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1. Introduction

Germany has chosen what the OECD (1991, p. 127) called the big bang approach. Using
article 23 of its constitution, west Germany simply gobbled east Germany, imposing
practically all its laws and rules upon the formerly communist country. West German
currency was introduced overnight, wages will, after a short transitions period, reach west
German levels, and the economy is supposed to be privatized within a few months.

However, the big bang strategy did not work quite the way politicians had
predicted. The former president of the Bundesbank, Karl Otto P&hl, used the word
"desaster" to characterize the development of the east German economy in the year after
unification, and his evaluation was privately shared by other leading officials.! In May 1991
the effective east German unemployment rate was 24 %, close to the US and German rates
in the great depression (25 % 1933 USA, 28 % 1932 Germany), and the decline in industrial
output was even bigger than in the great depression. Industrial output fell by more than
50 % from the first half of 1990 to December 1990, while the decline in Germany from 1928
to 1932 was 40 % and in the US from 1929 to 1933 was only 35 %.2 At the time of writing
(summer 1991) there is light at the end of the tunnel, but only insofar as the second
derivative in the time path of output has become positive.

One of the reasons for the current problems is the sluggishness of the privatization
process. A rough guess is that, under the rules of the unification treaty, 30 % of the
privatizable east German economy will have to be given back to previous owners and 70 %
will have to be sold or given to new investors.’ None of these tasks has proceeded as
expected. At the beginning of 1991, seven months after the start of the privatization
program, 1/4 of the 12,000 firms nationalized in 1972 had been returned to previous
owners, but the restitgtion then paused because of legal problems. And, by the end of
March, no more than 1/8 of the industrial firms, the pearls of the east German economy,
had been sold. Currently, the number of non—privatized firms increases with each
privatization step because the communist units have to be split up to match with the

former properties or the preferences of the purchasers.*



A big disappointment i3 the revenmue obtained from selling the state owned
enterprises. The enterprises are being sold by the Treuhand, a federal resolution frust
which currenily owns most of the east German economy. Originally, the Treuhand had
estimaled a reveuue of DM 600 b.° and in spring 1991, the Ministry of Justice puhlished
figures that would have implied a total Treuhand revenue of DM 280 b.® However the sales
to March 1991 amounted to DM 5.8 b. Hack of the envelope [orecasts based on this figure
do not yield a total revenue of more than DM 44 b. The net revenue of the Treuhand, alter
dedueling the subsidies it pays, will probably be negative.

One problem with the low gales revenues is that it makes it iinpossible to exccute
article 25 of the nnification treaty which promises east German savers ownership shares in
the state owned properties to compensate for their wealth losses from the currency
conversion. Calculated at the consumers’ porchasiog power parity, the weallh loss is
approximalely DM 60 b’ Clearly, an overindebted Treuhand will not be able 1o carry out
the compensation. Another problem is the speed of the privatization process. The
Treuhand bas a strong incentive la slow down ils sales to avoid driving down asset prices.
There were a mumber of spectacular cases where this was an overriding motive for the
agency's pobicy, cven though, in the end, this policy did oot inrn out successful.

While the disappointing sales record is officially being atiributed 10 the bad siate of
the east German enterprises, this paper argues that it is a natural implication of the law of
demand. The paper identifies a number of reasons why il is dificult, if not impossible, to
scll 70 % of an economy in the market place and it advocates an aliernative privatization
procedure that uses a participation model. This model can be introduced under existing
laws, il avoids the problem of clearance sales prices, it speeds up the privatizalion process,
it frees resources for preduclive investment, and it can te used as a bargaining ploy in
correcting a dangerous development io tbe east German wage negotiations.

Section 2 of this paper discusses the problems cconected with that 30 % of the
privatlizable east German eccoomy that falls under the restitution rule, aud the rest of tke

paper deuls with the remainder. Seclion 3 describes the current sales and restrueturing

policy of the Treuhand, section 4 deals with the micro and macroeconomic problems of
sclling an economy, section 5 discusses the wage problem in connection with the Treuhand
pales, and section 8 describes a social contract which would increase cast Germany's
chances of recovery. The conclusion, section 7, summarizes the paper’s findings and puts

tbem in 0 somewhat broader perspeciive.

2. Restitulion

West Germany had always claimed to be the only legal state on German territory. It
geemed, tberefore, natural to turn back the wheel of history and to return the properties
expropriated under communpist rule to the previous owners. West Germany would have
liked to repeal all communist nationalizations without exception. Mowever, cme of Lhe
conditions the Soviet Union made for agredng to unification was the exemplion of
nationalizations it had lsclf made as an occupying power. A [urther comstrainl was the
American preference for extending restitntion rute to the Nazi period. As a result, the
unification trealy and an additional "Law for the Setilement ol Unsolved Property
Questions" (ol April 18th, 1991) specified that all properlics expropriated since 1933,
except those expropriated between 1945 and 1949, had to be returned, unless they had been

given new and irreversible public uses or had been "honestly"” sold to new private owners.

Sore Facls
Even though in value terms the restilution of old property constitutes the smaller part of
the east German privatization program, it is an enormout lask in quatitative lerms. More
than 11,200 applicalions for the return of companies, and neatly 1.5 million applicalions for
the return of property in gencral bave been filed. 3 Kot even the ministries respansibile knaw
at this moment how many of these applications hawe been deall with yet.

