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INDUSTRIAL DEVELOPMENT: FRANCE AND GERMANY DRIFTING APART

Industrial Development:

Germany Drifting Apart

by Karl Brenke

The significance of the manufacturing sector for the economies of
both the European Union and the euro area has declined dramati-
cally over the past ten years. However, development varied between
the individual member states, which is particularly evident in a com-
parison between France and Germany. The manufacturing industry
in Germany was able to maintain its position within the national
economy, halting the structural change towards the service sector.
Conversely, there has been rapid deindustrialization in France: here,
value added from the manufacturing sector as a percentage of the
overall economy is now even lower than in eastern Germany.

Within the German industrial sector, the manufacture of technical-
ly complex goods has continued to gain ground. In France, on the
other hand, the production of such goods has always been relatively
insignificant and, over the last decade, has become even less im-
portant. The gap between these two countries is also widening with
regard to wage development as well as price competitiveness: in Ger
many, wage growth has lagged behind increases in production, whe-
reas in France salaries have increased at a much faster pace than
production. German manufacturing was, therefore, able to expand
substantially into foreign markets, while the French industrial sector
is the poorest performing in the EU. If national currencies had been
retained, the ramifications of such diverging developments would
have been mitigated through exchange rate adjustments. Meanwhi-
le, a currency union requires responsible policies—this also applies to
wage development.

DIW Economic Bulletin 2.2013

France and

The euro area is in deep crisis. Harmonization of mo-
netary policy was accompanied by a massive cut in inte-
rest rates in southern European countries. With an enor-
mous influx of capital at the same time, this led to the
formation of various bubbles in the region—there was
a consumption bubble in Greece and overheating of the
property market in Spain and Ireland. There was also
a collapse of the largely unregulated financial sector in
Ireland, where companies began to founder as a result
of highly speculative transactions during the global fi-
nancial crisis. All these problems came to light becau-
se the mistakes resulted in a crash and the countries af-
fected are now heavily reliant on aid.

Moreover, the introduction of the euro also brought the
risk of divergence in terms of competitiveness because,
before the monetary union, it used to be possible to off-
set different developments in productivity and costs by
adjusting the exchange rates. The currencies of coun-
tries lagging behind depreciated and those of countries
in a stronger competitive position appreciated. Howe-
ver, this mechanism no longer exists.

Although only part of the economy of a country is direc-
tly exposed to international competition, the ability to
finance imports is dependent on this part. Some coun-
tries or regions finance their imports through the ex-
port of raw materials or through tourism. In developed
countries, the manufacturing industry is still the corn-
erstone of the export base, however, and for emerging
markets it is the engine that drives the catch-up process.

The EU Commission recently presented a strategy pa-
per attributing key importance to the economic perfor-
mance of the European Union to the manufacturing
industry.” The reason for this was the disparate and ge-
nerally rather disappointing industrial development in
Europe. This will be outlined below. Particular attenti-

1  EU Commission: «Industrial revolution brings back industry to Europe.«
Press release of October 10, 2012 (IP/12,/1085).



INDUSTRIAL DEVELOPMENT: FRANCE AND GERMANY DRIFTING APART

Figure 1

Nominal Gross Value Added of the Manufacturing Industry’
Index for 1st quarter of 1999 = 100
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Source: Eurostat, calculations by DIW Berlin.
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While there was significant growth in output in Germany, it dropped to the 1998 level in
France.

on will be devoted to the manufacturing industries of
the two largest member states: France and Germany.>
Here the development gaps are especially apparent. The
present study is essentially based on the internationally
comparable data of the statistical office of the EU (Eu-
rostat). The focus is primarily on the period from 2001
to 2011—Dboth are years that saw an economic upswing
in many parts of the EU.

Strong Growth of Industrial Output in
Germany

Manufacturing has traditionally played a more import-
ant role in Germany than in other countries. In the ear-
ly 19770s, this sector accounted for 377 percent of the total
value added; it was just under one-third in the UK and
only one-quarter in France. In the course of the secto-
ral transition towards the services industry, this sector
subsequently lost significance in all developed coun-
tries. In 1990, manufacturing in West Germany only
accounted for 30 percent of total economic output, whi-
le it was still 18 percent in France.

2 This study is a substantially revised version (abridged in some places and
expanded in others) of an article recently published in France. See K. Brenke,
»Production industrielle: comparaison France-Allemagne,« Recards sur LEconomie
Allemande, no. 106 (2012).

After the temporary boom that followed reunification
came to an end in the mid-199os, manufacturing in
Germany virtually stagnated for a few years (see Figu-
re 1). The global economic slowdown at the time also
had a dampening effect on the development of the sec-
tor. This changed shortly before the turn of the millen-
nium with the global economic recovery, which gave
German manufacturing a major boost up until 2001.
As a result of the ensuing general economic slowdown,
industrial output stagnated up until early 2004. When
the global economic climate then improved again, out-
put increased significantly, however. There was then a
massive slump from the end of 2008 due to the finan-
cial crisis. But recovery set in very quickly so the decline
turned out to be short-lived. The value added contribu-
ted by the manufacturing sector is now slightly higher
than it was before the financial crisis.

Industrial output in France took a different course. In
the second half of the 199o0s, it developed somewhat
more positively than in Germany. After peaking in 2001,
it also stagnated, but the slowdown lasted until 2006,
i.e., considerably longer than in Germany. It was not
until 2007 that French industry benefited slightly from
the global economic upturn. It was also affected by the
shocks resulting from the financial crisis, although the
slump was not as dramatic as in German manufactu-
ring. Unlike Germany, France did not make a strong
recovery, however.

Overall, industrial output in 2011—calculated on the
basis of current prices3—was at the same level as at the
end of the 1990s in France, while in Germany, on the
other hand, it had increased by 40 percent. It has also
become apparent that German manufacturing reacts
much more sensitively than French manufacturing to
fluctuations of the global economy; this was not yet the
case ten years ago.

Deindustrialization in France

Owing to the largely positive development of industrial
output, the overall economic significance of the manu-
facturing sector in Germany did not further decrease in
the last decade—which bucks the trend of the EU as a
whole (see Table 1). The sectoral transition towards the
services industry was therefore halted. Here, region-
al differences are also apparent: in eastern Germany,
manufacturing continued to gain ground significantly
while in western Germany it lost momentum slightly.

3 Since itis primarily a question of competitiveness, as far as available data
allows, an analysis of the production output at current prices is used because
ultimately it is crucial what prices can be implemented on the market.

DIW Economic Bulletin 2.2013
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In 2011, manufacturing accounted for 23 percent of the
total gross value added in Germany as a whole—which
is slightly more than ten years previously.

Conversely, some other EU member states have under-
gone real deindustrialization. Not only has the share of
the manufacturing sector in total economic value added
declined in these countries, but even the economic out-
put of the manufacturing industry—calculated per cap-
ita—has fallen. This group includes states where manu-
facturing still plays an above-average role—such as Ire-
land, Finland, and Italy as well as countries that were
already less industrialized such as Denmark, Portugal,
the UK, and France. Particularly in the latter two coun-
tries, manufacturing has lost considerable ground over
the past ten years and now only accounts for around one-
tenth of total economic output. Otherwise,—apart from
small countries such as Luxembourg or Cyprus—only in
Greece does the sector account for a similarly low share.
Calculated in terms of purchasing power parity, almost
all Eastern European countries now have a higher indus-
trial output per capita than France. Even in the structur-
ally weak eastern Germany, the level of industrialization
is significantly higher than in France.

Strong Growth of Exports in Germany

German manufacturing has been heavily engaged in ex-
port for along time.4 According to the national accounts,
the value of exports of goods was over 40 percent of the
total GDP in 2011 (see Figure 2). Only in much smaller
EU member states with a correspondingly small dome-
stic market is this percentage even higher. The corres-
ponding figure for large countries such as France, Ita-
ly, Spain, and the UK, on the other hand, is only around
20 percent. These countries’ economies are therefo-
re quite strongly focused on domestic sales, which, in
turn, contributes to the much lower level of industria-
lization in comparison to Germany.

