettled
ownership issues still remained.

.The main legislative body of the GDR (Volkskammer) also passed privatization
legislation. State-owned  enterprises  were converted into joint-stock or limited liability
companies, and a public trust fund (Treuhandanstalt) to assume temporary ownership and
oversee the dismantling or privatization of state property was established. The Trust created
supervisory and management boards of directors for 8000 companies, a process that entailed
approximately 120,000 appointments (Akerlof et al, p. 65). The Treaty specified that the Prime
Minister of the GDR oversee the Treuhandanstalt, which would be headed by an executive board
of one president and four directors. East German government and parliament officials would
appoint a supervisory council to monitor the operations of the executive board. The Volkskammer

also directed the Treuhandanstalt to seek advice from management consulting firms in its

creation of economically sound privatization policies (Mayer and Thumann, p. 58)

Objectives of the Treuhandanstalt

The objective of the Treuhandanstalt is to maximize social welfare in former East
Germany, subject to legal, financial, and environmental constraints. This goal of maximum social
welfare guides the agency's decisions to privatize, restructure, or liquidate the 8000 state-owned

companies of former East Germany.

Evidence of Treuhandanstalt Intentions
T . ‘
he East German government considers the impact of several economic factors
mc.ludmg revenue, investment, and employment on both present and future economic welfare in
its privatization plan. The Treuhandanstalt seeks not only to increase current social welfare, but

also to develop an environment favorable to long-term economic growth. Jens Odewaid, a
"’

spokesman for the Treuhandanstalt, expressed this objective in an interview: "it is not the only
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goal to sell the firms as quickly as possible to the highest bidder. Instead, we also have to help to

Vi i " lof et al,
create iObS encourage investment, and let a sound economic structure develop (Akerlof ,
,

pp. 64-67).

Privatization Description

The privatization policies of the T;'euhandanstalt reflect its commitment to investment
and employment in East German companies. The agency often accepts a lower price (sometimes
even a negative price, after taking into account other costs incurred by the government) in return
for guarantees by the purchaser to save jobs and increase investment. The following contract

between the Treuhandanstalt and the buyer of an East German foundry exemplifies the

complexity of the negotiations:

i DM 20 million in [a
ill by the end of 1993 have invested at least )
;I\.le'l:vpf‘(:\rx‘;\h;:;]l: rrl\ paxyticular for the procu;:n;‘ent S;\/:izgxsx::llllfot;onl fofb ; i;reg:nrée:;
i 5 a further . If,
moulding plant, and by the end of 199 ; i e
inding orders for the investment o ,

lﬁii\;};zier::t?atybtl}?e 'lll:;'geuhand the difference between the value of such orders
and the DM 20 miilion (Economist 3-21-92).

A ar a [o] n i ha Ited from the
n tificial sc rcity f bankmpt East Germa companies S resu f
T ed investm lo Although the
reuhandanstalt’'s commitment to increas investment and emp! yment. g
TV i in i ings, an
P ivatization agency has only llquldated 6 percent of the compames in its holdi g ,

independent study concluded that as many as 70% of the Treuhandanstalt's firms are not viable

(Economist 3-21-92).

Constraints of the Treuhandanstalt

Three main sources form the financial constraint binding the decisions of the
T s ron it
Treuhandanstalt : 1) Capital income-proceeds from privatization; 2) Operating income fro
constituent companies; 3) A borrowing limit of DM 25 billion for 1990-1991 (Lipschitz, p. 7).

Environmental problems also hinder the Treuhandanstalt's ability to privatize companies

i alth,
in the trust. East German industry and agriculture do not meet Western environmental, he
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and safety requirements. High levels of sodium dioxide and nitrous oxide emissions,
contaminants in streams and rivers, and wastes in soil discourage Western firms from buying
Eastern companies. The government has attempted to resolve this problem by absolving
purchasers of liability stemming from past environmental damage (Akerlof et al, Pp- 66).