The Soviet expropriations covered practically all big (irme including the joint steek
companies, all banks, the whele insurance industry, many medium sized firms, all mines

and all Nazi properties. Moreaver they Included agricultaral properiies af 100 ha and more,



armounting to about 40 % of all private agricultural and forestry areas. However, more than
12,000 smaller firms, bundreds of thousands of small and medium-~sized farms, practically
all plots of land and family homes wete exciuded. Two thirds of the expropriated land was
given to aboul §50,000 smal} farmers including 83,000 refugees from Germany's former
eastern provinces. During the time the GDR was in ¢xistence, nearly all remaining firms
and ahout 250,000 uniis of real estate property were expropriated or put under siate
conisol. Nevertheless, substantial fractions of the east German real estate, including 73 %
of the agricultural areas, continued to be privately owned, nctwithstanding the fact that
the (arms had been combined into production oooperatives.g

The overwhelming share of the expropriated properties had once belonged to persons
uow living in west Germany. Those whose properly had been expropriated by the
communists fled 10 the west, and those who had fled for other reasons had tbeir properiy
expropriated afler leaving. This may help explain west Germany’s overriding interest in
the restitution rule and part of its inlerest in unification as such.

The details of the restitulion rule are very generous indeed for the previous owners.
Even though the communist state had financed substantial fractions of its wel investment
by withheld wages — wages were 40 % of GDP rather than 52 % as in west Germany —
as a rule not only the expropriated properties but alse the capital accumulated since the

time of expropriation is to be returned. '

The Rend Seeking Stage
Al the time of writing, east Germany has not yet reached the stage where its resources can
be productively developed. It ia rather still in the middle of its rent sceking (ight.
Entrepreunerial efforts are largely absorbed by particpating in zero sum games. Fighling
the legal batile for property rights is currently much more profitable than supervising and
designing the necessary reorganization of the east German economy.

Ope of the main problems is that restitution rights cannot be defined

unambiguously. There are at least three facets of (his problem.

The first i¢ that land rcgistration is [requently nonexistent. Often the books arc
gimply not available, scmetimes they are wnreadable because of physical delerioration,
often the important eniries have simply been blacked out.

The second facet is that, under the commnnisis, reorganization of the properlies
was frequent. Firms have been joined to others, parts of them have been eliminated, paris
of other firma have been added, some of them have shrunk, some of them have grown, fome
have moved to other places. Typically, there i8 more than one owner claiming the
restitution right, and frequently three and more clalmants have 10 be dealt with because
they all owned parts of the objects to be returned.

The third facet is that there may be a chain of multiple intertemporal ownership.
Interspersed with expropriations, a certaln piece of properly may have had a number of
ownerd at different {imes, By law, the firsi legal owner bas the restitution right, but it ia
often unclear just who this is. An extreme, but possible, example is that of a small
ccmpany owned by a Jewish family before 1833, sold at roughly the market price to a Nazi
member before emigration, expropriated by the Soviets, sold to a GDR citizen after 1949,
relurned to the communist state in the forced sales program of 1972, and resold to a GDR
cilizen under the Modrow government dnring the last few weeka of communist rule. In this
example, there are fonr potential candidates for first legal ownership.

Prohlems like these paralyzed significant parts of the cast German economy. Given
the uncerlainty about the property righis, il was risky if not impossible to invest. Potential
ownerd could etop all legal transactions associated with the contested assets, banks were
unwilling {o accepl the properiies as collateral, and the investors could rot he sure that

they would be able 1o harvest the fruits of their investments.

The "Obatacle Removal Law"”
Because east Germany's economic life was being paralyzed, the restitution rule carme under
heavy polilical attack. Parliament reacted to this by introdncing a special Otstacle

Removal Law in March aimed st dpeeding up the jnvestment process. The main aspect of



this law is that it helps isolate the investor’s decisions from the quarrel about ownership
rights by ceplacing the restitution of real properly with monetary compensation paymeats,
The (ollowing provisions of the law are worth emphasizing.

—  Until the end of 1992 3 polential jnvesior can buy aom object that falls under the
restitution rule unless the previous owner guarantees to carry oui the same amount
of invesiment,. )

—  The previous owner's cbjections to ibe government's decisions will, in theory, no
longer he able to put a halt to the privatization process as it could under the old
laws.

—  The goverament can rule ont restitution by itself investing
in the property.

—  Current owners who bought property under the rules of the communist Modrow

overnment will be able to maintain their ownershsp.

—  Investors who do not keep their promises can be forced to return the property to the
government.

The new law is a substantial improvement over the provisions of the restitution
trealy, for it favors the investor over the previous owoer and protects him completely from
future compensation claims by ibe latter. All such claims must be directed towards the
government and will not affect the safety of the investment. However, it is not fully
equivalent to a clear monelary compensalion rule, since in each individual case it is still
necessary to negoliate with the previous owner 1o find out whether he {s willing to match
an investor's offer. This not only reduces the invesior's incentive to make the effort
involved in such an offer and in devcloping the detailed reorganization plan which the
government requires. It also makes the government very caulious about not violating the
rights of the old owners, It is said that the government employees handling the cases fear
personal compensation claims by the old owners, even though, in fact, they are legally
insured against malpraclice. The restitution rule manacled the invisible hand. It remains to

be scen whether (he Obstacle Removal Law will be able 1o unchain it.

3. The Trevhand Palicy
The Treuhand is a state bureaucracy that was founded under the Modrow government 1o
rescue the stale owned properties during the fall of the commumst state. However, after

the Grst free election in the GDR, it was given a new rcle. Its official function, which was

later confirmed by the nnilication ireaty, became the "privatization and reorganizalion" of
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the state owned propertiy.

The Sales Policy
The Treuhand is the legal owner of most of the assets formerly owned by the state, and it

sces {18 main function as selling these assets for cash in the macket place. Unlike Poland or
tbe CSFR, where sales would have had to be made to foreign capitalists, the selling
sirategy 15 considered to be polilically and economically feasible jn the uniled Germany.
After all, there are enough wealthy capitalisis in west Germany who can buy the Treuhand
properties. East Germans and foreigners have been invited to huy, but they were never
expecied 1o be significant players.