4 There are different statistical sources available on export activity. In
addition to the national accounts data, there are foreign trade statistics which
provide information about the trading of goods with foreign countries.
However, the trade of goods also includes goods which are not of industrial
origin, for example, unprocessed products from the mining industry (raw
materials) or agriculture. Overall, these products only account for a relatively
small share of the trade in goods in EU countries. For instance, agricultural
goods are generally only brought to the market after industrial processing; the
same applies to goods from the mining industry. Although the data from the
national accounts and the foreign trade statistics do not reflect industrial
exports exactly, both sets of statistics are still good indicators of the structure
and development of industrial goods exports of EU member states. In addition,
information on export sales is available from the relevant surveys of industrial
companies. In the European reporting system, only index values are shown,
illustrating the general development. However, there is no information on the
absolute volume of exports or the share of export sales in total sales, such as
that provided by the German Federal Statistical Office, for example.
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Table 1

Significance of the Manufacturing Industry in EU Member States

Gross value added

Share in the total gross s Per capita in purchasing
value added, in percent Per capita in euros power parities

2001 201 2001 201 2001 2011
Ireland 27.3 217 7394 6,878 6,392 6,289
Germany 22.1 226 5,070 6,412 4,555 6,133

Western Germany' 243 23.0 6,031 6,848
Eastern Germany' 14.5 16.3 2,422 3,448

Austria 20.0 18.7 4,822 6,045 4,512 5473
Sweden 20.1 16.8 5,020 6,042 4,266 4,679
Czech Republic 259 238 1,656 3,195 3,405 4,347
Finland 25.2 17.3 5917 5232 5,021 4,299
Euro area 18.7 16.0 3,766 4,083 3,716 3,909
Netherlands 13.9 12.9 3,442 4171 3,260 3,801
Slovenia 245 20.3 2,462 3,110 3,400 3,766
Belgium 18.0 13.8 4,065 4,138 3,940 3,663
Italy 19.6 16.0 3,878 3713 4,121 3,608
Slovakia 244 211 967 2,438 2,288 3,540
EU overall 18.0 15.5 3,185 3,480 3,185 3,480
Hungary 22.2 229 1,106 1,945 2,202 3,191
Lithuania 19.3 206 674 1,885 1418 3,074
Spain 17.4 135 2,645 2,860 3,069 3,064
Denmark 15.1 10.8 4,348 4,021 3,285 2,940
UK 14.8 10.8 3,636 2,672 3,097 2,624
Estonia 17.7 17.3 807 1792 1,453 2,530
Poland 15.8 17.6 781 1,481 1322 2,501
France 14.7 10.1 3,223 2,771 3,012 2,438
Portugal 16.6 13.1 1,903 1,845 2,314 2,235
Latvia 14.4 14.1 509 1,243 984 1,868
Greece 10.6 9.2 1,251 1,487 1,600 1616

1 Figures for 2001 before the ongoing revision.

Sources: Eurostat; Regional Accounts (VGRAL, Arbeitskreis Volkswirtschaftliche Gesamtrechnun-

gen der Ldnder), calculations by DIW Berlin.

© DIW Berlin 2013

Manufacturing in France is still of minor significance.

According to statistics on international trade in goods,
Germany’s exports expanded by 66 percent from 2001
to 2011 (see Table 2)5 Although growth here was only
slightly stronger that the EU average (58 percent), this
is primarily linked to the catch-up process of the new
member states which joined the EU in 2004 and were
then able to increase their exports dramatically. Some
of the »old« EU countries such as the Netherlands, Bel-

5 From 2001 to 2006, manufacturing exports increased by 33 percent,
while growth in domestic sales was only nine percent. This applies to
companies with 20 employees or more. For the subsequent period, data are
only available for companies with 50 employees or more. For these, in the
period from 2006 to 2011, domestic sales rose by 15 percent and foreign sales
by 30 percent.
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Table 2

Goods Exports from EU Member States to Various
Target Markets in 2011
Change compared to 2001, in percent

Total EU mznl::t::srta tes To countries outside the EU
Austria 61.8 524 89.9
Belgium 61.1 49.0 103.9
Bulgaria 254.0 264.8 2373
Cyprus 169.8 2316 93.1
Czech Republic 2133 200.6 294.5
Denmark 411 334 58.7
Estonia 2252 164.5 489.4
Finland 17.4 79 320
France 18.6 12.8 29.1
Germany 65.7 54.5 85.4
Greece 77.1 377 147.7
Hungary 137.2 115.0 2515
Ireland -14 -10.8 15.3
Italy 377 26.3 55.5
Latvia 3224 254.6 570.6
Lithuania 3219 2533 510.5
Luxembourg 43.6 317 1336
Malta 54.9 211 92.3
Netherlands 84.2 75.4 123.2
Poland 2349 2210 295.3
Portugal 57.5 436 117.8
Romania 254.0 234.6 312.8
Slovakia 305.1 278.6 560.9
Slovenia 141.3 142.3 138.7
Spain 69.0 51.1 120.9
Sweden 59.2 515 70.4
UK 18.7 0.1 46.4
EU overall 58.0 49.7 75.6

Source: Eurostat, calculations by DIW Berlin.

© DIW Berlin 2013

There has been particularly strong growth in exports to countries outside the EU, but France
is one of the weakest exporting nations.

gium, Austria, Sweden, Spain, and Portugal also show
strong export growth. Conversely, some others of the
large »old« EU member states such as France and the
UK are lagging behind as far as exports are concerned;
both countries only saw an increase in exports of just
under 20 percent from 2001 to 2011

Moreover, in general—in the case of virtually all Eu-
ropean states—exports to regions outside the EU have
grown faster than cross-border trade within the Com-
munity. German exports to third countries have risen
by 85 percent since 2001, compared to growth in exports
to other EU member states of only 54 percent. This pat-
tern also applies to France, albeit to a lesser extent. Itin-
creased its exports within the EU by 13 percent and out-

Figure 2

Exports of Goods in Relation to GDP in 2011
In percent
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Source: Eurostat, calculations by DIW Berlin.
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Germany is a strong player in the export business and France plays a
more minor role.

side the EU by 29 percent; the growth rate for exports
to third countries is lower than in any other country in
the EU—with the sole exception of Ireland. French ex-
ports to the new EU member states as well as to Rus-
sia and to China have increased relatively significant-
ly—albeit to a much lesser extent than German exports
(see Table 3). On the other hand, development of exports
by French manufacturers to the »old« EU countries has
been sluggish, and there has even been a decline in ex-
ports to the US.

It is striking that exports from France to Germany have
increased at an above-average rate—i.e., Germany has
gained significance as a recipient. One-sixth of French
exports go to this market. However, there has been an
even more dramatic increase in German exports to Fran-
ce. Since the increase was even higher with regard to ex-
ports to other countries, however, France has lost im-
portance for German exporters.

DIW Economic Bulletin 2.2013
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Development of Almost All Branches of
Industry Less Favorable In France

There are also considerable differences between France
and Germany in terms of the industry structure of the
manufacturing industry and the development of its in-
dividual branches. Capital goods sectors are of greatim-
portance in Germany; these accounted for over half of
the total industrial value added in 2010. The most sig-
nificant was manufacture of machinery and equipment,
which made up one-seventh of the total industrial out-
put, followed by the automotive industry (see Table 4).
The manufacture of metal products and electrical equip-
ment is also of considerable importance. Major sectors
outside the capital goods industry include, in particu-
lar, the manufacture of chemical products and the food
and beverage industries.

In France, the capital goods industries play a much more
minor role than in Germany. Overall, they only account
for slightly more than one-third of France’s industrial
value added. This is primarily because mechanical en-
gineering and the automotive industry play a lesser role
in France; production of electrical equipment is also re-
latively insignificant compared to in Germany. On the
other hand, other vehicle construction (for instance,
aircraft, trains, and ships) are more significant in Fran-
ce. Above all, however, the structure of the industry the-
re is influenced to a greater extent by the manufacture
of consumer goods, particularly food products.

In the period from 2001 to 2010,° almost all branches
of industry in Germany were able to increase their val-
ue added—apart from several consumer-oriented seg-
ments, some of which have already been declining for
a long time (textiles, clothing, shoes, wooden articles,
etc.) and printing, paper manufacture, and refined pe-
troleum products. During this time, growth was driven
primarily by capital goods manufacturers—and in par-
ticular by manufacture of machinery and equipment,
the different electrical engineering branches, manu-
facture of metal products, and the automotive industry.
This was accompanied by strong growth of metal pro-
duction and of chemical and pharmaceutical products.

Conversely, the development of French manufacturing
was much less favorable in every sector. As in Germany,
here, too, between 2001 and 2010, production slowed
down in some consumer-oriented branches, in some
cases more dramatically—for instance, the manufac-
ture of textiles, clothing, shoes, and printed products.
Within the capital goods sector, a mixed picture emerg-

6  The relevant figures for Germany are currently only available for up until
2010.
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Table 3

Goods Exports from Germany and France to Various Markets

In percent
Germany France
Change in 2011 Structure Change in 2011 Structure
compared to 2001 | 5007 | 2017 |compared to 2001 | 2001 | 2011
EU-15 438 55 48 9.2 61 56
Germany 30.7 15 16
France 459 11 10
New EU member states| 123.3 9 11 75.5 3 5
Extra-EU 85.4 36 4 29.1 36 39
Of which:
Switzerland 72.1 4 4 3.2 4 3
Russia 2343 2 3 205.5 1 2
China 4332 2 6 2811 1 3
Japan 14.7 2 1 19.6 2 2
us 7.6 11 7 -23.8 9 6
Total 65.7 100 100 18.6 100 100

Source: Eurostat, calculations by DIW Berlin.

© DIW Berlin 2013

On almost all major markets, German exports are increasing at a faster rate than French ones.

es: in contrast to the development in Germany, there
were drastic cut-backs in the manufacture of motor ve-
hicles, and also in the manufacture of electrical goods.
There was also a decline in the growth of manufacture
of machinery. Conversely, repairs, installations of equip-
ment and manufacture of other vehicles developed rela-
tively favorably. The same applies to metal production.
In France, growth in production in the chemical indus-
try was also considerably slower, and the manufacture
of pharmaceuticals even decreased. Moreover, the out-
put of the French foodstuffs industry also fell slightly.

As is to be expected, the different trends of the individ-
ual branches of industry are generally also reflected in
exports. Nevertheless, there are similarities between
France and Germany. In both countries, exports in-
creased in the period from 2001 to 2011 for almost all
product groups (see Table 5). In Germany, the growth of
exports was consistently much stronger than in France,
however. The picture is very different with regard to ma-
chinery and vehicles: here, there has been a significant
decline in France since the beginning of the last decade,
while Germany was able to considerably expand exports
in these significant sectors.

