
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Introduction 
 
Recent employment statistics indicate a remarkable change from historical patterns, 
which have shown a strong increase in structural unemployment in each of the last 
three decades. Although the German economy did not grow in 2003, employment 
has contracted by only 1%, while unemployment has even started to fall mildly since 
Spring 2003. This note surveys whether these changes can be attributed to actual 
changes related in particular to the “Hartz” labour market reforms, which brought a 
wide array of individual measures to ease labour market rigidities.   
 
It is shown that, while changes in the way unemployment is registered explains 
much of the statistical change, there are indeed also first signs that the labour 
market is becoming more flexible. The full impact of labour market reforms will, 
however, only become visible over the next few years. The extent to which these 
measures will prove effective also depends crucially on their being accompanied by 
structural reforms in other parts of the economy.  
  

 
 
Structural rigidities in the German labour market 
 
Up to the beginning of the 1970s, Germany enjoyed a period of virtually full 
employment (Chart 1). Subsequently, negative supply shocks such as the two oil 
crises in 1973/74 and in 1981 and the adjustment process after unification led to a 
marked increase in unemployment. Strikingly, Germany has never been able to 
scale unemployment back to pre-recession levels within the periods of economic 
recovery. Instead, unemployment has been increasing even further cycle after cycle, 
with only a short break in the late 1990s. This development contrasts sharply with 
the progress made in countries like the US, the UK or the Netherlands, where the 
labour markets seem to have better met the challenges of globalisation and the 
emergence of the ”New Economy”. 
 
When discussing the causes of and the potential remedies for Germany’s labour 
market insufficiencies, it is useful to distinguish between its structural (or trend) and 
its cyclical features. Along with the actual unemployment rate, Chart 1 also plots an 
estimate of the NAIRU (see C. Denis et al. (2002) for details of the model 
specification). There is strong evidence for a trend in the development of 
unemployment in Germany, indicating structural problems, i.e. causes that are not 
related to the business cycle. While business cycle variations are generally 
expected to only have a temporary impact on the labour market, in the case of 
Germany these impacts seem to have become persistent, indicating that adjustment 
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mechanisms are inflexible. Thus, there is strong evidence for Germany’s 
unemployment problem being largely a structural one, asking consequently for 
fundamental structural reforms. 
 
Chart 1: Up and up it goes: German unemployment 
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The Beveridge curve offers another way to illustrate Germany’s structural 
unemployment problem. It focuses on frictions visible in the coexistence of 
vacancies and unemployed in search of a job. Chart 2 plots West Germany’s 
Beveridge curve for the period between 1980 and January 2004, with monthly data 
as of 2000. Two things stand out: First, the unemployed outnumber the vacancies 
by a large margin. Thus, labour supply has been exceeding labour demand since 
1980, which has not been the case in the 1960s and 1970s. Second, the chart 
suggests that there is no stable relationship between unemployment and vacancies 
in West Germany. Instead, there has been a strong tendency of the Beveridge curve 
to shift to the right between 1980 and roughly 2000. Backward movements occurred 
within periods of favourable cyclical conditions, but they have to be interpreted as 
movements along the curve, rather than inward shifts of the curve suggesting a 
better match between supply and demand. Interestingly, there is a tentative 
indication of a backward shift in the Beveridge curve after 2001.  
 
Chart 2: Spiralling out and back in: The (West) German Beveridge curve.  
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A concurring image can be gauged from the shifts in the Phillips-curve for Germany 
(Chart 3), which shows that since the early seventies a long gradual reduction in 
inflation goes in parallel with a strong rise in unemployment (apart from the 
unification boom). Here, too, however, the last few years show a mild backward 
shift. 
 