Originally, the agency owned 8000 [irms, 6100 of which were 10 be privatized. The
remaining 1900 firms were public utility companies that were to be given to local
municipalitics. As mentioned earlicr, the number of firms has heen steadily increasing
because both successful sales and the needs of restitution required the unils 10 be broken
up. The total numher of factories behind the legal entities is about 40,000, This is the
maximarn nurmber of firms that can be #old. Tn July 18990 the 6100 privatizable firms
included 4000 industrial compasies. In March 1991, when 1300 of these companies had been
sold, 3000 indestrial companies remained.'?

The Treuhand also owned 40 % of the toial area of east Germany. After returning
most of its forests to the local communitics, this share ghrank to 25 %. The largest chunk of
Treuhand wealtb ig incorporated in iis plots of land. Probably the agency owns more than
50 % of the privale and privatizable urban land. The following table gives an overview of
the Trenhand's land ownership. The quantities are official data and the prices have been
taken from statistics on the reported prices of west German sales of vacaut land. Thbe frst
cstimate uscs actual 1988 prices, the second fictitious present values that would result, if
casi German land would had not generate rent before 1999, but afler Lhis would generate

the same rent as west German land.



The Land Values of the Treghand

Area West German West German price,
rice 10 year adjustment
[m. ha] rb. DM [b. DM]
Agriculture ST 53 43
Forests 0.51 B 5
Plots of land .27 256 205
2.5 315 253

Sourcer: Tteuband (1691}, Statistisches Jahrbuch 1990 [Ur die Bundearepublix Deutschlacd, Siza (1$50),
and own celculaticns. )

The Treuhand does met sell its objects via formal bidding procedures, and ooly
recently has it started to advertise the ohjects it has for sale. It very much relies on the
activities of the firms to be fold and the offers being made by potential purchasers. The
offer must include a detailed investment and renrganization plan, and the purchater must
guarantee his plan. In principle, the agency gives the object to the hidder who offers the
highest price, however it is willing to compromise on the price if the purchaser promises a
convincing restructuring plan that secures a large fraction of the jobs involved.

As mentioned earlier, the sales efforis of the Treuhand have heen crowned with only
limited success. By April, ten months after the Treuhand had been given ils new role, 1000
of 2000 pharmacies, 17,000 of 45,000 pubs, hotels, shops and trading companies, and 1300
of 10,300 industrial firms had heen sold. In absolute terms, these are impressive numbers,
hut the relative magnitudes show that the selling activities will probably have to go on for
quite a few years yet. There are mixed signals [rom the Treuhand as to the change in the
speed of sales. On the one hand, a better organization of 1he agency makes it possikle 1o
speed up the process in the next few months, on Lhe other hand, at 1ime proceeds, it is the
more problematic firms that are difficult to sell that will be left. The initial revenue
estimate of DM 600 billion is no longer being mentioned hy tbe Treuhand. By spring 1991,
the Treuhand had completcly given up hope of generaling substantial revenues. Instead, it

now expecls pperating losses of tens of billions of Deutschmarks.

Reorganization

Although the tasks of the Treuhand ioclude the reorganization of its companies, the agency
makea every effort to gell the companiea as they are and to leave the restructuring process
10 the private purchaser. "Reorganization through privatizstion" is the slogan. Alan
Whelters (1990), the persomal advisor of Mrs. Thatcher, bas argued that a socalled
spontaneous privatization, the policy that is being carried out in Germany, "can be broadly
characterized as the exsting managementa stealing the capital and running off with it."
Indeed, such cases now feem 10 be very frequent in east Germany. However, there is no
elternative to the Treuhand's policy. The nnmber of firms involved is simply 100 large teo
follow Lhe British pattern and restructure the firms before privatization. In Britain only a
few dozen firms had to be privatized in a decade, in easi Germany there are probably tens
of thousands.

Thin is not {0 say that the Treuhand sells the firma as they are. In addition to
splitting them into sellable units, it makes some efforl to put the inaugural balance sheets
jn order. All firms are obliged to file such inaugural halance sheets. The original deadline
was Octoher 1990, but the date had to be extended to 30 June 1991 for small and medium
sixed firms and 30 October 1591 for big corporaticns. In May, 60 % of the corporations had
filed their balance sheets, but only 6 % of the balance shects had officially been approved
by the Treuhand.'? The approval date is crucial for the life of a firm. Before this date, the
firm receives subsidies from the Treuhand 10 help cover its current expenses, and the
Trenhand assumes that the firm bas a chance of surviving unless it is utterly obvious that
i{ bas mot. After the date, the Treuhand officially decides on the viability of 4 irm and
closes the firm if necessary.

For a pumher of reasons, overindebledness is not in itsell a problem. First, the
company dehts had nominally been aplit in hall with the currency couversion. Second, there
is & epecal deht relief program for overburdeped Girms. Third, there is a system of

compensation claims whose purpese is 1o equalize the firms' starting chances. A firm that
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is equity rich must accept an interest bearing liakility from, and an equity poor firm
receive an jnterest bearing claim against, the Treuhand.

The criterion for dedding on the viability of a firm is that it is able 1o carn ils
opetaling expenscs, which means basically that i1 is able to cover its wage bill, its taxes
and the cosis of intermediate products. In May 1991, 330 companies, or parts of companies,
had been liquidated or declared bankrupt. It can be expected that the number of
bankruptcies and liquidations will increase dramatically after October 1991 when most of
the inaugural balance sheets will be available for gerutiny by the Trenhand experts.

Often the liguidations occur in the context of successful sales, because the buyers
are typically interested in special parts of the company or in branches rather than the
whole entities being offercd. The unatiractive parts therelore remain with the Treuhand
and have to be closed, since they are not viable. As a rule of thumb, the Treuhand

currently "rescucs" one third of the jobs with every sale.