France shows a high deficit in its balance of trade with
Germany. This was also the case ten years ago but the
deficit has further increased over the past few years. In
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Table 4

Gross Value Added' in the Manufacturing Industry by Sector

In percent
Germany France
Structure Change in 2010 Structure Change in 2010
2001 2010 compared to 2001 2001 2010 compared to 2001

Manufacture of food products; beverages, tobacco products 8.9 79 35 15.6 16.8 2.3
Manufacture of textiles, clothing, leather, and shoes 2.1 14 -20.4 4.4 3.0 -38.0
Manufacture of wood, cork, and wickerwork products 16 13 -75 1.8 1.8 -76
Manufacture of pulp, paper and paper products 2.5 2.0 -6.3 3.0 24 -27.1
Manufacture of printed products; reprography 2.6 18 -23.3 2.6 2.3 -21.1
Coke and refined petroleum products 17 12 -22.8 0.6 14 100.0
Manufacture of chemical products 77 8.0 203 6.5 72 14
Manufacture of pharmaceutical products 2.3 34 713 45 4.1 -17.4
Manufacture of rubber and plastic products 4.8 438 14.6 6.1 5.7 -14.9
Manufacture of glass and glassware, ceramics, non-metallic 36 2.9 -10 39 37 -12.6
mineral products

Metal production and processing 4.1 3.6 13 2.9 35 85
Manufacture of metal products 9.4 9.3 14.5 10.7 1.3 -4.1
Manufacture of data processing equipment, electronic and 5.0 52 18.3 57 33 -46.4
optical products

Manufacture of electrical equipment 7.4 8.0 25.7 43 3.6 -22.8
Manufacture of machines and equipment 14.6 15.3 20.8 6.4 6.4 -9.5
Manufacture of motor vehicles and motor vehicle components 13.3 14.8 284 6.6 5.1 -29.2
Other vehicle manufacture 1.9 2.0 26.5 33 4.6 258
Manufacture of furniture and other goods 4.2 43 16.9 4.1 4.0 -11.2
Repairs and installation of machinery and equipment 2.2 2.7 40.1 7.0 9.7 275
Manufacturing overall 100 100 15.4 100 100 -9.0
Of which: R&D intensive branches 52.2 56.8 255 37.2 344 -16.0

1 At current prices.
Sources: Eurostat, German Federal Statistical Office, calculations by DIW Berlin.

© DIW Berlin 2013

German manufacturing concentrates more heavily on research-intensive goods than French manufacturing.

2011, French companies were only able to record sur-
pluses for relatively technically simple goods (beverag-
es, minerals and fuels, raw materials, animal and vege-
table oils), whereas the balance was negative for capital
goods, finished products, and chemical products—in
other words, for more technically complex goods. For
foodstuffs, too, France’s balance shows a deficit.

Research-Intensive Manufacturing:
Strong Growth in Germany

It is standard practice in innovation research to catego-
rize the branch of industry according to its research and
knowledge intensity so as to be able to draw conclusions
about international competitiveness.” Itis assumed that

7 H. Belitz, M. Gornig, F. Molders, and A. Schiersch, »FuE-intensive Industrien
und wissensintensive Dienstleistungen im internationalen Wettbewerb,«
Studien zum deutschen Innovationssystem, no. 12, (2012). Commission of
Experts for Research and Innovation (ed.), Berlin.

providers of research-intensive products normally have
an advantage because not only is price decisive for the
market position of their products as with mass produc-
tion, but also qualitative aspects such as technical com-
plexity. Consequently, such providers operate in other
market segments than, for instance, companies from
emerging economies.

If the branches of industry are classified according to
their research intensity, over half of industrial value ad-
ded in Germany in 2010 was generated by research-in-
tensive manufacturing (see Table 4).® Compared to

8 If, as in this case, information is only available about the branch of industry
according to a rough, two-digit classification of economic activities, the
research-intensive branches include the chemical industry, the pharmaceutical
industry, manufacture of data processing equipment, electronic and optical
products, manufacture of electrical equipment, mechanical engineering,
manufacture of motor vehicles and other vehicles. See B. Gehrke, C. Rammer, R.
Frietsch and P. Neuhdusler, »Listen wissens- und technologieintensiver Giiter und
Wirtschaftszweige. Zwischenbericht zu den NIW/IS|/ZEW-Listen 2010,/2011,«
Studien zum deutschen Innovationssystem, no. 19 (2010).

DIW Economic Bulletin 2.2013
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Table 5

Export of Goods by Product Group in 2011

Germany France
In billion euros Structure in | Change Fompared to In billion euros Structure in Change .compared to

percent 2001 in percent percent 2001 in percent
Food, beverages, tobacco 54.6 52 97.7 517 12.1 50.9
Raw materials 24.7 2.3 153.4 13.4 3.1 103.6
Mineral fuels and lubricants 26.8 25 306.4 20.5 4.8 146.0
Chemical products 162.2 15.3 98.6 78.1 18.2 51.0
Other manufactured articles 2575 24.3 70.6 98.0 229 24.2
Machinery and vehicles 507.8 48.0 49.4 158.4 370 -10.7
Other goods and exports 241 23 10.4 8.1 19 107.0
Total 1,057.7 100 65.7 42822 100 186

Source: Eurostat, calculations by DIW Berlin.

© DIW Berlin 2013

In almost all product groups, growth of German exports was stronger than that of French exports.

2001, this share has grown by more than four percen-
tage points. On the other hand, in France in 2010, all
the research-intensive branches together accounted for
only around one-third of the industrial value added—
and here the share has shrunk by almost three percen-
tage points as compared to 200I.

One crucial factor is that manufacture of machinery
and the automotive industry are much less significant
in France than in Germany and development here has
been rather weak. The same applies to the various bran-
ches of electrical engineering and the optics industry as
well as to the chemical and pharmaceutical industries.
Within the German manufacturing sector, however, all
these branches of industry have been able to increase
their production at an above-average rate.

French Industry Characterized by Small
Enterprises

Sometimes the strong position of manufacturing in Ger-
many is attributed to the fact that it has a very broad base
of small and medium-sized enterprises (SMEs). This ar-
gument is also used in French politics.? SMEs are gene-
rally understood to mean individual responsibility and li-
ability for a business as well as long-term entrepreneurial
activities, which are regarded as more sustainable than
corporate goals geared towards making fast profits, as
is often the case particularly in large joint stock compa-

9  See, for example, M. A. Chatillon, (rapporteur): Rapport d'information fait
au nom de la mission commune d'information (1) sur la désindustrialisation
des territoires. Ordinary Session of the Senate, 2010-2011, no. 408 (2011).
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nies. However, it is not that easy to establish to what ex-
tent German manufacturing is characterized by SMEs
on the basis of the information available.™

At first glance, the number of companies seems to in-
dicate that the German manufacturing industry is not
particularly SME-oriented. According to Eurostat’s most
recent available data, there were 180,000 manufacturing
companies in 2009; in France, on the other hand, the
corresponding figure was 207,000—and the manufac-
turing sector plays a much smaller role here. This means
that the structure of German manufacturing is nowhe-
re near as small-scale as in France. This is also connec-
ted with the fact that in Germany the branches of indus-
try that are particularly dominated by large companies
(such as automobile construction), play a much larger
role than in France. Conversely, branches where a large
number of smaller companies are generally to be found
(such as in the food industry and other consumer goods
industries) are underrepresented in Germany. But also
in virtually all other sectors, the significance of small
businesses is greater in France than in Germany (see
Table 6). Here, companies with fewer than 50 emplo-
yees only accounted for one-fifth of all employees, com-
pared to one-third in France. As far as companies with

10 Although data on the legal form of the companies are available, this says
little about the owners and their influence on the companies. In any case,
according to Eurostat, the share of joint stock companies (including those that
are not listed on the stock exchange) of all industrial companies in 2009, the
year for which the most recent information is available, was 15 percent in
Germany. The share was exactly the same in France. It is, however, not possible
to determine how many of these joint stock companies are run by entrepre-
neurs who have a significant share in ownership and a decisive influence on
business activities.
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Table 6

Companies in the Various Branches of the Manufacturing Industry by Number of Employees in 2009

Shares, in percent

Companies with ... employees

Manufacture of foodstuffs and animal feed 5 21
Manufacture of beverages 5 19
Tobacco products

Manufacture of textiles

Manufacture of clothing 8 20
Manufacture of leather, leather goods, shoes 8 24
Manufacture of wood, cork and wickerwork 15 33
products

Manufacture of pulp, paper and paper products 1 9
Manufacture of printed products; reprography 13 33

Coke and refined petroleum products

Manufacture of chemical products 1 6
Manufacture of pharmaceutical products 1 3
Manufacture of rubber and plastic products 3 16
Manufacture of glass and glassware, ceramics, etc. 9 17
Metal production and processing 2 6
Manufacture of metal products 7 31
Manufacture of data processing equipment, electronic| 5 14
and optical products

Manufacture of electrical equipment 2 8
Manufacture of machines and equipment 2 n
Manufacture of motor vehicles and motor vehicle 0 2
components

Other vehicle manufacture 1 4
Manufacture of furniture 7 24
Manufacture of other goods 14 30
Repairs and installation of machinery and equipment 8 25
Manufacturing overall 4 15

Germany France
Companies with ... employees
Up tog‘ 10 to 49 ‘ 50t0249 | 250 ormore | Upto 9 ‘ 10 to 49 ‘ 50 to 249 | 250 or more

32 42 27 19 21 33
30 46 10 21 25 44

5 93
49 22 4
38 33 15 27 31 27
45 23 8 18 4 34
29 22 23 38 28 1
36 54 3 18 34 45
33 21 25 39 29 7
1 86 7 90
20 73 3 10 23 64
12 84 1 4 16 80
36 46 5 18 30 47
33 42 9 18 23 50
21 72 2 8 25 64
34 28 14 38 29 19
26 55 3 9 18 69
20 70 3 10 20 67
27 61 5 18 29 48

7 90 1 5 9 85
1 85 1 3 8 88
35 34 18 29 29 24
24 32 25 24 23 28
25 42 23 29 20 28
26 55 12 19 23 46

Source: Eurostat, calculations by DIW Berlin.