Legal issues regarding ownership claims have slowed the Treuhandanstalt's privatization
effort. The Trust does not have a clear legal right to all of the companies in its fund, as original
property holders can claim ownership of assets taken for religious or political reasons between
1933 and 1945 and of land expropriated during the Soviet occupation (Akerlof et al, p. 66)

In 1938, after sending his father to a Buchenwald concentration camp, German authorities
forced Heinz Stern at age 26 to sign a document transferring his family-owned flour mill to
another German. The Soviets later expropriated the mill from the new owner in their
nationalization campaign at the end of World War Two. If Mr. Stein accepts the property, he
must repay the $16,000 in war reparations that the West German government awarded him for
lost property during the war. While the original 1938 contract has been located and Heinz Stern
has a clear legal right to land, other ownership claims are more difficult to resolve because many
official documents are either lost or buried in the previously inaccessible East German archives
(John Tagliabue, New York Times, 2-3-91).

Although the Treuhandanstalt has the right to offer monetary compensation in lieu of
property, settling each dispute imposes high opportunity costs such as foregone privatization of
other companies. Only 3000 of the 17,000 ownership claims filed had been processed by
February, 1991. The situation should improve with the recent decision to give priority to selling
state companies over settling ownership claims until 1993 (Akerlof et al, p- 66).

Crime has also interfered in the East German privatization effort, as employees of the
Treuhandanstalt have been accused of participating in illegal kickback schemes. It has been
alleged 'that generous deals on East German property have been made in return for money or
future employment. A German newspaper, the Augsburger Allgemeine, accused the

Treuhandanstalt of liquidating viable companies and sharing proceeds with former industry
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managers. The Treuhandanstalt suspended employees connected with a kickback scheme and

offered to cooperate with an investigation by the Berlin economic crime office (Terence Roth, Wall
St. Journal, 4-12-91). Officials would not disclose the extent of corruption in the privatization
agency, but later admitted that it had sold an East German engineering company to a man who

stole money from its bank account (New York Times, 7-29-91).

POST-UNIFICATION ECONOMIC BACKGROUND

EVIDENCE
East Germany has been plagued by high unemployment and reduced industrial output since

unification. Production deteriorated most during the first month of unification (July 1990) when

East German output plummeted to 35 percent of its 1989 level and rose slowly in January to 46

percent. A study of individual industries reveals the extent of the output decline: by December

1990 cement, bicycle, and pasta production were down 21, 25, and 27 percent respectively.
Employment figures support the industrial output data as industries released the following

percentages of workers by November 1990: construction (27), transportation (17), and

communications (29). By February 1991, unemployment had reached 8.9 percent and 21.5
percent of East Germans worked part-time (Akerlof et al, pp. 5-7). As of April 1991, 40 percent
of East Germans employed in companies still owned by the Treuhandanstalt worked reduced
hours. The Treuhandanstalt reported that over half of these workers are idle at least 75% of the

time (Wall St. Journal, 4-12-91). The following table summarizes employment data in East

Germany between 1990 and 1991:
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U :
nemployment in East Germany, 1990-1991 (Thousands of workers)

Unemployment Short term
Month
Number Rate Number Rate  Vacancies
Jan 1990 74 .
Jan - 1586
5 R 1414
Mar 3 .. I 105.9
A s .. T 736
o 548 e 54.3
,{\ ug ;gg 3.1 6563 74 b
e 313 41 1499.9 169 204
S 449 5.0 17287 193 243
o 538 6.1 1703.8 191 247
Noy 8.2 6.7 1709.9 201 238
: 73 1795.4 205 26
Jan 1991 757.2 8
; 6 1856.0 21
Feb 787.0 8.9 1900.0 21:; 20

Source: Monatszahlen, December 1990

Akerlof and others have conducted in depth studies of East German firms which conclude
that the majority of companies cannot cover their short term variable costs at current world
prices. They report that only 8 percent of the East German labor force is employed in viable
companies, and the majority of firms have short-run variable costs between one and two

deutsche mark per deutsche mark earned (Akerlof et al, p-27).

