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Micro- and Macroeconomic
Adjustment Processes
in East Germany – 
Sixteenth Report
by the German Institute for Economic Research, Berlin (DIW), the 
Institute for the World Economy at the University of Kiel (IfW) and the 
Institute for Economic Research Halle (IWH)

Within the framework of the research pro-

ject "Macroeconomic and Microeconomic Adjustment

Processes in East Germany", the Federal Ministry of the

Economy has commissioned the German Institute for

Economic Research, Berlin, the Institute for the World

Economy, Kiel, and the Institute for Economic Research,

Halle, in addition to portraying the economic situation in

east Germany, to focus their observations on the topic of

"The east German economy in the supra-regional divi-

sion of labour". The aim of the study is to determine the

weaknesses of east German enterprises in supra-

regional competition.1

The east German economy in the sum-
mer of 1997: situation and prospects

After the initial contraction following unification, the

east German economy has been on an expansionary

trend since 1992. Growth was very rapid at first, but has

more recently been sluggish. Productivity growth was

also initially very strong, not least due to the shedding

of a considerable proportion of the labour force. Due to

the rapid rise in wages, however, unit labour costs fell

only slightly. Currently unit labour costs in the east Ger-

man economy (excluding housing rental) are still more

than one fifth above the level in west Germany.

By 1996 productivity in the new federal states of

eastern Germany had only reached 60% of the west Ger-

man level, whereas wage and salary incomes had risen

to 72%. The high wage level _ compared with produc-

tivity _ is an obstacle to the creation of a new economic

base. It will take correspondingly longer for the gap in

economic performance between east and west Germany

to be closed. This aim is still a long way away: in 1996

the new federal states contributed just 12% to the total

output by the German economy, although the region

accounts nearly for 20% of Germany's population.

For the current year the six leading German eco-

nomic research institutes expect that GDP in the new

federal states will grow comparatively weakly in real

terms and that growth will not be faster than in western

Germany (around 2%). This overall trend masks both

expansionary and contractive influences. The continu-

ing cyclical recovery in west Germany is making a posi-

tive contribution to economic growth, opening up new

sales opportunities especially to firms selling goods on

supra-regional markets. The gain in terms of the growth

dynamic is, however, being almost completely offset by

the decline in construction output. Moreover, this devel-

opment is characterised not only by examples of suc-

cessful adjustment, but by adjustment deficiencies. This

is evident from a look at economic developments in the

various sectors:

– For many years the construction industry was the

pacemaker in the process of economic reconstruc-

tion. For various reasons it is now increasingly una-

ble to play this role. Nevertheless it will remain a

strong pillar of economic output: even if construction

activity contracts further, it will still remain substan-

tially higher on a per capita basis in east than in

west Germany.

– In manufacturing industry, up to now the "slow-

coach" sector, the catching-up process is making

progress. An ever-increasing number of firms is

proving able to gain a foothold on supra-regional

markets. Productive capacity is expanding rapidly

as new productive plant is set up and existing plant

modernised; apparently firms are able to fully utilise

the growth of potential output. Despite the contrac-

tive impulses emanating from the construction sec-

tor, east German industry is expanding compara-

tively rapidly. Clearly, though, the sector still has a

long way to go to close the productivity gap.

– The service sector was able to expand rapidly _ from

a very low initial level _ right from the start of the

transition process, precisely because this sector had

been so underdeveloped in the GDR. Most of the

gaps in the supply of services have now been closed.

It is important to distinguish different segments of

this sector, however: the decidedly heterogeneous

area of "other services" has expanded very rapidly,

whereas the growth process has slowed in financial

and insurance services; this area has more or less

reached its potential.

– The trade sector, the structure of which in east Ger-

many is determined to a greater extent than in west

Germany by retail trade, initially benefited from the

urgent need to close the substantial supply gaps. Ini-

tially it was not possible to meet a significant pro-

portion of demand within the region itself, owing to
1  This is an abridged version of the sixteenth report. The previous fif-
teen reports have also appeared in the Economic Bulletin.
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the lack of attractive shopping locations. This was

remedied some years ago, however, so that very little

purchasing power is now seeping into west Ger-

many. For some time now, however, the stagnation

of purchasing power and the unfavourable prospects

for employment have been serving to dampen

demand. In real terms retail trade turnover grew

only very slightly last year, a trend that continued in

the first quarter of 1997.

– The transport and communications sector is domi-

nated to a large extent by the railways, post and tele-

communications. Output here declined until 1993

largely due to a drastic fall in transport volumes

with respect to both goods and passenger transport.