© DIW Berlin 2013

The structure of French manufacturing enterprises is relatively small-scale.

50 to 249 employees are concerned, the picture is mi-
xed. While in the chemical industry, the pharmaceuti-
cal industry, mechanical engineering, or automobile
production, the proportion of companies of this size is
higher in France than in Germany, those engaged in,
for instance, the manufacture of data processing equip-
ment, electronic and optical products, other vehicle con-
struction, or the manufacture of metal products, play a
more significant role in Germany.

Conversely, there is a higher number of larger companies
with 250 or more employees in Germany (55 percent)
than in France (46 percent). However, this category is
not broken down further in the system of European sta-

tistics,” which is also due to the fact that, in accordan-
ce with the European Convention, all companies with
250 employees or more are no longer considered to be
SMEs. But this definition can be somewhat misleading.
One example that illustrates this point is manufacture
of machinery in Germany, generally regarded as a typi-
cal sector with SMEs, since it included virtually no lar-
ge corporations with a wide distribution of shareholder
ownership. According to the German Federal Statistical
Office, there were around 500 companies with 250 to
500 employees in this branch of industry in 2011, em-
ploying a good sixth of all those working in the sector,

11 The German Federal Statistical Office shows a more detailed breakdown
for Germany, but no corresponding figures for France are published by the
statistical office there (INSEE).
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and 336 companies with over 500 employees, which ac-
counted for half of all employees. This sector is therefore
clearly dependent on larger companies—many of which
would still be classified as SMEs, however.

Overall, French manufacturing is more dependent on
small and micro-enterprises than German manufac-
turing, and this is only partly due to the sectoral struc-
ture. Medium-sized enterprises play a greater role in
Germany.

Weak Wage Growth in Germany

In Germany and abroad, the favorable development of
German manufacturing is also repeatedly attributed
to wage development. This assessment is accompanied
by criticism of wage policy, which has intensified sin-
ce the crisis in the euro area flared up. Former French
Finance Minister Christine Lagarde demanded stron-
ger wage growth in Germany in order to curb export
surpluses and to expand imports by strengthening do-
mestic demand.” Her reasoning was that as a result of
insufficient wage increases in Germany, manufactu-
ring in other countries is put under pressure and beco-
mes less competitive.

Industrial wages in Germany have indeed only increa-
sed slightly. According to Eurostat data, gross hourly
earnings increased by 23 percent in total from 2001 to
2o11. Taking into consideration the change in consumer
prices, this equates to an increase of only 4.1 percent for
the entire period or of 0.4 percent per annum. In France,
on the other hand, gross hourly earnings in the same pe-
riod increased nominally by 38 percent and by 14 percent
when price adjusted (annual average of 1.3 percent).

It is not just a question of wage development, however,
but also the relationship between increases in wages and
output. In Germany, pay in the last ten years has signi-
ficantly lagged behind the economic output of manufac-
turing. Since 2002 the gap has widened more and more,
so that up until 2007 the wage bill grew at a much slo-
wer rate than the gross value added (see Figure 3). Only
with the onset of the global financial crisis was there a
counter movement. Economic output dropped, wages
also fell but not as much as output. This turned out to
be just a temporary situation because when the value
added expanded dramatically again as of 2010, wages
then lagged a long way behind. Only recently were they
able to catch up to some extent. This is not so much due
to wages increasing, but primarily because the output

12 See »Frankreich kritisiert Deutschland - Lagardes Logik,« Stiddeutsche
Zeitung, March 15, 2010.
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Figure 3

Nominal Gross Value Added and Wages in the Manufacturing
Industry’
Index for 2001 = 100
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1 Adjusted for seasonal and working day effects; gross value added reduced by an assumed
amount to take into account the self-employed.
Source: Eurostat, calculations by DIW Berlin.
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Wage growth in Germany is too weak—but too strong in France.

declined as a result of the economic situation. In Ger-
man manufacturing, the available margin of distribu-
tion was therefore far from being fully utilized in the
last decade, meaning that companies were able to gain
a considerable edge in terms of price competition as a
result of the restrained wage policy.

In French manufacturing, the opposite occurred. Up
until 2007, wages increased considerably faster than
output. When output decreased as a result of the crisis,
wages only followed gradually—as in Germany. Since
2010, wages have been rising, although industrial value
added has only stagnated since then. In France, the mar-
gin of distribution was also not adhered to, but unlike
in Germany, there was an excessive wage increase. This
led to a decline in price competitiveness.

Overall, wages in German manufacturing are still hig-
her than in French manufacturing. According to Eu-
rostat, the hourly wage in 2011 amounted to 33.82 eu-
ros and the gross wage to 24.90 euros, while in France’s
manufacturing industry it was 32.23 euros and 21.25 eu-
ros, respectively. The hourly output in German manu-
facturing is also higher, however, and significantly so.
Here, the ratio is 50.30 euros to 41.60 euros. In other
words, unlike French manufacturing, German indust-
ry can afford the higher wages.
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Figure 4

Unit Labor Costs' in the Manufacturing Industry
Index for 2001 = 100
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Germany is not the only member state where wages are lagging behind productivity.

Diverging Development of Unit Labor
Costs Also Evident in Other Countries

The problem of diverging developments in unit labor
costs is not unique to Germany and France in the euro
area, however. Wages have also increased much faster
than industrial value added in Italy, while unit labor
costs have fallen in Austria and in the Netherlands (see
Figure 4) in line with the general trend—i.e., leaving
aside the unusual development in the wake of the glo-
bal financial crisis.” For a long time, Belgium experi-
enced the same development but here unit labor costs
have recently increased significantly. In no other coun-

13 Corresponding data are only available for some of the EU member states.

try in the euro area has the development of unit labor
costs been as weak as in Germany.

A different picture emerges when it comes to the crisis
countries on the periphery of the euro area. Wages have
considerably outrun productivity in Greece and in Ire-
land. This was also the case in Portugal, albeit not to the
same extent. Wages in the Spanish manufacturing in-
dustry increased at approximately the same rate as eco-
nomic output, however; here, there was consequently
no deterioration in the price competitiveness of the ma-
nufacturing industry. Unit labor costs have fallen dra-
matically in all of these countries since the outbreak of
their own individual crises.™

Conclusion

The EU is far from being one of the fastest growing re-
gions in the world as was heralded in the Lisbon Trea-
ties. A sufficient export base is required in order to be
able to compete in the international division of labor. In
a largely resource-poor region such as the EU, the only
possible foundation for this is the manufacturing in-
dustry. The significance of this sector has declined con-
siderably over the past decade in most member states,
however. Some countries have even experienced a real
deindustrialization, a process which was particularly ra-
pid in France. Although the manufacturing industry in
Germany was not able to expand its position within the
national economy, it was able to maintain it, so that the
structural change towards tertiarization was averted.

In view of the development in Europe, it is an important
signal that the EU Commission has now begun to pay
more attention to the manufacturing industry. Howe-
ver, it still remains to be seen how growth will actually
be fostered. This cannot be done by announcing a »"New
Industrial Revolution« nor by pumping in more money,
since ultimately subsidies lead to market distortions and
deadweight effects, but, more importantly, are associa-
ted with the risk of false incentives and misallocations.

Since the problems are at national level, the individu-
al member states in particular are called upon to act.
This is especially evident from the wage development.
Wages in the French manufacturing industry have in-
creased excessively, resulting in a decline in price com-
petitiveness. Consequently, development in this coun-
try can in no way serve as an example for Germany, as

14 In the case of Portugal, this can only be assumed since no current data are
available.
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is sometimes claimed.” The question as to what extent
the wage development has contributed to deindustriali-
zation in France cannot be satisfactorily answered here.
In any case, a departure from the current wage policy is
essential. Wage cuts would be counterproductive, howe-
ver, since that would curb domestic demand and hen-
ce slow down already weak economic growth. Experts
appointed by the French prime minister have recently
drawn up a National Pact for Growth, Competitiveness
and Employment.'®

As well as various other measures, there are also plans
to cut labor costs—Dby reducing social security contri-
butions, which are to be financed increasingly through
indirect taxes. It is beyond the scope of the present ar-
ticle to analyze a transition from contribution-based to
tax-based funding. It would be problematic, however, if,
increasingly and in other countries, too, it became stan-
dard practice to rely on state intervention to help com-
panies foot their wage bills. This tendency also exists in
Germany, as is currently evident from unemployment
insurance, the financing of which is only geared towards
times of economic stability. In addition to the existing
race to have the lowest taxes on income and earnings,
this might also lead to a contest for the lowest social se-
curity contributions.