EXPLANATIONS

"Price-Cost Squeeze"

Fa 5 :
st German firms producing tradable goods cannot cover their short-run variable costs

i
at pri i i
present wages and world market prices. This unprofitable situation has been referred to as the

price-cost squeeze”. Practices that have reduced productivity include widespread overmanning
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political activities of workers, high absenteeism, frequent interruptions because of an absence of
inputs, and excessive in-house production of inputs. In addition to these inefficiencies,
extraordinarily high wages have reduced the competitiveness of East German companies (Akerlof
et al, pp. 16;28). N

The price-cost squeeze has affected East German exports to both socialist and
non-socialist countries. While export sales have not declined substantially, as total exports
between July and November of 1990 amounted to approximately 89 percent of the export level
between July and November of 1989, this data is misleading. East German companies have
required subsidies to meet contract obligations to socialist countries and the Treuhandanstallt has
guaranteed loans to unviable East German companies enabling them to export to non-socialist
countries (Akerlof et al, p. 29-32). While German officials argue for the short-term necessity of

these subsidies, no government plan has specified when the grants will end.

Reduction in Domestic Demand for East German Products

Although no official statistics exist which reveal the magnitude of the decline in domestic
demand for East German products, several reliable Sources suggest the widespread substitution
of West for East German products. A survey of Eastern supermarkets showed the high degree of
import penetration. The proportion of Eastern products in retail sales amounted to 4 percent of
the coffee and cocoa, 6 percent of the chocolate, 12 percent of the fresh cheese, 24 percent of the
sugar, 29 percent of the detergent, and 65 percent of the margarine. Also, the West German
Statistical Office reported a 277% increase in West German exports to East Germany in
September 1990 over the same month in 1989 (Akerlof et al, pp. 33-35). This reduction 'Tn
demand for East German products has been a major factor along with the price-cost squeeze in

causing the depression in former East Germany.
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IMPACT OF UNIFICATION ON WAGES

Conversion Rate

The State Treaty stipulated that waée contracts for East German workers be
converted at par (IM = 1 DM) while other East German assets be exchanged at less than parity
upon economic union. This favorable conversion rate for East German labor contracts and
pressure from unions led to a rapid appreciation of East German wages. Officials decided to

convert wage contracts at par in an attempt to maintain a decent standard of living for East

German workers. (Akerlof et al, p. 54).

Real Wage Increases

The Treuhandanstalt, the temporary holder of the stock of newly formed firms, did not
intervene in wage negotiations and allowed enormous increases in the East German wage level.
The average industrial wages of East German industrial workers increased by almost 23 percent
between July and October 1990 (Akerlof et al, p- 54). While Akerlof stresses the impact of the

high wages on firms' short-run variable costs, East German wages are still considerably lower

than West German wages.

Privatization Data

Treuhandanstalt officials complied with the privatization legislation by establishing
supervisory boards in banks, local governments, and companies that employed more than
five hundred employees. In effort to bring Western managerial, technical, and sales
expertise to East Germany, most of the appointees came from West Germany. The
Treuhandanstalt empowered members of the supervisory boards to restructure companies after
consulting management of the formerly state-owned enterprises (Economist, 32 1 -92).

Astudy by Colin Mayer of City University Business School and Wendy Carlin of

University College London outlines the status of Treuhandanstalt firms as of November 1991.
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Although Carlin and Mayer report that the agency had privatized 4,125 firms, other

: - +
studies conclude that over 5000 enterprises had been privatized. The Treuhandanstalt mus
still dispose of over 6000 companies. Excluding management buyouts of smaller firms, the

in privatizi i articular size.
agency has not had more success in privatizing companies of a p:

German Unification 171

PART II: ANALYSIS

The economic situation in East Germany since unification has been anything but promising
as high unemployment and low productivity prevail throughout the region. The economic boom
that most East Germans hoped would accompany the end of the command economy has yet to
materialize- Businesses have failed and workers have lost their jobs because the inefficient
economic system which characterized former East Germany remains.