Many other countries had also experienced shifts to the right in their Beveridge and 
Phillips curves until the eighties. However, contrary to the German experience, 
several of them have experienced more or less continuous backward movements 
since then. This is one important result of a study by Nickell et al. (2003), the other 
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being that institutional changes, namely in jobless benefits, in trade union power, in 
taxes and in wage rigidity do not seem to explain a significant part of the overall 
increase in German unemployment between 1960 and the late 1990s. However, one 
can conclude from this finding that it is mainly the institutional deadlock, visible in 
the long time absence of any significant reform, that is the root cause of Germany’s 
unemployment problem, at least until the late 1990s. The role of institutions in 
explaining Germany’s labour market performance has been stressed by various 
authors (see, e.g. Blanchard and Wolfers (2000) and Chen et al. (2002)). Heckman 
(2002) provides evidence that the incentive mechanisms inherent to Germany’s 
welfare system make the labour market ill-prepared to an ever faster changing 
economy. 
 
Chart 3: West German Phillips curve: Out and back in with unification hick-up 
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The Hartz labour market reforms  
 
The recognition in Germany that insufficient job creation is a core aspect in its 
lagging economic performance vis-à-vis other European countries has led to broad 
reform proposals for the labour market. These are commonly known as the Hartz-
reforms, named after the human resources chief at Volkswagen, who chaired a 
commission consisting of union members, employers, government officials and 
researchers. The commission was asked by the Schröder government to work out a 
blueprint for labour market reforms and presented its proposals in August 2002. The 
federal government has since introduced reforms in four different legislative 
packages, the last of which has just been passed in December 2003. As a 
consequence of this staggered legislation, some measures have been implemented 
already in 2003, some have been introduced only in 2004, and some will be 
introduced by 2005.  
 
Since 1 January 2004, the current Federal Employment Service (Bundesanstalt für 
Arbeit) is being restructured and has been renamed the Federal Employment 
Agency (Bundesagentur für Arbeit), with more focus on facilitating job integration. 
 
The sanctions against unemployed people who do not comply with their various 
obligations governing the receipt of unemployment benefit will be tightened and 
streamlined. The most notable aspect is that, starting on 1 January 2004 and 
phased in over time, the maximum duration of unemployment pay, which was 
previously between 12 and 32 months depending on age brackets, is now shortened 
to a maximum of 12 months for those below and 18 months for those over 55 of 
age. With the intention of reducing benefit payments and making early retirement 
more difficult, the periods of receiving benefit are now to be shortened, especially for 
older people. 
 
With effect from 1 January 2005, the current unemployment benefit will be renamed 
'unemployment benefit I' (Arbeitslosengeld I). A new 'unemployment benefit II' 
(Arbeitslosengeld II) will be created by merging the unemployment assistance with 
the general social assistance scheme. It is granted to all people fit to work who are 
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not eligible for unemployment benefit. The amount of unemployment benefit II will, 
unlike unemployment assistance, no longer be related to the former income of the 
recipient. It will be set at a fixed rate at the same level as the new social benefit. (In 
the first two years, people who had been receiving unemployment benefit will 
receive a staged supplement to compensate partly for financial losses). Recipients 
of unemployment benefit II will now have to accept every legal job offer regardless 
of pay. 
 
Entry barriers to take on a job have been partly lifted. Notable changes are the 
introduction of the so-called Ich-AG (“Me Inc.”) for the self-employed, which imposes 
a lower and  simplified tax burden. Starting from 1 January 2004, there is an easing 
of entry into a number of handicraft trades, which are now limited to Master 
craftsmen. In addition, the employment agency will itself become active by placing 
unemployed temporarily at the disposal of businesses, similar to and in competition 
with commercial temporary employment agencies. In parallel, time limits on 
temporary work contracts are raised. Progress here is undermined, however, by 
requiring after a short introductory time near identical wages for temporary workers 
as for workers of the host companies.  
 