Wages are not the only problem facing the French ma-
nufacturing industry, however. As is evident from the
development of the value added in the individual sec-
tors, their capacity to produce technically more complex
products, particularly capital goods, has decreased. Ho-
wever, this type of production is essential for a high-wa-
ge country to be able to compete internationally. France
needs to reindustrialize, and, as experience of the recon-
struction of eastern Germany has shown, a process like
this takes time. The need to change tack seems to have
been recognized at least at the political level, however.

Conversely, the German manufacturing industry has be-
come more competitive. This development was aided by
the production structure with its strong focus on capi-
tal goods, since these are precisely what are in demand
on the rapidly expanding emerging markets. There is
also an increasingly strong drive for innovation.” A ma-
jor role is also played by wage development, which has
put German companies at an advantage. The wage po-

15 See G. Horn, H. Joebges, and R. Zwiener, »Einseitige Exportentwicklung
belastet Wachstum - Frankreich besser als Deutschland,« IMK Policy Brief
(March 2010).

16 Premier Ministre: Pacte national pour la croissance, la compétitivité et
I'emploi. November 6, 2012.

17 See A. Eickelpasch, »Research-Based Companies Perform Better,« Economic
Bulletin, no. 10 (2012).

DIW Economic Bulletin 2.2013

licy has led to a margin of distribution not fully utilized.
The other side of the coin is high foreign trade surplu-
ses and low consumer spending on the domestic mar-
ket. Such a development could only have been possib-
le in a monetary union because without the euro there
would have been an upward revaluation of the national
currency, which would have eroded away at the compe-
titive edge resulting from wage restraint. Within a mo-
netary union, a strategy of excessive loan restraint can
lead to tensions as much as a situation where wages have
outrun productivity.

Within the euro area, there is therefore an urgent need
for action with a stronger focus on the specific require-
ments of a monetary union. If a further divergence in
competitiveness is not rectified, there may well be an
even greater threat to the future existence of the mone-
tary union than that already posed by the crises in parts
of southern Europe.

Karl Brenke is a research associate at DIW Berlin | kbrenke@diw.de

JEL: L11, L6O
Keywords: Manufacturing, comparison of France and Germany

First published as "Industrielle Entwicklung: Deutschland und Frankreich driften
auseinander," in: DIW Wochenbericht Nr. 48,/2012.
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FIVE QUESTIONS TO KARL BRENKE

»Germany Needs Stronger Wage
Growth«

Vi

Karl Brenke, research associate at DIW I/
Berlin

3. Is this evidence that German manufacturing should
continue to exercise restraint when it comes to wage
development? No, quite the contrary. We are part of
a currency union which requires disciplined behavior.
This means that Germany needs stronger wage growth
than in the past and the margin of distribution should

1. Mr. Brenke, how significant are the differences bet- be fully utilized. The French, on the other hand, can no
ween industrial developments in Germany and France? longer afford to continue with the wage policy of the
German manufacturing managed to buck the trend last few years and need much weaker wage growth.
successfully and contributes approximately 22 percent Although actual wage cuts in France would result in
of value added, which is exactly the same percentage recession, any wage growth in the next few years should
as ten years ago. However, development in France has be very restrained.
been quite different; here, over the past decade, rapid
deindustrialization has taken place and value added 4. Were both countries similarly affected by the
from manufacturing industry as a percentage of the 20072008 financial crisis? No, the financial crisis re-
overall economy is now barely ten percent, which is sulted in a decline in global demand, also for manufac-
even lower than in eastern Germany. Industrial density turing goods. This had a much more significant impact
in France has, therefore, suffered a great deal. However, on the German exportoriented manufacturing sector
product structure must also be taken into consideration. than on French industry. However, German manufac-
German manufacturing is traditionally geared towards turing managed to recover from this shock relatively
capital goods and, thus, also research-intensive goods, quickly. Industrial output in Germany is currently higher
the significance of which has increased dramatically than it was before the financial crisis. France, on the
over the last few years. France, on the other hand, other hand, experienced no recovery at all following the
tends to manufacture more consumer-oriented products financial crisis. Although the slump was not as dramatic
and the significance of research-intensive goods has as it was in Germany, there was no recovery in France.
declined.

5. What do the differences in the industrial development

2. How can this divergence be explained? On the one of these two major European countries mean for the
hand, this stems from the country's capacity for innova- EU? These diverging developments obviously lead to
tion, i.e., differences in the development of research-in- tensions, i.e., one country is lagging behind when it
tensive sectors. On the other hand, wage development comes to competitiveness while the other is forging
is also of relevance here. In Germany, over the past ahead. This results in tensions which would have previ-
decade, wage development in the manufacturing ously been mitigated by the exchange rate mechanism.
industry has been very weak. Wages have lagged behind As this mechanism no longer exists, care must be taken
the margin of distribution created by the increase in to ensure that uniform conditions are created within
productivity. In France, the exact opposite has occurred: the currency union, particularly with regard to wage
wages have overtaken productivity growth. As a result, development. The introduction of the euro and the loss
France has experienced losses in competitiveness both of the exchange rate mechanism have placed the onus
in terms of price and product type. on harmonized wage policies to alleviate such tensions.

Interview by Erich Wittenberg.
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Growth and Investment Dynamics in
Germany After the Global Financial Crisis

by Georg Erber and Harald Hagemann

The German economy recovered more rapidly than the majority of
other developed countries from the severe slump that the global
economic and financial crisis brought in its wake. Weak demand in
the euro area was offset by robust growth in exports to countries
outside the region. The German economy's strong competitive posi-
tion on global markets, particularly on the dynamic emerging and
developing markets, played a vital role here. In contrast, over the
last decade, the euro area's crisis countries in particular have expe-
rienced a decline in their competitiveness on international markets.
Due to their dependence on the single European market and failure
to focus on innovative products in demand on global markets, they
are among the losers in the global competition for foreign direct
investment. The reforms that have been introduced will not be able
to generate an immediate trend reversal. Even Germany will struggle
to maintain its favorable market position as global structural change
and competition to attract business to the region are likely to increa-
se in intensity.
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In the mid-1980s, Herbert Giersch, then President of
the Kiel Institute for the World Economy (IfW), made
headlines with his paper on eurosclerosis in Germany.’
Giersch rejected the tendency that had already gained
favor in Europe of addressing the challenges of a rapid-
ly changing global economy with unilateral national
initiatives and protectionist measures as well as sover-
eign debt and inflation rates. Instead, Giersch advoca-
ted far-reaching structural reforms along with further
integration to boost the competitive position of Euro-
pe’s economy in global markets. Up to that point, the
US was perceived as Europe’s fiercest economic compe-
titor,> followed by Japan® and the four small Asian tiger
economies* throughout the 1980s. The collapse of the
Soviet Union, the dissolution of Comecon,’ the transiti-
on in Eastern European countries to a free market eco-
nomy as well as the opening up of China to global tra-
de culminating in full accession to the World Trade Or-
ganization (WTO) in 2001 were further radical world
economic changes.

The extremely ambitious Lisbon Agenda, which was ad-
opted in 2000 along with the introduction of the euro
and shortly before the end of the »new economy« boom,
targeted annual economic growth of three percent in the
next decade; an objective it failed to achieve.®

According to Eurostat data, from 2001 to 2010, aver-
age annual economic growth in the EU-27 countries

1 H. Giersch, »Eurosclerosis,« Kieler Diskussionsbeitrage, no. 2 (1985).
2 J.J. ServanSchreiber, American Challenge (London: 1968).

3 E.Vogel, Japan as Number One: Lessons for America (Cambridge, Mass:
1979).

4 South Korea, Hong Kong, Singapore, and Taiwan.

5 Comecon (Council for Mutual Economic Assistance) was the economic
alliance of socialist states under the leadership of the Soviet Union which was
dissolved in 1991.

6 »The objective of the Lisbon Agenda was to increase the competitiveness
of the European Union. The aim was, therefore, to increase productivity and
speed of innovation in the EU through a variety of political measures.« See
European Council: Presidency Conclusions, March 23 and 24, 2000, Lisbon.
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was only around 1.2 percent, and in the euro area, one
percent. Italy had the weakest growth of any EU-27 or
euro area country with just o.2 percent, trailing behind
Portugal and Denmark both with o.5 percent, and Ger-
many with 0.6 percent. A comparison with the US whe-
re growth was 2.1 percent and Japan (1.7 percent) is also
unfavorable. The current crisis could almost be interpre-
ted as a continuation of the developments of the 1980s
as, once again, Europe—presently with the exception
of Germany and a few other northern and Eastern Eu-
ropean countries—is finding it increasingly difficult to
maintain its position amid international competition.”