4. Selling an Economy

Some economic advisors have recommended the Treuhand choose a microeconomic,
businessike policy approach. I should, they say, behave as if it were one company among
thousands, deciding between the options of closing or selling one of its branches. A
similarly narrow view characlerizes the public pobicy debate on Treuhand issues. This
debate sees the privatization problem through the glasses of businessinen and bawyers and
it ignores a namber of basic economic aspects.

This becomes clearest with the utterly disappointiug sales records. The politicians'
popular explanalion of this fact is simply that east Germany is a heap of trash. It is argued
that east Germany is in 8 much worse shape than everyone had assumed and the blame for
the false estimate ol the sales revenues is put enlirely on the [ormer communist sysiem.
While there ¢an Le no doubt about the ¢emmuaist mismanagement and the poor
performance of the GDRA, this convenient explanation may well be overly simple. From an

economic perspective, lhere are at least four explanations that shilt some of the
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responsibility back to German umification policy. The explanations ideniify nccessary
conditions for the sales policy to work which are violated in the German case. Salisfying
one of these conditions is not emough 1o make the policy successiul, but violating one of
them may be sufficient 1o crode the sales prices.

The erosion of sales prices is not only a distributional problem, it also points 1o
gerions efficiency problems with the big bang approach. It will be argued that each of the
reasons dizcussed is also an impediment to economic growth and that the replacement of

tke gelling rtrategy with a participation approach would help remove these impediments.

The Macroecanomie Slock—Flow Problem

If the Treahand's sales policy had funclioned as planned, it would have had guite dramalic
macroeconomic implications. The Treuhand would have immediately sold its properties,
received DM 800 billion in cash and spent thia cash, as required by the unification ireaty,
for east German purposes. If the sales had been compeleted in one year, the Treuhand
expentes would have been three times as large a8 the cast German GDP, and the overall
German government budget deficit would have risen from DM 150 billion {in 1891) to DM
750 billion, i.e. it would have equalled 30 % of Germany’s total GDP ratber (han 6 %.

Yes, the government could have used the Trenhand revenue 10 reinvest in the
capital market. In this case the nverall budget deficit would not have increased. But would
it have dome that? A public choice perspective on the issue gives a clear forecast.
Government officials would have found a thousand reasons for spending the money quickly,
perhaps not in one year, but they would have spent it. They would mot have used it for
debt redemptions: Kasse macht sinnlich!

The figures cited show that the magnitudes involved inake the selling strategy
non—irivial. It is nol enongh Lo see this strategy {rom a microcconomic perspective, beeause
selling a whole economy may involve difficuls macrocconomic absorption problems.“

In principle, an immediate sale of all Treuhand asseis is feasible il this sale is simply

an asget swap. This would be the case if the Treuhand reinvested its revenue jn the capilal
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market. It would provide the funds which its customers need to finance the purchases of
east German asscts.

However, if ibe Treuhand revenue, or a suhsiantial fraction thereof, is used for
commodity purchases, then asfeis are o be exchanged for goods or, what amounts to the
same Lhing, the asset purchases are to be financed with savings. However, savings are a
flow and the asgets offered by the Trenhand are a stock. Aller all, the assets represent (wo
thirde of East Germany's privatizable economy. Obviously, the Treuhand policy sulfers
from a serious stock—{low mismatch. The agency wants to (1l the dam with water from the
river overnight.

The problem becomes even more severe insofar as the dver is, in fact, a small creek.
Currently, West German savings are not even large enough to finance private investment
and the government’s unification deGeii. As the deficit has increased by more than DM 1060
billion since 1990, & substanijal straln has already been pnt on the capital markets. Real
interest rates in Germany are higher now than since 1950, and although Germany was the
world's largest capital exporter in 1989 it now is a capital importing couniry. A further
dramatic increase in capital imports wonld have been necessary fo cover the additional
government budget deficit if the planned Treuhand revenues had materialized.

Oplimigis may he inclined to peint to the high mobility of inlernational financial
capital and argue that the world flow of savings is large encugh to provide ibe required
capilal imports easily even though there is a theoretical slock—low problem. However, this
line of reasoning entirely overlooks the absorption problem involved. For foreign financial
capital to enter the German capital market, there must be a reaction of the current
account. A financial net capital import will occur if, and only if, it succeeds jn crealing a
sulliciently large current accennt deficit. To the extent that government expenses consist of
imported commodities, this deficit can come about very quickly. However, those expenses
that congist of domestic purchases need price or excbange rate effects. A plausibie scenaro
is that the asset purchasers’ demand for funds increascs the German interest rate whieh

then attracts international financial capital, revaluing the Deutschmark and causing the
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current account to deteriorate. Unfortunately, however, such a reaction of the curremt
account j8 unlikely il not impessible in the short run. If the modern theory of forcign trade
has a lesson il is that, in the shorl run, the current account reacts adversely 10 exchange
rate adjustments and that it may take two years or more before a normal reaction can be
expected. Typically, there is a capiial export rather than a capital import if the domestic
demand for funds increases.

If the optimists’ view were correct and the world was indeed wilhout the fricitons
that explain the sluggishness of current account reactions, then the unification deficit could
not have caused the current German interest peak. The mere fact that this peak is there
damps all hopes thal the additional government budget deficit caused by the expected
Treuhand revenues would not have been a problem for the capital markets.

Clearly, there are macrogeconomic financial constraints that render the planned
Treuhand policy inleasible or at least dangerous. The Treuhand revennes compete with
private investment and the ordinary government budget deficit for domestic private
savings and, if available, capital imporls. Since savings and the ordinary deficit are rather
insensitive to interest rale changes, this means that those Treuhand revenues that are used
for the purchare of domestic goods will crowd out private investment and vice versa. The
revenues bid the interest rate o levels even higher than its current historical peak and, az a
reaction, the capital values of toth ordinary private invesiment and the restructuring
investmeni of Treuhand purchasers will be reduced. They will be driven even below the low
values caused by the unification budget. While the subsequent reduction in wesl German
investment seers acceptable, the crowding out of easi German investment and the erosion
of the competilive market prices of Treuhand objects does not.