From April 2003 onwards, new legislation has raised the earnings threshold above 
which employees must pay tax and social security contributions in respect of mini- 
jobs from 325 € to 400 € per month. This preferential treatment also applies to 
people who have a minor job in addition to their main job. Employers, however, must 
pay a fixed percentage (25%, up from the current 22%) of the amount paid to the 
employee up to this threshold in taxes and contributions to pensions and healthcare 
insurance. The payment procedure for these employers’ contributions and flat-rate 
tax has been simplified, and both of them now go to a single collection agency. In 
addition, up to a level of 800 € per month the benefit phase-out for low income 
earners has become more gradual, where previously the effective marginal taxation 
could reach up to 100% through simultaneous benefit withdrawal. 
 
With effect from 1 January 2004, the statutory provisions on protection against 
dismissal apply only to employees of companies with more than 10 employees. This 
reverts a legislative change introduced in 1999, which set the threshold at 5 
employees. Employees in companies with more than five but fewer than 11 
employees, however, will keep their statutory protection if employed before 1 
January 2004. 
 

 
 

 
Timid signs of improvement 
 
The last year already brought a break in statistical trends. Under normal 
circumstances, an increase in employment would be mirrored by a decrease in 
unemployment and vice versa. However, this does no longer hold true since the 
spring of 2003, as unemployment has started to fall, even though the overall 
employment level has continued to decline.  
 
The same picture emerges from Charts 2 and 3, showing that since roughly 2001, 
the Beveridge and Phillips curves stopped moving outward and began moving back 
inwards. At first glance, seasonally adjusted data for January 2004 suggests that the 
Beveridge curve is close to its early Nineties levels. If this were true, the Hartz 
reforms would be spectacularly successful. These numbers have to be taken with 
great caution, however, because the reforms were accompanied by far-reaching 
changes in the statistics. In January 2004 alone, unemployment was reduced by 
some 100,000 due to changes in the way unemployment is recorded. In addition, 
the stricter requirements for retaining unemployment benefits have reduced the 
number of persons registered as unemployed.  
 
Chart 4 shows a decomposition of the flows in and out of unemployment and the 
overall unemployment levels. Evidently, in times of rising unemployment, the 
number of persons becoming unemployed exceeds that of persons exiting 
unemployment. Furthermore, high unemployment appears to go in parallel with a 
general increase in turnover of both persons entering and leaving unemployment. 
Nevertheless, there appears to be in addition a general trend for greater labour 
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market dynamics in recent years. It is interesting to note, however, that these 
dynamics are not so much the result of an actual improvement in the labour market. 
While the gap between those entering and leaving unemployment remains relatively 
narrow, the gap between those losing and finding a job has increased markedly.  
 

                                               Chart  4: Entering an exiting unemployment   
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Although the statistical evidence remains scant so far, it is clear, however, that the 
pressure on the unemployed to find a job is increasing, and that entry barriers are 
starting to ease. Particularly, the trend of falling employment has been dampened by 
a rapid increase in the number of mini-jobs. These comparatively modest reforms 
are quite radical in the German context. Their full impact will not be known for years, 
first, because many of the changes will be phased in. Second, it probably needs at 
least a full business cycle to see whether there is a notable reduction in the NAIRU.  
 
 
 
 

Conclusion 
 
The broad conclusions from this note are that two decades of structural deterioration 
in the German labour market have indeed come to a halt. The ongoing Hartz labour 
market reforms play an important part. These reforms have begun to tighten the 
eligibility criteria for receiving unemployment benefits, resulting in a notable decline 
in the unemployment rate and a general increase in labour turnover. 
 
However, so far, the effect remains largely a statistical one, since the fall in 
unemployment is not matched by a rise in employment. It is, however, likely that the 
Hartz reforms will lead to a measurable impact over the next few years as (i) many 
measures have only been just introduced or will be effective only with a certain time 
lag; (ii) only in an economic upswing will the newly-gained labour flexibility be fully 
effective. Crucially, the labour market reforms cannot be assessed in isolation. Their 
success depends on the degree to which they are complemented by policies that 
strengthen the demand for labour, such as deregulation of product markets and the 
lifting of entry barriers for job entry, and obviously, the wage formation process.  
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