Economic theory states that government intervention is justified when market failures
such as natural monopolies, externalities, and information asymmetries exist. Under these
conditions, government intervention may improve social welfare by leading to a more efficient
allocation of resources (Grabowski and Vernon, p- 2). However, policy makers must be wary of
government intervention because regulation cannot eliminate business inefficiencies and imposes
its own costs. In Stigler's "economic” theory of regulation he argues that "as a rule, regulation is
acquired by the industry and is designed and operated primarily for its benefit" (Grabowski and
Vernon, p. 9). The first portion of the analysis discusses the benefits of perfect competition
and the cases for government intervention. These principles are then applied to the situation in

East Germany to assess the policies of the Treuhandanstalt.

BENEFITS OF PERFECT COMPETITION

PARETO EFFICIENCY

A starting point for discussing the value of competition is the principle of Pareto
efficiency. An allocation is Pareto efficient if there is no alternative allocation that leaves
everyone at least as well off and makes some people strictly better off. If a situation is not Pareto
efﬁcierlxt, it means that there is some way to make somebody better off without hurting anyone

else. Pareto efficiency does not reflect distributional concerns, and different distributions of

societal resources will lead to Pareto efficiency. The ability of a competitive market to achieve
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Pareto efficiency reflects its value (Varian, pp- 15,16;296).

REQUIREMENTS FOR EFFICIENCY IN A COMPETITIVE MARKET

Efficiency in a market economy requires the existence of six general conditions. Henry

Grabowski and John Vernon summarize these necessary conditions:
«a large number of producers and consumers in each market sector
egoods and services that are homogeneous
eeasy entry and exit out of all market sectors
eall producers and consumers have complete and accurate information
eproducers strive to maximize profits, while consumers maximize their utility
from consumption

egoods and services are private in that there is no spillover of costs and benefits
onto external parties (Grabowski and Vernon, p4)

When these six conditions prevail in a market economy, no welfare-improving

— . < . s st
reallocations are possible under the existing equilibrium prices. Government intervention will

increase social welfare and unencumbered perfect competition results in optimal resource

allocation (Grabowski and Vernon, p. 5).

The possibility exists that government intervention will lead to a more efficient allocation

of resources when any of the six conditions previously discussed are violated. In fact, in many

-, s .  These
real world situations these sufficient conditions for maximum social welfare do not occur. Th

"market failure” cases will be considered in the next section when government intervention can be

justified on efficiency grounds (Grabowslki and Vernon, p. 5).
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NORMATIVE GROUNDS FOR MARKET INTERVENTION

MONOPOLY POWER

In contrast to the perfectly competitive situation in which many firms produce a
homogeneous good under conditions of easy entry, a monopoly case involves a single firm
producing in a market with high entry barriers and no close product substitutes. Monopoly leads
to allocative efficiency losses as a monopolistic firm maximizes profits with higher prices and
lower output in comparison to an efficient competitive market outcome. Since society
"underconsumes” a monopolist's product, economic efficiency would improve through a
reallocation in which the monopolist produces more output relative to those products
competitively supplied (Grabowski and Vernon, p. 6). A comparison between the price and
output equilibrium levels of monopolistic and perfectly competitive firms illustrates the allocative
inefficiency associated with monopolies.

Under monopoly conditions, price is always greater than marginal cost so that the value
consumers attribute to another unit of output is always greater than the cost of producing that
unit of output. The monopolist produces too little output relative to the output which would be
produced by firms under perfect competition when price = marginal cost. The recovery of this
"dead-weight loss" in output is the primary economic justification for promoting a competitive
market structure through government intervention (Grabowski and Vernon, p. 8).

The main policy remedy to reduce excess market power is antitrust legislation. Anti-trust
laws generally prohibit certain behavioral practices such as the discussion of output strategy
among competitors. The government may outlaw mergers between significant competitors or
potential competitors or remove entry barriers which might prohibit competitors from entering the

market. Also, monopolies may be broken up into separate firms to promote competition

(Grabc;wski and Vernon, p. 9).
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NATURAL MONOPOLIES

The case of "natural” monopoly occurs when considerable economies of scale exist over
much of the demand region for a product such that it is more cost-efficient to have only one firm
producing in the market. If more than one firm supplies the product, as the government would
encourage under normal monopoly conditions, the benefits of scale economies are lost as several
firms will supply output at inefficiently high production costs (Grabowski and Vernon, p. 10).