Under fdeal competitive conditions, the bidding price of a Treuhand object equals
the present value of the cash (low generated by the resttncluring investment opportunity it
offers. Since thig cash flow is first negalive, and then later positive, even slight interest rate
increases can easily drive the present value to zero o make it negative. By way of conirast,

the present value of the permancntly positive cash flow generated by an existing asses in
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the west will only minimally he affected. Even if the macroeconomic stock—ilow problem
were the only problem with the selling strategy, the Treuhand would mot succeed in raising

the expected revenue of DM 600 b.

Microeconomic Credit Constrainis

The macroeconomic credit constraints imply that $he unificalion deficit and the
Treuhand's asset supply raise the interest rate, reduce private investment and erode the
prices of Treuhand assets, hut individuals do not f{eel these constraints as such. In addition
to the macroeconomic consiralnts, there are imporiant microeconomic credit constraints
which are directly perceived by the borrowers. These constraints have similar implications
for private investment and the Treuhand’s asset prices, although they do not operate via
the intercst rate. Modern capital market theory explains that the mierceconomic
consiraints result from jnlormational asymmetries between horrowers and lenders which
constitute a central element of credil markets. There are at least two reasoos why the
microeconomic credit consiraints are particnlarly jmpoctant for the Treuhand policy.

The first is that potential east German purchasers whko are most interested in the
Treuhand asscis, and who may have comparative advantages as enirepreneurs, are poor. As
mentioned earlier, easterners do not possess the financial equivalent of "their” real asscts,
but only the transactions cash they received with the currency conversion. They therefore
need loans. However, to receive the loans they need equily capital. Even if the purchased
chjects could serve as collateral, banks would never finance 100 % of them. Banks do
require independent equity capital, and if shere is no such capital, they do ﬁor. give loans.

The second problem is that the objects o ke sold oflen cannot serve as collateral,
because the legal property righls have not yet been conflitmed. Land registration offices are
in the process of being built, but it will take some time for them to function properly.
Remarkably, this institulional detail has turaed out to he a majr obstacle 10 economic

growth in east Germany.
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In addition to these particular east German reasont, of course, credit constraints can
became operative for the usnal reasons. Even firms and entrepreneurs from the west are not
always endowed with suflicient surplus equity capital to enable them to borrow arbitrary
amounts of money for asset purchascs in the east. In fact, a firm that has optlimized jts
dehl cquity rstio under tax aspects may he unable to increase this ratio furiher for the
purpose of expanding in the east. Of course the firm can then try to collect more equity
capital in the west, hut this ia n time consuming and complicated activity, given that the
typical west German firm is not 3 stock market company.

An important aspect of the credit constraints is that the rivalry between Treuhand
revenues snd private investment, that was seen to piay a role on the macro level, carries
over also to the micro level. Every Deutschmark the Trenhand collects will be withdrswn
from restructuring invesiment or other types of investment the purchaser might have
planned.

The rivalry implies that credit coustrained firms will not be ahle to bid for a project
up to the present value of its cash flow, hut only to an amouni that equals their horrowing
capacity minus the restructuring investment the project requires. If all purchasers were
credit constirained, 1his would result in a demand curve for Treuhand assets that is strictly
inelastic in the scnse that it hay an absolute price elasticity of less than one — the {ewer
assets the Trevharnd sells, the higher iis total sales revenue. Appremsive sales sirategies on
the other hand would nct only reduce the asset prices, bul would also drive the total saler
revenue 10 zero. This may help explain why the Trenhand's sales efforts resulted in such
disappointingly low revenuca although, of course, it cannot be assumed that all purchasers
wete credit consirained.

The microeconomic credil constrainis are also aflecied by a stock—flaw problem.
Since the purchzsers need equity capital and equily capital can most easily be generated by
tetaining profits, the Trenhand can increade its revenues by alowing down its salea efforls.
The prices are low if the agency wanta to sell its atock of assets at one poini in time, but i{

it can wail and and converl the stock 1o a flow which i# gradually released 1o the marked,
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its purchasers can use the equity capital saved in the meaniime to botrow more and make
higher bids. This microeconomic stock—flow prohlem and its macroeconomic counterpart
discnssed above may be implicit reasons for the Treuhand's hesitation to sell its assets

quickly.

Risk Problems

Treuhand assels are extremely rigky for a number of obvious reasons. A purchaser will
therefore not simply bid lhe_ﬂe.rpecled present valne of the cash flow which a Treuhand
asset generates, but deduct a risk premium. Knowing this, the Trenhand agency should be
expected 1o make active efforts to diversily the risks involved. One could think of issuing
piock market shares, offering flexible payment rules to the purchaser or joint ventures as
means of spreading the risks involved.

However, the agency has made hardly any attempts of this sort. Its poliey is to sell
entire companies, fraciions of companies are not available. It is not possible to invest a few
thousand dollars in Leura, Zeiss or Meissen shares because such shares do nol exst. In
practice, east German Grms are s0ld as whole units to western firms, Lypically, their west
German competitors. The shares of indusirial properties which have been sold to foreigners
and east Germans are abont 5 % each.'* Only in one case has a company been sold via the
stock market.

It is obvious that the policy of selling entire companies limijts the number of
purchasers who are willing and able to bear the risks involved. This reduces the potential
sales sevemued and slows down the privatization process.

A frequently unsed, but wncomviscing excuse for this policy is the German stock
market law which imposes stronger requirements on the solidity of companies than east
German firma can satisfy. Among the many new laws that were necessary to pave the way
for unification, a law allowing the sale of special east German junk bonds would not have

been exceptionally revolutionary.