Divergence Within the Euro Area

Unlike the majority of the other EU-27 member states,
Germany recovered relatively quickly from the severe
economic downturn of 2009 with a 5.1 percent decline
in economic output. While the EU-27 as a whole cont-
inued to grow at an average annual rate of 1.2 percent
between 2010 and 2012, the German economy expan-
ded by approximately 2.6 percent per year i.e. at more
than twice that rate. German manufacturing in parti-
cular proved to be an engine of growth; the industry’s
two showcase sectors, vehicle construction and mecha-
nical engineering, managed to remain competitive in
the global market.® On the whole, the German manu-
facturing industry’s increasing specialization in capital
goods and high-value consumer durables, such as au-
tomobiles, has proven to be a successful mechanism to
avoid intense price competition with the emerging eco-
nomies.° At the same time, however, it is distinctly pos-
sible that weaknesses may continue to exist in the advan-
ced technology sector.” The question therefore arises as
to why the tide within Europe has changed so dramati-

7 G Erber and M. Schrooten, »Germany Profits from Growth in Brazil, Russia,
India, China, and South Africa: But for How Much Longer?« DIW Economic
Bulletin 10 (2012): 16-22.

8 M. Gornig and A. Schiersch, »German Manufacturing Withstands the Rise
of Emerging Economies,« DIW Economic Bulletin 5 (2012): 10--14.

9  G. Erber and H. Hagemann, »Wachstums- und Investitionsdynamik in
Deutschland,« Discussion Paper series »Globalisation and employment, no. 36
(StuttgartHohenheim: 2012).

10 Commission of Experts for Research and Innovation (EFI), Report on
Research, Innovation, and Technological Performance in Germany, (Berlin:
2012). However, exports from the advanced technology sector could be
partially distorted due to the statistical coverage of the aeronautics and
aerospace industry. Eurostat uses the country of shipping principle as opposed
to the country of origin principle which is, to a certain extent, to the benefit of
France and detriment of Germany and other member states. According to this
method, in the case of the Airbus A380, for example, intermediate trade from
Germany as the country of origin is recorded as intra-EU trade with France, and
the finished A380 is registered as external French trade in the advanced
technology sector. The German Federal Statistical Office, on the other hand,
uses the country of origin principle which means that Eurostat data can diverge
substantially from that of the Federal Statistical Office.

Box 1

Trade with China Driving Growth in German Economy

In the first half of 2012, China accounted for an
8.8 percent share (72.7 billion euros) of the total
export trade of the EU-27 countries (828 billion
euros). During this period, German exports to
China amounted to 34 billion euros which corre-
sponds to a share of 47 percent of total EU-27
exports to this country. France and the UK took
second and third place with eight and six billion
euros, respectively (see Figure 1). Germany's
share of imports was considerably smaller with 21
percent of the EU-27's total trade with China. Ba-
sed on the country of reception principle, Germa-
ny is the only country in the EU-27 that recorded
a foreign trade surplus with China (four billion
euros),' while all other EU-27 countries registe-
red trade deficits. The Netherlands recorded the
highest deficit (22 billion euros) followed by the
UK, with 14 billion euros, Italy with eight billion
euros, and Spain and France with five billion euros
each.? Overall, the EU-27 countries registered a
total trade deficit with China of approximately 67
billion euros.

Germany's trade with China is, thus, characterized
by a unique trait: it can cover its imports from
this country with exports of goods and, therefore,
in the first half of 2012 was able to achieve a
surplus despite China's economic slowdown (see
Figure 2).

1 This is based on the Rotterdam Effect. However, applying the
country of origin principle used by the German Federal Statistical
Office also only reveals a slight deficit. However, as Eurostat
statistics for all other countries are based on the country of reception
principle, the shares shown here were also calculated using the same
method.

2 Eurostat, "AuBenhandelsdefizit der EU-27 mit China sank auf
67 Milliarden Euro in der ersten Jahreshélfte 2012," press release
135 (September 18, 2012).
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However, a marked cooling off of Chinese foreign trade
has been observed recently, also with Germany. To what
extent this is a temporary development will be revealed
over the coming months. The Chinese government has ma-
nifestly redoubled its efforts to return the economy to a
higher level of growth through public spending programs
for infrastructure development, and by relaxing lending
rates.> However, the effect of these measures is only likely
to come to fruition in the coming year when they might
also revive the German export economy.*

3 A Evans-Pritchard, "China launches £94bn infrastructure stimulus
package," The Telegraph, September 7, 2012

4  Bloomberg News: China Investment Seen Failing to Secure Growth
Rebound This Year. 21 September 2012.
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Figure 1

EU Exports and Imports with China
in the first half of 2012
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Figure 1

Real Economic Growth
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Germany benefitted from the global economic growth that followed
the crisis.

cally in Germany’s favor, particularly compared to what
are referred to as the PIIGS."

Evidently, the capacity of the German economy to stand
up to international competition, also from outside the

11 PIIGS: Portugal, Ireland, Italy, Greece, and Spain.

EU, has played a key role here.” This is best elucidated
using China as an example (Box 1). Germany was quick
to identify the problem of increasing global competiti-
on in foreign direct investment during 199os.” Unlike
Germany, however, many EU economies have thus far
failed to adapt to the new realities of globalization. The
process of modernization within the euro area has va-
ried from country to country. This is also apparent when
comparing levels of specialization in research-intensi-
ve goods (see Table 1).* While Germany, France, and
also the UK rose to the challenges of competition with
the rest of the world, Italy, in particular, revealed signi-
ficant shortcomings.

What was criticized in the mid-r9g9os by US economist
Paul Krugman® as a German obsession, turned out in
retrospect to be an appropriate response to the impen-
ding weaknesses of developed economies in the global
competition for direct foreign investment. Clearly, the-
se economies were, therefore, unable to profit to the
same extent as Germany from the economic growth
experienced by the rest of the world following the cri-
sis (see Figure 1).

The relocation of production plants or even entire sec-
tors of the economy from developed economies to other
regions of the world often results in sustained losses in
employment and value added, forcing the countries af-
fected to adjust their income levels. The current down-
turn in employment recorded in southern European
countries cannot be interpreted as a purely cyclical pro-
blem. Here, there is a real threat of sustained structural
unemployment as a conventional economic upswing is
not sufficient to remedy the cutbacks in capacity preci-
pitated by the banking crisis (see Figure 2).°

12 S Allafi, »AuBenhandelsergebnisse nach Wirtschaftszweigen 2010,« in
Wirtschaft und Statistik (September 2012): 760-771; G. Erber, »Dichtung und
Wahrheit: Deutschlands Position bei Lohnstiickkosten, Extrahandel und realen
Wechselkursen in der Eurozone - was sagt die Statistik?« Ifo Schnelldienst 65,
no.5 (2012): 20-34; G. Erber, »Irrungen und Wirrungen mit der Leistungsbilanz
statistik,« Wirtschaftsdienst: Zeitschrift fiir Wirtschaftspolitik 92, no.7 (2012):
465-470.

13 H. Siebert, »Zum Paradigma des Standortwettbewerbs,« Walter Eucken
Institut, Beitrage zur Ordnungstheorie und Ordnungspolitik 165 (2000); Act to
Improve the Conditions of Taxation to Ensure Germany's Position as a Site for
Economic Activity in the European Single Market (Investment Promotion Act),
Federal Law Gazette (BGBI.) I, 1569, September 13, 1993.

14 B. Gehrke and O. Krawczyk, »AuBenhandel mit forschungsintensiven Waren
im internationalen Vergleich,« Studien zum deutschen Innovationssystem, no.
11, Niedersachsisches Institut fur Wirtschaftsforschung (Hannover: February
2012).

15 P Krugman, »Competitiveness: A Dangerous Obsession,« Foreign Affairs,
73, no.2 (March/April 1994).

16 E. Phelps and G. Zoega, »Structural booms,« Economic Policy, vol. 16, no.
32 (April 2001): 83-126. E. Phelps, Structural Slumps: The Modern Equilibrium
Theory of Unemployment, Interest, and Assets, (Cambridge, Mass.: 1984).
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Table 1

Export Specialization in Research-Intensive Goods
RXA' values

Germany France UK Italy EU-142 us Japan South Korea China
R&D-intensive goods
1995 13 -3 12 -32 -11 24 37 2 -85
2000 12 2 17 -37 -7 21 33 8 -54
2005 1l 0 10 -40 -6 18 28 18 -19
2010° 14 9 n -34 -5 10 27 - -13
High-quality technology
1995 32 0 2 -10 -3 4 43 -15 -88
2000 33 6 7 -8 1 2 47 -19 -73
2005 30 8 9 -13 5 5 42 -5 -73
20103 34 5 25 -5 10 16 47 - -53
Advanced technology
1995 -46 -9 24 -97 -27 55 27 28 -78
2000 -35 -10 25 -113 -20 39 1 34 -30
2005 -36 -15 13 -122 -38 37 -3 49 36
20103 -38 15 -22 -130 -38 -3 -24 - 34

1 A positive RXA value means that this product group's share of the global market supply is higher than that of the manufacturing industry in total.

2 0ld EU countries (excluding Germany).
3 Estimated global exports.

Sources: OECD; ITCS - International Trade by Commodity Statistics; Comtrade database, Rev.3, calculations and estimates by DIW.

© DIW Berlin 2013

Italy is particularly weak in the advanced technology field, while Germany and Japan are especially successful in the high-quality technology sector.

Figure 2

Real Gross Domestic Product, Inflation Rate,
and Unemployment Rate in 2012
In percent
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The Spanish unemployment rate is three times that of Germany.
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Germany had a similar negative experience with the in-
tegration of East Germany where, despite radical labor
market reforms, including Agenda 2010, unemploy-
ment was still almost double (2o11: 11.3 percent) that of
West Germany (2011: 6.0 percent). Despite significant-
ly lower wages and massive state subsidy programs over
more than 20 years, to this day there has been no con-
vergence of investments and therefore of employment
and income.”