Since then, the trend has been expansionary once

more, however. Both improvements in supply and

rising demand are making their effects felt _ trends

that reflect not least the more general economic

recovery. Having said that, both the transport sector

and communications are feeling the effects of the

slowdown of economic growth in the new federal

states. Particularly problematic is the fact that,

despite strong productivity growth, unit labour costs

remain far too high: the railway network (Deutsche

Bahn AG) and the successor organisations to the

postal service (Deutsche Post), in particular, are still

employing more staff than is necessary to provide an

effective service.

The overall impression is that the process of eco-

nomic reconstruction in east Germany has been retarded

by the failure to make structural adjustments, but that it

has not been interrupted. Evidence for this comes in the

form of the still high level of investment. After all it is

the growth of east German potential output, rather than

the growth of output itself, that is the benchmark for

progress made in the reconstruction process.

Sales by east German industry on 
supra-regional markets have improved

In the process of transition to the market economy,

the economy of the GDR had to cope with massive sales

losses. As early as in the months preceding the estab-

lishment of Monetary, Economic and Social Union with

the Federal Republic, sales declined perceptibly; they

subsequently fell dramatically. Following the shock

resulting from the opening of markets, the economy in

the new federal states had to be rebuilt from scratch. So

far this has been successfully accomplished in those

areas in which it was comparatively easy: in the produc-

tion of goods sold largely within east Germany itself.

Due to the high level of transfer payments from west

Germany, the demand for locally traded goods _ indeed

precisely for such goods _ increased. Sales to west Ger-

many and on foreign markets, on the other hand, have

so far failed to develop nearly as well.

According to the most recent survey of east German

industry conducted by the DIW in the autumn of 1996,

firms realised around one sixth of their turnover with

customers in the immediate vicinity, more than a quar-

ter with customers in other regions of east Germany,

and a third with clients in west Germany, while one fifth

of sales was exported abroad. As was to be expected,

small-scale enterprises are comparatively frequently ori-

ented towards local markets. In most cases these are

enterprises that were reprivatised, were set up as new

businesses or existed in private hands prior to 1990. The

privatised formerly state-owned enterprises (Treuhand

firms), on the other hand are oriented slightly more

strongly (although not particularly so) towards supra-

regional markets. Independent east German companies

sell a slightly higher proportion of their products on the

east German market than subsidiaries owned by west

German or foreign parent companies. Considerable dif-

ferences in the regional distribution of sales exist

between different industries. In the quarrying industry
_ food and printing, for instance _ sales are concen-

trated on local markets. Long-distance sales predomi-

nate, by contrast, in the iron industry, non-ferrous metal

production and processing, the textile and clothing

industry, automobiles, engineering and electrical engi-

neering, along with a number of quantitatively less

important branches such as the production of arts and

crafts and of toys.

If the results of the 1994 and 1996 surveys are com-

pared with respect to the regional distribution of sales, it

emerges that east German firms are increasingly gain-

ing a foothold on west German and foreign markets.

Independent east German companies, in particular, were

able to record additional sales successes on supra-

Table 1

Key Indicators for
East Germany’s Economic Development
1991 = 100

1992 1993 1994 1995 1996

GDP

– at current prices 126 150 168 181 189

– at 1991 prices 108 117 129 136 139

Employment 87 85 86 87 86

Productivity1) 145 176 195 207 220

1) GDP (at current prices) per employee.
Source: Federal Statistical Office.
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regional markets during this period. There was no

change, on the other hand, in the regional sales structure

of newly founded enterprises owned by west German

and foreign companies. This is probably due, among

other things, to the fact that, to a significant extent, pro-

ductive capacity was expressly established there by for-

eign parent companies in order to serve the east German

market. Such an orientation is less common among

former Treuhand (state-owned) enterprises acquired by

western investors. The vast majority of such enterprises

are dependent upon sales on supra-regional markets,

given their size, their existing product range and with

regard to the skills of their workforce. The same applies

to independent former Treuhand firms.

All in all, it is evident that there has been a decline

since 1994 both in the proportion of companies prima-

rily active on local markets and of those supplying cus-

tomers located elsewhere in eastern Germany. This

trend is particularly marked among reprivatised firms

and independent companies. In these categories there

has been a substantial increase in the proportion of

firms selling between 20 and 50% of their output out-

side east Germany. Indeed, among former Treuhand

firms, which already in 1994 were clearly oriented

towards supra-regional sales, the proportion of compa-

nies earning the overwhelming majority of turnover

(75% and more) in west Germany and abroad has actu-

ally doubled.

Taking a sectoral perspective, it is evident that

supra-regional sales are on the increase almost every-

where. The only significant exceptions are automobile

construction, wood processing and the food industry. In

the case of engineering it is striking that between 1994

and 1996 the proportion of firms selling a relatively

large proportion of their output outside east Germany

has increased, but not the volume of such sales as a

share of total turnover in the industry. This suggests

that small engineering firms are successful on west Ger-

man and foreign markets, whereas the larger firms are,

on average, losing market shares.

A marked change is evident with respect to exports.