Governments have attempted to resolve this problem through various means. In the
United States, regulatory commissions are often established to restrict entry into the market to a
single firm and to set maximum pricing schemes. The commission seeks to allow monopolies to
earn only "fair” or competitive rather than monopoly profits from its invested assets. Another
plan for gaining the benefits of scale economies while avoiding allocative efficiency losses
involves government ownership. The government owned and managed firm then decides the
price and output levels of the monopoly. Examples of natural monopolies include local utilities
supplying electricity, gas, water, and telephone services (Grabowski and Vernon, pp. 12-13).

When natural monopolies do not exist, it is often more efficient to allow market forces
supported by strict anti-trust policy to achieve efficient market outcomes because regulation
often leads to its own market distortions and inefficiencies. However, in the clear natural
monopoly case, only regulation will alleviate allocative inefficiencies and maintain the benefits of

scale economies (Grabowski and Vernon, p. 13).

EXTERNALITIES

Government intervention may increase efficiency when externality or spillover effects
result from economic activities. Specifically, markets will not lead to an efficient allocation of
resources when the costs and benefits of any good or service are not borne fully by the producers
or consumers of that good or service. Pollution serves as an example of a negative externality

which will lead to a sub-optimal allocation of resources (Grabowski and Vernon, p. 13).
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A firm may pollute the area surrounding its factory, without any regard for the disutility
forced on its neighbors when it creates a product. Since neither the owners of the firm nor the
consumers of the product will bear the full costs of the pollution, the owners have little incentive
to redu;e pollution costs. The inefficiency associated with this externality situation lies in the
divergence of social costs from private costs (Grabowski and Vernon, p-13).

The social cost of the pollution exceeds the private cost incurred by the firm. Since the
firm does not incur the pollution costs borne by its neighbors, the company will not be
economically motivated to either reduce output or purchase pollution abatement machinery.
Thus, an oversupply of the pollution-producing good and undersupply of the pollution
abatement machinery will result from this externality situation (Grabowski and Vernon, p. 14).

In this negative externality example, government intervention can effectively eliminate the
gap between marginal social benefits and costs of investing in pollution abatement equipment
which occurs under competitive market conditions. The government can institute various
policies which reduce firm incentives to pollute and consequently lead to a more efficient

allocation of resources. The primary objective of government regulation is to make firms
"internalize”, or face the external costs, of their actions. The government may institute pollution
abatement requirements ("command and control" approach) or impose taxes on pollution

("economic incentives" approach) to reach the socially desirable pollution level (Grabowski and

Vernon, p. 17).

INFORMATION ASYMMETRIES

Uncertainty and information problems serve as another justification for government
intervention in the market. Under conditions of perfect information, consumers and producers
have sufficient knowledge of all goods and services. Free choice results in optimal product

quality aspects, thus low quality products need to be priced sufficiently low (or offer other

benefits) to attract buyers (Grabowski and Vernon, p.21).
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However, one rarely encounters the situation of perfect information in the real world.
Adverse selection refers to situations where certain characteristics of an agent are unobservable
so that one side of the market has to guess the type or quality of a product based on the behavior
of the other side of the market. "An example of the adverse selection problem occurs in the
insurance industry. If an insurance company wants to offer insurance on bicycle thefts, it may
have trouble distinguishing high from low bicycle theft areas. If the insurance company offers
insurance based on the average theft rate, it will go bankrupt quickly. The people in safe
communities won't buy insurance while those in high risk areas will. In markets involving adverse
selection it may be the case that too little trade takes place. Thus, it is possible that everyone can
be made better off by requiring the purchase of insurance that reflects the average risk in the
population (Varian, pp. 586-7).