Weak Investment Results in Declining
Competitiveness

A major contributing factor to the weak economic growth
in Europe and other leading industrial countries, such
as the US and Japan, has been the concurrently weak in-

17 Annual Report of the Federal Government on the Status of German Unity
2012. Federal Ministry of the Interior, Berlin. The economic convergence of
eastern and western Germany has been stagnant for a number of years. In the
previous year, due to the crisis, a slight divergence was even observed. According
to the report, per capita GDP in eastern Germany is »currently 71 percent of the
west German level.« In the two previous years, this figure was as high as 73
percent. The main reason for the widening gap is that »GDP growth in eastern
Germany is 2.5 percent which is lower than the national average of three
percent.« P Heimann, »Westrente nicht in Sicht,« Sdchsische Zeitung, September
27,2012.
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Figure 3

Gross Fixed Capital Formation
Share of gross domestic product, in percent
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Figure 4

Gross Fixed Capital Formation in Euro Area
Share of gross domestic product, in percent
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Investment rates in the emerging economies continue to rise.

vestment (see Figure 3). Investment rates in developed
economies have been on a downward trend since the
mid-199o0s and the International Monetary Fund (IMF)
has only forecast a slight recovery in the medium term.™
With an investment rate increase of approximately 33
percent, however, the developing and emerging mar-
kets have a commanding lead although it is also worth
noting that investment rates in the Asian developing
countries, just as in developed economies, are on the
decline. Nevertheless, in Asia, the investment rate is
still well over 25 percent.

So what was diagnosed at the beginning of the 1980s
as sustained weak investment in Europe has now also
taken hold in Japan and the US.

South Korea followed by China, in particular, have, for
some time, been pursuing a strategic offensive with a
view to becoming world centers of innovation. Corres-
pondingly, in the last decade, these two countries recor-
ded the highest growth in expenditure on Research and
Development (R&D) as a share of GDP. R&D intensity
in South Korea is currently already on a par with that
of Sweden and Finland. After reunification, Germany
slid from aleading to a mid-table position among OECD
countries but, during the course of the last decade, an
increase in R&D intensity was observed and Germany
is presently neck and neck with the US, lagging behind
Japan, but doing considerably better than the UK and

18 Interational Monetary Fund, »The Good, the Bad, and the Ugly: 100 Years
of Dealing with Public Debt Overhangs,« chap. 3 in World Economic Outlook,
(Washington D.C: 2012).

In the crisis countries, investments are down significantly more than
in Germany or France.

France.” In the southern European countries, mainly
due to more limited private investment, R&D intensity
is less than half of that of the Scandinavian countries.
This is the main reason for the weak competitive capa-
city of these countries.

When relocating investments, which is part of global
competition for direct foreign investment, multinatio-
nal companies look for investment locations that promi-
se the highest returns.?° Here the growth prospects of
the respective markets play a vital role. Only by concen-
trating more on the parts of the value chain which cor-
respond to prevailing regional conditions can developed
economies maintain or further develop their positions.
The losers in the global competition for direct foreign
investment, however, must be prepared for significant
losses in growth and employment. Thus, a certain pro-
portion of the high unemployment in these countries
is structural.>

19 See EFI, Report on Research (2012): 129; and, on China, Japan, and South
Korea's innovation systems: H. Hagemann, J. P. Christ, R. Rukwid, and G. Erber,
Die Bedeutung von Innovationsclustern, sektoralen und regionalen
Innovationssystemen zur Starkung der globalen Wettbewerbsfahigkeit der
baden-wiirttembergischen Wirtschaft, Centre for Research on Innovation and
Services (FZID) (Stuttgart-Hohenheim: 2011), particularly chap. 5.

20 H. Belitz, »Internationalization of Business Research: New Locations
Gaining Ground,« DIW Economic Bulletin 8 (2012): 13—19; D. Winkler, Services
Offshoring and its Impact on the Labour Market: Theoretical Insights, Empirical
Evidence, and Economic Policy, Recommendations for Germany (Berlin and
Heidelberg: 2011).

21 Eurostat, »Euro area unemployment rate at 11.4%, EU-27 at 10.5%,«
Euro-indicators, no. 138 (October 1, 2012); »Arbeitslosigkeit steigt auf
Negativ-Rekord, 18,2 Millionen Menschen in der Eurozone ohne Job,« Money
Online (October 1, 2012).
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Table 2

Nominal' Gross Fixed Capital Formation
Euro area =100

2002 ‘ 2003 ‘ 2004 ‘ 2005 ‘ 2006 ‘ 2007 ‘ 2008 ‘ 2009 ‘ 2010 ‘ 201 ‘ 2012 ‘ 20132
Belgium 35 34 3.6 37 3.6 3.7 39 4.1 4.1 4.2 4.4 4.4
Germany 26.4 252 24.1 229 228 228 23.1 236 250 26.1 26.9 274
Ireland 1.9 2.1 2.3 2.6 2.6 2.5 20 1.5 1.1 0.9 0.9 0.8
Greece 2.4 2.7 2.6 2.4 2.7 2.7 2.6 2.6 2.2 17 1.6 1.6
Spain 12.9 14.1 14.9 15.9 16.5 16.4 15.7 14.3 134 124 116 11.0
France 19.0 19.2 19.5 19.8 19.7 20.1 20.7 213 216 223 228 228
Italy 18.5 18.2 18.2 17.9 17.4 170 16.6 17.0 17.5 17.1 16.9 16.9
Netherlands 6.3 6.1 5.8 5.8 5.8 5.8 6.1 6.3 5.9 5.9 5.7 5.6
Austria 33 34 33 3.2 3.0 3.0 31 33 34 3.6 37 3.7
Poland 2.7 2.3 2.3 2.7 2.9 34 4.1 3.8 4.0 4.1 4.3 4.2
Portugal 2.4 2.2 2.2 2.1 2.0 19 19 2.0 20 17 1.5 1.5
Romania 0.7 0.7 0.8 11 1.4 19 2.2 17 17 19 2.0 2.1
Finland 1.8 1.8 19 19 1.8 20 20 2.0 19 2.1 2.1 2.1
Sweden 3.1 3.1 3.1 3.2 3.3 34 34 3.0 3.6 4.0 4.1 4.1
UK 19.4 17.8 18.6 18.3 18.2 18.6 15.3 135 14.6 13.8 14.9 15.3
Norway 2.5 2.3 24 2.8 2.9 33 3.3 3.4 3.6 39 4.3 4.4
us 141.2 120.7 115.3 120.3 172 101.1 89.8 917 94.6 91.6 106.3 1115
Japan 65.3 56.5 524 49.0 43.0 36.5 37.1 435 47.8 48.4 54.4 54.0

1 Calculations based on current exchange rates.
2 Forecasts by Eurostat.
Source: Eurostat, calculations by DIW Berlin.

© DIW Berlin 2013

Investment in the US and Japan shows weaker growth than in the euro area.

Since the onset of the crisis, there has been a dramatic
decline in the investment rates of the euro area coun-
tries, particularly those which had previously experien-
ced rapid growth, such as Spain, Portugal, and Greece
(see Figure 4). Conversely, in Germany, a slight increa-
se can be determined from a low point of 17.3 percent
in 2005 to a forecast 18.3 percent in 2012. The large
euro area member states are presently neck to neck with
approximately 20 percent. If economic growth in the
southern European countries continues to lag much
further behind Germany, investment here has, evident-
ly, to a great extent, been unsuccessful (keyword: »ma-
linvestment«).2* If shifts in gross fixed capital formati-
on within the EU and also compared to the US and Ja-
pan are considered instead, then investment volumes
in the US and Japan appear to decline significantly.

22 Malinvestment is a concept taken from the Austrian Business Cycle Theory
by Mises and Hayek and refers to business investments. Malinvestments are
made by companies due to artificially low interest rates and an unsustainable
increase in money supply. Such investments ultimately result in losses and
premature depreciation as they abruptly become unprofitable due to changed
circumstances. Even a leading Keynesian economist like Axel Leijonhufvud
identified the Federal Reserve's monetary policy, which was, at times,
inordinately expansive as one of the fundamental causes of the global financial
and economic crisis as, due to excessively low interest rates, this led to inflation
of asset prices. See A. Leijonhufvud, »Out of the corridor: Keynes and the crisis,«
Cambridge Journal of Economics, 33 (2009): 741-757.
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Table 3

Global Competitiveness Index Rankings 2011-
2012

Switzerland 1 South Korea 24
Singapore 2 China 26
Sweden 3 Ireland 29
Finland 4 Estonia 33
us 5 Spain 36
Germany 6 Poland 41
Netherlands 7 Italy 43
Japan 9 Portugal 45
UK 10 Cyprus 47
Belgium 15 Malta 51
France 18 Slovenia 57
Austria 19 Slovakia 69
Luxembourg 23 Greece 90

Source: WEF Global Competitiveness Report.
© DIW Berlin 2013

Competitiveness varies greatly within the EU.