17

A better justification for the Treuhand policy is the existence of risk markets to
which the purchasing firms might have access. If these firms sold new shares in
international stock markets, wealth owners in the whole world could help diversily the risks
of east German assets. Unfortunately, however, allusion to the limited tole of ihe stock
market in the German economy is again appropriate. Most German firms are owned by
entrepreneurs or are organirzed in the form of small parinerships. Germany is not America.
In the US, the fraction of the capital stock which is subjected 10 portfolio diversification

via slock markets is two and a half limes as Jarge a4 in Gv.-rma.u)".16

5. Aggressive Wage Policies

The Treuhand's privatization policy is also strongly affected by the wage palicy carried out
in east Germany. Basically, this policy followed a laissez faire approach, leaving the wage
seltlemeot exclusively to the bargaining between trade unions and employers’
organizations. The west German system of collective bargaining was simply imposed on
east Germany in the hope that market forces themseives would bring about the required
workers’ and employers' organizations, and indeed snch organizations emerged quickly. In
spring 1990, tong before the monetary union, western nmons helped found the first free
trade unions in east Germany, in June collective wage bargaining of tbe west German type
was installed, and in antumn the west German employers' assoclations stepped in, creating
eastern branches and participating in the negotiations.

The wage negoliations in the east were dominated by west German advisors on
either side of the table, since the east German unicn negotiators wete unexperienced and
east German entreprencurs or capitalists did not exist. This bias created a strong incenlive
for excessive wage setilements. The west German trade unions and employers” associations
alike bad no interest whatsoever in creating low—wage competilors in the east. In fact, both
parties quickly agreed that a high—wage policy was desirable for east Germany, arguing

that this would stop migration and give the right signals for futnre high tech investment.
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The only party that could have been interested in 2 low—wage strategy for east
Germany were the east German umion pegotiators, because they should have known that
high wages create unemployment. However, they were probably right in believing that, in
one way or ancther, the west German governmemt would subsidize the wages, and, if not,
they knew that their members would be allowed to enter the German social security system
at a high levcl; after all, in Germany the upemployment benefit is proportional to the last
wage received.,

Exceseive wage negotiations in the west are typically blocked by the capitalists whe
defend the profits they expect ’f:om their existing slock of capital. The representative of the
existing capital in the east, which could bave been a counterweight in the negotiations, was
the Treuband, but this agency did not take an active part. After all, why should the
Treuhand officials have objected 1o a policy which was publicly being praised (rom 5o many
sides? Thus, there was no one who really was interested in low wages. The west German
taxr payers who ullimately will have to foot the substdy bill, did not participate in the
negotiations.

It may have heen a serious policy mistake not to limit the rights of the negotiating
pazlies o the ynification treaty. The result of the laissez—{alre policy has been, and will be,
dramatic wage imcreases. First, nominal wages in East Germany rose by 17 % before
unification. Then the one to ome wage conversion that came with the eurrency union
quadrupled the wage bill in Deutschmarks. Finally, after the unification, the negotiations
defined growlh paths for the eastern wage level that have already (spring 1991) led to an
average hourly wage cost equal to 43 % of the west German one and and will raise this
percentage to 77 % in 1§94 and 85 % in 1995. In spring 1980, before the currency uniom, the
east German hourly wage cost equalled 7 % of the west German, Iying between that of
Turkey (8.5 %) and Poland (4.5 %). In summer 1891 east Germany is hall way between

Greece (28 %) and Ireland {54 %), and in 1993 it wil] pass Australia (61 %), the United
Slates (64 %), and Japan (68 %). In 1994 it will pass Italy (79 %) and in 1995 it will reach

Norway (86 %). This may scem a utopian scenario, but it is no guess. It is the pattern that
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was already agreed to in the trend setling negotiations in the metal industry of spring 1991.
If anything, the numbers reported will undercstimate the speed of adjustment in east
German wages. In the current negotioations of the construction industry, trade unions are
demanding 85 % of the west German wages for 19911'7

It is clear tbat the ncgotations set east German wages far above the market clearing
ievel and the level implied by the need to prevent excessive migration to the west. 10 1t
migration to the west was the reason for wage fuereases, i.e. if these increases resulted from
& reduction in easi German labor supply, then a labor shortage should be apparent in the
east, not an vnemployment rate of effectively 24 %. There is no way of escaping the
conclusion that the wage negotiations pushed the east German wages far above the
opportanity cost of fabor.

Obviously the wage policy mnst have severely reduced the market values of
Treuhand assets. Firms that might have been valuable i wagea had equalled the
opportunity cost of labor, may now have a very low, or eveu a negalive, value. The
Treuhand’s busisesslike approach may therefore judge them bankrupt even though, from a
trne economic point of view, they could have provided efficient and useful employment
during the iransition to a mature weslern style market eConomy.

On the other hand, it is by no means clear that many or most firms cannot have
positive values berause of the aggressive wage policies. No purchaser of eastern firms will
continue to operate them in the same way as before. Instead he will immediately reorganize
production processes and underizke restructuring investments. These activilies will bring
new life to the firms and generate posilive profit streams. With a price of xero, the
investmenis are likely to be more attractive than similar jnvestmenta in the west where the
rcal estate haz to be honght at breathtaking prices. The value of the Trenhand assets
shoutd therefore at least be equal to ibe Jand values involved, and these are mare than DM

250 billion.
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8. A Social Contract for East Germany
Currenily East Germany is paralyzed by the fight for endowments and the fight for
attractive posilions in the wage hicrarchy. The firsl fight is between west Germans who are
trying grab pieces of the Treuhand's cake. The second Gght is beiween #asi and west
Germans —between thoge who reccive unearned wages and those who have to pay for the
social program that supports Lhem. Given that East Germans have no chance of
pariicipating in the bidding for iheir former state’s assets, it may be understaudahie that
they have sought compensation by demanding high wages. However, this policy is
dangerous because it destroys parts of the east German economy that could have provided
useful employment in some transitional phase and because it will kill the young plants from
which a new prosperily could have grown. In a market economy, wages are scarcity prices
that serve important rationing and allocation functions. They cannot bLe used 1o
compensate for distortions in the distribution of endowmenta.