Another market failure occurs when consumers and suppliers have different information
about the quality of the goods being sold. If buyers cannot distinguish high from low quality
goods, they may only be willing to pay the average value of a particular good. More specifically,
if sellers have perfect knowledge of a product's quality while purchasers do not, it is possible
that only low quality goods will be provided. Akerlof pointed out this problem in the used-car
market in his 1970 paper, "The Market for Lemons: Quality Uncertainty and the Market
Mechanism". The source of market failure is that an externality exists between the sellers of good
products and bad products. When an individual decides to sell a bad product, he affects the
purchasers' perceptions of the quality of the average product on the market. This lowers the
price that people are willing to pay for the average product, and hurts people who are trying to
sell better products. Consequently, too few high quality goods may be supplied under certain
asymmetric information situations (Varian pp. 384-5).

Government intervention can effectively reduce the negative impact of information
problems. Officials can require producers to provide reliable information on labels of products
or enforce pre-market screening of goods. In general, licensing and standards will be most

effective when providing information imposes high costs and making incorrect choices based on

German Unification 177

inadequate information leads to substantial costs (Grabowski and Vernon, pp. 21-22).

PuBLIC GOODS

A public good is characterized by its collective consumption and non-excludability.
National defense, a common example of a public good, fits this criteria in that everyone gains
security and no individual can be excluded from enjoying the collective benefits of defense. Under
certain conditions, the social benefits are so much larger than the individual private benefits from
a public good that market incentives do not lead to the private provision of the good (Grabowski
and Vernon, p.18).

Since the benefits accrue collectively to everyone independent of their contributions, public
goods are undersupplied in a market economy. Non-contributors or "free-riders” cannot be
excluded from consuming the public good benefits and have an incentive to allow others to
provide the good. Thus, government intervention may be necessary to provide the socially

optimal amount of a public good (Grabowski and Vernon, p. 20).

FREE MARKET VS. GOVERNMENT INTERVENTION IN EAST GERMANY

LABOR MARKET
Argument for Government Intervention

In the previous section it was shown that government intervention may increase economic
efficiency when externality or spillover effects result from economic activities. Markets do not
lead to an efficient allocation of resources when individuals or firms do not bear the full costs or
benefits of their actions. In the case of East Germany, the high unemployment rate has resulted in
a negative externality in the labor market. Specifically, the recently displaced East German
worket does not bear the full cost of his action of filing for unemployment. By searching for

vacancies, he reduces the probability that other already unemployed East Germans will find a

job. The newly displaced worker waits in line because of the low private marginal cost of the
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action. However, the marginal social cost of another worker waiting in line exceeds the marginal
social benefit of an extra unemployed East German. Consequently, economic efficiency would
improve if fewer people were unemployed and the marginal social cost of another unemployed

East German was just equal to the marginal benefit.

Treuhandanstalt Intervention

The Treuhandanstalt has interfered in the labor market by imposing employment and
investment conditions on privatized firms and sustaining employment through government
backed loans to unprofitable companies. Although the negative externality associated with high
unemployment provides the possibility of efficiency gains through government intervention, the
Treuhandanstalt could have realized other efficiency gains by not interfering in the market.

By imposing employment and investment conditions on prospective purchasers, the
Treuhandanstalt sustains unviable firms and delays the privatization process. Although a market
failure associated with the long unemployment lines exists, regulation has imposed new
distortions in the labor market. Specifically, it has decreased social welfare by preventing the
free market from realizing the Pareto efficient allocation of resources. The agency does not have

perfect information of the viability of firms, and wastes resources by allocating labor to inviable

firms.

ARGUMENT FOR RETRAINING PROGRAMS

East German workers had little if any prior knowledge that unification with West
Germany would occur. The skills which they possessed were oriented to the distorted East
German economy-i.e..... the COMECON-which did not allow them to sell products
competitively in international markets. In a sense, East German workers were producing and
selling "wheel-barrows" when without their knowledge the Berlin wall crumbled and they were

expected to produce and sell 'BMWS" to survive economically.
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The presence of information asymmetries, as discussed earlier, provides an economic
justification for government intervention on the grounds of potential efficiency gains. Since
banks and other lending institutions do not have perfect knowledge of the ability of workers to
reua%n and profit from acquiring new skills, they may offer funds for education at flat interest
rates which approximate the average riskiness of investment.