Since 1990 ever fewer goods have been sold on the

region's traditional export markets in eastern Europe.

Initially it did not prove possible to offset this decline:

not until 1994 have sales to western Europe and over-

seas more than compensated for the decline in exports to

eastern Europe. Since then the available data suggest,

moreover, that exports are on average growing faster

than domestic sales.

The fact that east German firms are still losing sales

markets in eastern Europe is evident from the results of

the DIW surveys. In 1994 two fifths of all exports by

east German industry were destined for this area,

whereas two years later this was just a quarter. On the

other hand, this proportion is still likely to be higher

than that for west German industry.

However, east European markets have not declined

in importance for all east German industrial enterprises.

Since 1994 it has largely been a group of large and

medium-sized firms, originating from former GDR com-

bines, that have faced sales losses there _ largely engi-

neering firms and those in the chemical industry and

steel and light metal construction (here in particular rail

vehicle construction). In other areas, by contrast, the

importance of eastern Europe as a sales market has

actually increased: for the printing industry, for exam-

ple, or electrical engineering, textiles and clothing, and

plastics processing. Also striking is the fact that

between 1994 and 1996 the proportion of firms export-

ing goods to eastern Europe has increased in almost all

sections of east German industry. Small firms, espe-

cially, are increasingly successful in establishing busi-

ness relations with customers there. On the other hand,

in most cases exports to eastern Europe do not account

for more than 10% of turnover.

It is also noteworthy that, according to the results of

the DIW survey, exports to the West have increased as a

proportion of total turnover in almost all areas of east

German industry, in many cases significantly. This

reflects the fact that, firstly, those firms already export-

ing to the West in 1994 were able to expand their sales

abroad further, and secondly, there was a perceptible

increase in the number of firms gaining a foothold on

these markets for the first time. The export share

remains below 10% for the majority of such firms, how-

ever.

Despite substantial progress in recent years, the

position of east German firms on supra-regional markets

remains weak. Many firms are paying a high price for

their presence on supra-regional markets: the greater

part of the firms are not making profits on their sales

outside the region.

This, though, constitutes a general problem for east

German industry. More frequently than enterprises ori-

entated towards local markets, firms focusing on supra-

regional sales experience problems with distribution.

The reason for this is clear: both time and money are

required to develop an effective sales organisation. Some

of the firms that have already experienced success on

supra-regional markets now face a very different prob-

lem however, namely that of adjusting productive

capacity to cope with the growing demand.

Conclusions: little scope
for action by economic policy

The weaknesses of east German firms in terms of

supra-regional sales cannot be overlooked. At least the
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fact _ for which there are numerous reliable indicators _

that east German firms are expanding their market

shares, not least on supra-regional markets, gives cause

for optimism. It indicates that the train is rolling in the

right direction, even if its speed leaves something to be

desired.

The message that runs as a leitmotif through this

report is simple: it takes time to develop an economy

that can hold its own in supra-regional competition.

This process can only make progress at the same pace

as firms succeed in overcoming their competitive weak-

nesses. This insight may well be unwelcome to eco-

nomic policy makers under pressure to provide swift

assistance to overcome this problem:

– It has been suggested that east German firms should

be offered fiscal sales preferences. This is not advisa-

ble. While such sales preferences ease the competi-

tive pressure on the enterprises in receipt of support,

they provide no incentives to overcome weaknesses

in the enterprise's competitive position. Indeed, at

worst, they ensure that nothing is done about the

inadequacies _ for example in cases where the room

for manoeuvre so created is used to finance wage

increases.

– It has also been proposed that east German firms

should be given financial support with marketing.

This may be useful if it serves to close existing gaps

in information. Excessively high hopes should not be

placed in such a measure, though: in most cases mar-

ket actors have sufficient information at their dis-

posal.

– Finally, it has been argued that government should

exert its influence with large customers to persuade

them to include more products from east Germany in

their sales range. Yet here, too, one should not delude

oneself. Scarcely any large-scale company will

change its procurement behaviour for as long as the

range of goods supplied remains unsatisfactory.

Overall, government has little scope for promoting

the supra-regional sales of east German products. The

government can ensure that all the signals encountered

by the train are switched to green, but it should not seek

to enter the driver's cabin, as it is not in a position to

exert an influence on the train's speed. It must nolens

volens bide its time patiently.

Recently the federal government initiated a new

medium-term support programme which, following

expiry of the current measures at the end of 1998, will

guarantee east German firms a high level of support for

a further six years. The aim of the programme is to bol-

ster investment and innovation and thus to overcome

the competitive weakness of east German firms. What-

ever the view one might take of individual aspects of the

programme, the three institutes are convinced that the

overall approach taken is the only lastingly effective

and thus potentially successful form of sales support. It

is only by this means that it will be possible to broaden

the export base in the new federal states.