This section outlines the features of a rocial contract for cast Germany that shilts
the distnbutional problems from the wage front to the iniljial endowments. Basically it
combines the wage freeze with a participation model that gives the Treuhand assets to the

east German population.

The Participation AModel

The partiGpation model is an intermediale solution between the curreni selling strategy
and the Czechoslovakian model, where privatizalion begins with a distribution of company
shares among the population. The advantage of the selling sirategy is that with
privatization it brings in both new manageiment and new know-how at a single stroke. The
advaniage of the pure distribution model is that it aveids the clearance sale problems
digcnssed above. The participation wcdel combines the two a.d\.raniages.lg

As with ils current strategy, the Treuhand fecks competent jnvesiors who bring in

the equity capital mecessary for the restrucluning process and take over the entrepreneurial

functions. Howeves, instead of demanding a payment in cash, the agency maintains a
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fractional owpership in the firm, preferably a minority share. The majority share is given
to the investor as compensation for his equity and know—how. If the investor’s initial input
is too small 1o justify a majority owoership, he npeveriheless rteceives exteusive
entreprencurial functions, bul he mnst promise 1o establish a- majorily ownership by
further eguity injections in the future. The investors make offers 1o the Trenhand in which
they specily their restructuring plans as with the corrent selling strategy, and they must,
as they do now, guarantee their restructuring investment. As there is no need to subsidize
wages, the Treuhand pays no particular atteniion to the number of jobs secured, but gives
the Grms to the investor whose plans promise the highest expected returns.

In a second siep, the Treuhand distributes its ownership shares to the casi German
population. To satisly arlicle 25 of the unification treaty, up 10 one third of the shares can
be given 1o east German savers in proportion (o those par(s of their savings that had been
converted at a rate of 2:1 (DM 80 b.). One third is distributed among the east German
population according to the pattern chosen with the currency conversion (100 % for persons
above 69 years of age, 66 % for persons between 14 and 69 years, and 33 % for children
below 14 years) At least one third is given to the employees of the privatized firms, The
three gronps of beneficiaries ate not mutually exclusive. A worker whose savings had been
parily converied on a 2:1 basis, will receive shares for all three calegorics in which he (alls.

The employecs' shares are not diversified, but the $wo other thirds of the Treuhand
shares will be consolidated in mulual funds before they are transferred to the savers and
the general polpulation, i.¢c. these groups receive shares in the mutual funds rather than the
firms themselves. Because of the east Germans’ limited experience with capital market
transaciions the gshares will not be tradeable for a transitional period of four years and can
only gradnally be liguidated thereafter.

The participation model is applied to all irms that are obliged to Gle balance gheels
under the current Germas laws. Smaller firms that are not obliged to Gle balenre sheets, as

well ae other Treuhand properties, continue to be sold, but uot for cash. Instead the
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Treubhand receaves a fixed intercst claim that may or may not be redeemed in the future.
The claim is iransferred to the savers and the general population via the mutuval funds.
Under the exsting laws, the Treuhand could start to privatize in accordance with
the parlicipation model immediately. There is nothing in the Treuhand law or the
unification trealy that excludes the application of this model as long as the Treuhand holds
the shares. The distribution of shares would need a law to specily the details. However, this

i1 a separaie step which would not affect the speed of the privatization process.

The Wage Freeze

The wage (Tevze is an essential Ingredicnt of the social contract, since without it, east
Germany's chances of quick economic recovery are weak. There would bte no need to
privatize an economic desert of dead firma.

A possible scenario is that all east Qerman union wages are frozen al April 1991
level for a period of four years, To compensate for inflation and general produclivity
growth, the average percentage wage increases in the corresponding west German sectors
are used to upgrade these wages regularly. This icenario fixes the average east German
wage cost per hour at 43 % of the west Cerman level if it is assumed that the east German
gap between aclual and woion wages is zero and the west Cerman gap siays constaat at a
rate of about 15 %. Given that the annual work time in east Germany still is somewhat
higher than in west Germany, the average annual gross wage income per employee will
then probably be kept at about 45 — 47 % of the west German level.

The wage [reeze applics only to union wages. The individual employer and employee
are perfectly free to agree on higher wages. This feature is important to allow for wage
increases in occupations for which there is excess demand in the east. The plan will
therefore not prevent wage increascs thal reselt from migrations to the west.

Since tbe freedom of coalition is a constilutional right in Germany, the parliament
or the government{ cannot simply dietate the wage [recze. They can only inlrcduce

incentives for the unions to rensgniialz wage contracts of the type deseribed. A strong
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incentive could be the limitation of the dlatribution of mutuzl funds and company shares to
those who are not union members or agree to formally advise their unions to adopt the
wage (rceze program. To timplify the procedure, all members of 2 union could be made
eligible for participation in the share distributions if the union declared 1hat it waa
adopting the wage (recze plan. If a union does not adopt the plan, individual members who

comply are uevertheless able (o participate in the share distribution program.

The Advaniages

The social contract described would help solve the current blockage in the east German
economy and it promiscs huge eificiency gains. Moreover, it could be an acceptable
compromise to the parlies involved since it is roughly distribationally neutral. It has an
jmpressive list of advantages.

First, the four ycar wage frecze implies more employment and therefore lower fiseal
costs of supporting east Germany. It also stimulates new invesiment.