However, workers have varying levels of accessibility to capital markets. Specifically,
richer workers seeking new skills will have an advantage over poorer displaced worker. Society
would result in having too many rich/low ability retrained workers and too few poor/high
ability workers without government intervention. Consequently, this information asymmetry
justifies government intervention in the capital market to provide equal access to retraining funds

for both rich and poor displaced workers.

CAPITAL MARKET

Argument for Government Intervention

An information asymmetry exists as both West and East German banks cannot
accurately assess the viability of East German enterprises. Given the lack of reliable data on
Eastern companies and riskiness of investment, banks would either not loan funds or only offer
loans at extraordinarily high interest rates to East German enterprises. Consequently, this market
failure would result in too few of the viable East German firms receiving funds. This information
asymmetry provides the economic justification for government intervention in the capital market

to increase social welfare.

Treuhandanstalt Intervention
© The Treuhandanstalt backed loans amounting to DM 10 billion between July and

September of 1990, and has the authority to cover loans to East German companies of up to DM

30 billion. Although clear information asymmetries exist, a brief cost-benefit analysis of
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government interference in the German capital market reveals serious inefficiencies associated
with the current policy.

The benefits of government intervention in the capital market include increased access to
funds for viable East German firms and overall higher investment and employment in East
Germany. It should be noted that investment and employment in unviable East German firms is
not a benefit. Extending credit to inefficient firms with unremediable structural problems is
equivalent to pouring cash into a black hole. The costs of intervention in the capital market
include reduced incentives by banks to monitor the riskiness of loans, a financial burden on the
Treuhandanstalt, and losses incurred by unviable firms. The German government's decision to
back loans to East German firms creates a safety net that distorts bank incentives. Banks will
lend more readily to unhealthy East German companies with the knowledge that the German
government will back the loans. This problem has been exacerbated by the absence of a timetable
establishing when the government will stop backing loans to East German enterprises,

Although information asymmetries exist in the German capital market, the present
government intervention creates its own distortions by allowing and encouraging lending from
banks to unviable firms. A government policy which aids the creation of new firms in East
Germany might be warranted, but the current system facilitating loans to both viable and

unviable East German firms will not lead to a more efficient allocation of resources.

LESSONS FROM EAST GERMAN PRIVATIZATION

This paper does not attempt to determine the optimal pace of privatization, but the
events in East Germany offer some insight into the problems associated with slowing the
transition from a command to market economy. The Treuhandanstalt has slowed the
privatization process by imposing employment and investment conditions on purchasers and
temporarily maintaining state-owned companies. Along with the long term economic

inefficiencies associated with its policies, the government has been unable to significantly reduce

unemployment.
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Rudiger Dornbusch offers another privatization program which deserves attention in light
of the economic failures in East Germany. He argues that East German firms have no intrinsic
value and must be allowed to fail as soon as possible. Dornbusch cites the successful Mexican
privatizati.on experience in which the govemmeni closed two thirds of state companies to
support his policy recommendations (Akerlof et al, p.100). More generally, the Dornbusch
position advocates a rapid transition from a command to market economy with an acceptance of
massive unemployment while the East German government alters its economy (Wall Street

Journal, 8-30-91). The current depression in East Germany suggests that officials should consider

the Dornbusch position closely.
CONCLUSIONS

There are few, if gny, precedents for the transition from a command to market economy.
In a sense, the recent events in East Germany and other Eastern European countries represent
economic problems never before encountered. Despite the novelty of the challenges presented by
German unification, government officials must not sway from economically sound policies.
Economic theory generally accepts only four cases when government intervention in the free
market is justified: externalities, monopolies, information asymmetries, and public goods. While
market failures exist in the labor and capital markets, the Treuhandanstalt must closely consider
its policies to insure that the costs of regulation do not outweigh the benefits of eliminating a
market distortion. The agency should only pursue policies which increase social welfare, and

ought to lean towards market forces when the case for government intervention is questionable.
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