Second, the workers’ participalion in their companies’ shares creales a natural
juterest in mederating the collective wage claims afler the period of wage freeze.

Third, article 25 of the unification treaty, which was an importaut part of the
compromise hetween the negotiating parties, could be satified. The savers could be
compensated for their exchange fosses.

Fourth, the macroeconomie stock—flow problem would be avoided. The interest
iuduced price erosiou could not bappen, and more funds than wnder the sclling method
would be available for private investment. Lacking revenues, the Treuhand would have to
siop its policy of cross subsidization, whose justification would anyway be eliminated by
the wage frecze. Instead of the government agency, the capital market would allncate the
available funds to competing needs.

Fifth, individual credit constraints and the microcconomic stock—flow prohlem
connecied with it would be less of a problem, since the available funds would no longer be

needed to finance both the purchasing price and the reMructuring investment. They could
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fully be used for private investment. For the $ame reason, managers or employces of east
German firms would have a better chance of competing in the bidding process.

Sixth, because the micro and macroeconomic flock—{low problems are avoided, the
Treuhand is o longer temptied to scek better bargains by slowing down its privatization
elforts.

Seventh, compared to a price payment, the investor's nsk is smaller with the
parlicipation model. A competilive bidding process of the type described will induce a risk
averse investor 10 propose a resirucluring plan where he takes more risks, injects more

equily capital and, on avcrage, cedes more (unds to the Treuhand. ®

7. Concluding Remarks
Among the cast Europeau countries, east Germany is in the unique situation ol having
been merged overnight with an efficient western market economy. The rapid integration
has obvious advantages, but il has created more problems than politicians had predicted.
Some of the unexpected problems can he attribuled to the fact that the east German
economy turned oul to be in worse shape than the statistics had suggested. However, policy
mistakes may also have been made.

This paper discussed ibree potential etonomic policy misiakes that may seriously
undermice the chances for a quick revovery.
1. The attempt 10 restore old property righls.
2. The attempt to sell two thirds of 1he east German economy.
3. The assumption that colieciive wage bargaining would work without capitalisis.

The first problem has heen parily resolved by the Obstacle Removal Law of March
1391, However, the second and third mistakes are #iill wailing for a solulion. One policy
oplica that may be a solution has heen described in the paper.

This option is a social contract in which easl Germans participate in their slale

owned assets, but accept a wage [recze in exchange. The contract is a simple applicaticn of
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the basic economic wisdom that disiribulional aims can be satisfied by assigning property
rights, but not by distorting the facior prices.

An essential ingredient of the policy allernative is a participation model. The model
complements the investment stimulus of lower wages because it results in a lower interest
rate than the selling method, leaves more investable funds with credit constrained
purchasers, and induces risk averse inveslors to 1ake the chance of higher equity injections.
The parlicipation model shares the sclling atrategy's virtue of bringing in entrepreneurial
skills and know how right at the time of privatlzation.

The social contrac! for prosperily is fairty neutral with regard to distributional
matters. East Germans lose wage income, but receive mutual fund sccurities. West
Germans forego the windfall profits from the Treuhand's clearance sales, but they gain
psofar as they have to Gnance fewer gocial transfera to the east. The only important
non—neutrality is among West Germans because the buyers of Treuhand assets are not
identical with those who pay for the transfers. Given the asymmetries in the lehhying
power of these Lwo groups, this fact may be a serious obstacle to the implementation of this

paper’s proposal.
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Noles

[n kis speech to Eurcpean patlizmesl on March 191k, 199).
Cf. Siea nod Sina {1981).

See Cornelsen {1991). The percentages indicate the shasen of indvatrial production expropriated
ucder communiat rule after sad before 1949,

See Treuharnd (1991).

President Rohwedder in bis speech to the Bundeskammer in Vieona Cf. ADN news repart of
Qclober 19th, 1990.

The Ministry of Justies had estimated the masket value of the properiies Lo be disliibuted ia
previous owners to equal DM 120 b. (AP pews ssport of March 23rd, 199).} If this vales s 30 %
of ol values that are Lo ke privatized (c[. mole 3] them the valus of the firms 1= be sold i DY
ZH0 b.

Cf. Sinn (1990).
Icformalion received frem the Ministiy of Economics.
See Penig (1991) and MBechel {1990).

Ste Law (or 1he Seitlement of Urselved Property Questioss of April 18th, 1991, § 6,3, The law s
confusing imsofar as it firsl portulates copzpensalion pagrzonle for eatraeidinacy weallh changes,
tud thew definea such changes by refercnce to the Grm's debd equily rafic. A Grm Lhat grew
mapidly, but did not change ita debs equity ratio will be relurned to the previous owner aa fa.

Cf. Firat and Second Treubhand Laws of March 1nf, 1991, and June 17ih, 1991,
Fer this and other informaticn provided iz !hin section aee Treuband (1991).
Cl. Treuhand (1991) aod Suddeubeche Zellung No. 111, May 15th, 1991, p. 29.
A preliminary dizcusson of 1his argument can be found in Sinz (1991).
Suddeitache Zeitung No. 101, May Ird, 19891, p. 30, and Treuhand (1991).

See OECD, I[niernalional Financial Statistica, Decemmber 1980, pp. 242 and 554; and The
Handbook of Werld Stock and Commedity Exchanges, pp. 160 and 371.

These calculstiorns are taken from Sina and Sinn (1931}

This peint has been made by a pumber of observera. Cf., e.g., Akerlol et al. [1881), Burda and
Funke (1991) or OECD {1991).

The pariicipation model is an exfzmsica of & mode) propeied jo Sina (1991) and iz & minorily
report of the Council of Econcmic Adwiszrn to Lhe Miobiry of Economica (Wikkcoachalllicher
Beirat 1901).

Thee siatemznla are proved in a formal risk Lheoretic medel by Demeugin and Sion (1991).
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