Thus, the USA/euro area quotient shows a drop for the
US from 141.2 percent in 2002 to just 106.3 percent in
2012 (see Table 2). Japan experienced a similar down-
turn; the quotient fell from 65.3 in 2002 to just 36.5
percent in 2007 but since then has increased again to

21
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Box 2

Investment Rates by Types of Investment

The global investment rate only provides a rough pic-
ture of the underlying structural changes in investment
development. In particular, the major differences in
construction investment among developed economies
recently have played a significant role. Therefore, in
the following, gross fixed capital formation is broken
down into buildings and equipment, and residential
buildings are listed separately. In addition to the large
member states of the euro area, Germany, France, ltaly,
and Spain, the three smaller crisis countries, Greece,
Portugal, and Ireland, were also included in the analy-
sis. The UK and the US are used as additional reference
countries. The time period for the data extends from
2000 to 2011.

Both Ireland and the UK have particularly low rates

of investment in equipment (see Figure 1). In Ireland,
they fluctuated between 5.8 and 4.6 percent of

gross domestic product until the start of the crisis in
2009. Since then, they have fallen to 3.5 percent in
2011. Rates in the UK fluctuated between 4.9 and

5.9 percent from 2000 to 2008 and since then have
remained relatively stable at 4.8 percent. But since the
UK's current economic performance is declining due to
a prolonged recession, investment in equipment has
fallen, in absolute terms, to the base price from 2005.
Italy is the front-runner in equipment investment, based
on investment rates. Here, the rate has varied between
9.2 and 7.8 percent and in 2011, it had a mean value of
8.4 percent. Consequently, the economic and financial
crisis has not yet affected Italian equipment investment
in relation to economic performance. However, Italy's
economy is headed toward recession, which means that
investment in equipment will also decline in absolute
terms. The picture is very different in Germany. Up to
2006, the German economy experienced a phase of
slow growth which manifested itself in a low rate of
investment in equipment. The nadir was reached in
2003 at 6.3 percent. In 2011, Germany was ranked
second behind Italy with 7.7 percent. It is worth noting

54.4 percent. In 2012, Germany is expected to record a
26.9 percent share of investments in the euro area. This
would be the highest since 2002 after having reached its
nadir in 2007 and 2008 with 22.8 percent. According
to estimates by the EU Commission, 2013 will see this
development continue. The losers in this situation, on

Figure 1

Investment in Equipment
Share of gross domestic product,' in percent
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Source: Ameco, calculations by DIW Berlin.
© DIW Berlin 2013

that, in the years before the economic crisis, Greece
experienced a short-term investment boom. From 6.8
percent in 2005, investment in equipment shot up to
ten percent by 2008. After that, it decreased again to
a still substantial 5.8 percent. However, the problem
remained that, in absolute terms, investments in equip-
ment declined significantly due to the severe recession.
In terms of their equipment investment rates, Portugal
and Spain are mid-table. Consequently, despite the
crisis, Portugal and Spain were also recently ranked
mid-table with 6.1 and 6.3 percent, respectively.

A look at construction investment rates shows a very
different picture (see Figure 2). The current four crisis
countries, Spain, Ireland, Portugal, and Greece, reported
particularly high construction investment rates up until
the outbreak of the crisis in 2008. The construction
boom in Spain and Ireland that led to their property

the other hand, are the southern European crisis coun-
tries. The Eastern European EU member states which
are not part of the euro area, however, have experienced
significant gains compared to the euro area as a whole.

DIW Economic Bulletin 2.2013
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Figure 2

Investment in Construction
Share of gross domestic product,' in percent

22
m
18 S
Portugal Greece Spain
14— T I NN N e
10
Germany
6

2000 2002 2004 2006 2008 2010

1 At 2005 prices.
Source: Ameco, calculations by DIW Berlin.
© DIW Berlin 2013

Figure 3

Investment in Residential Properties
Share of gross domestic product,' in percent
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bubbles was particularly significant. Portugal reached
a peak of 17.2 percent in 2000, which then receded
gradually to 10.3 percent. In Greece, too, constructi-
on investments were higher than average before the
crisis with values of around 15 percent. Since then,
their construction investment rate has almost halved.
A significantly more moderate increase in constructi-
on investment was observed in France. In Germany,
construction investment was weak but has increased
since the start of the crisis. It is worth noting that
there was no discernible boom in total construction in-
vestment before the housing crisis in the US. Certainly,
investment in construction fell significantly when the
sub-prime crisis broke out. In 2011, it was only 6.4
percent, which is ranked near the bottom of all coun-
tries being considered in the present paper.

Financial Crisis Brings Abrupt End to
Economic Boom

The southern European members of the euro area dro-
ve each other into recession due to falling import de-
mand. After a time delay, this contagion effect means

DIW Economic Bulletin 2.2013

When investments in residential buildings are
separated from construction investment as a whole,

it becomes even more apparent in the three crisis
countries, Spain, Ireland, and Greece, that the boom
was in residential property (see Figure 3), which ended
in the real estate bubble bursting between 2006 and
2008. It is therefore not plausible that these develop-
ments are solely due to the housing bubble bursting
in the US. However, the financial crisis has led to the
financing options for real estate in the US and in
Europe deteriorating significantly. Consequently, the
contagion effect of a crisis of confidence in the value
of property encumbered with mortgages has been felt
in Europe. Overall, German investment, particularly

in residential properties, ran counter-cyclical to the
remaining countries

that it has now reached the other euro countries, in-
cluding Germany. In particular, the southern Europe-
an countries are suffering from a double crisis. First,
in the decade from 2000 to 2010, their competitive po-
sition deteriorated compared to northern and Eastern
European countries and the rest of the world economy.

23
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Second, the global economic and financial crisis led to
a debt crisis because the end of the housing boom cau-
sed these countries’ growth model to lose its financial
footing. The World Competitiveness Index published
by the World Economic Forum illustrates the competi-
tive differences between the member states of the Eu-
ropean Union (see Table 3).

While the southern European countries initially appe-
ared to benefit from the introduction of a common cur-
rency due to unprecedentedly low interest rates, this de-
velopment eventually led to huge malinvestments, espe-
cially in real estate, as was the case in Spain and Ireland,
and to consumption on credit (see Box 2). Also, invest-
ments were not sustainable (for example, in the textile
industry in Portugal) due to competition with emerging
economies to attract foreign investment.

These developments necessitated extensive rescue ef-
forts by the governments of Ireland and Spain to pre-
vent the financial markets collapsing. As a result, there
were dramatic increases in government debt. Due to the
loss of confidence in public finances, there was massi-
ve capital flight from the crisis countries despite many
economic rescue efforts by euro area member states.

Asin eastern Germany in the 199os, the main problem
here was the rapid increase in wages without a simulta-
neous increase in productivity. Assuming that a conver-
gence of income and living conditions would occur on
entering the euro area, wages and social benefits were
increased disproportionately when compared to the EU
average. However, the material conditions for a corre-
sponding increase in productivity were not in place.>

The credit-financed boom in domestic demand triggered
a price-wage spiral which led to a divergence with other
member states, in particular with Germany.

This divergence became apparentin 2000, i.e., even be-
fore the crisis hit. It lasted until 2011 because member
countries of the euro area were able to keep pace with
Germany’s economic expansion thanks to short-term
economic stimulus packages. Once the stimulus packa-
ges had expired, the pace of growth slowed again. The
combination of weak endogenous growth due to lack of
international competitiveness and consolidation cons-

23 World Economic Forum, The Global Competitiveness Report 2011-2012
(Geneva: 2011).

24 B.van Ark, M. 0'Mahony and M.P. Timmer, »The Productivity Gap between
Europe and the United States: Trends and Causes,« Journal of Economic
Perspectives, vol. 22, no. 1 (2008): p. 25-44.

traints resulting from a balance-sheet recession® in the
crisis countries has led to dramatic unemployment and
an economic downturn unparalleled since the end of
World War II. Although these countries are currently
reducing their current account deficits,° this is not due
to increased competitiveness and an economic recovery
with rising growth, but the result of widespread capital
flight and a credit crunch that is driving the domestic
economies further into recession.

Conclusion

Germany'’s success in overcoming the crisis is largely
due to structural reasons which are difficult for other
euro area member states to imitate. Germany’s economy
has traditionally focused strongly on international tra-
de which is tightly linked to the entire global economy.
As a consequence of this specific focus on exports, it is
considerably easier for Germany not only to open itself
up to western Europe and the US, but also to share in
the above-average growth of global trade compared to
global production. Consequently, Germany has benefit-
ted from its specialization model, particularly in the ca-
pital goods and automotive industries.

Germany responded to the challenge from developing
economies, initially mainly in Asia and now increasingly
in other parts of the world such as Latin America and
Africa, by specializing in high-quality, knowledge-inten-
sive products in order to meet the needs of these coun-
tries. By relocating production and exports® to countries
with large growth markets and cheap production costs
for less knowledge-intensive stages in the global value
chain, companies in Germany have been able to secu-
re those parts of added value that are compatible with
Germany'’s high wage costs due to mixed calculations
and global sourcing. Other countries that have not ta-
ken this route, or which have done so only hesitantly,
are now losing entire economic sectors due to malin-
vestments. The resulting mass unemployment and fal-
ling incomes are exacerbated by the acute banking and
sovereign debt crises. To date, there are no convincing
ideas in the crisis countries, nor in the European Union
as a whole, as to how to solve these problems.

25 A balance sheet recession is a recession without the usual fluctuating
capacity utilization in the economy, but with a simultaneous banking crisis. R.
Koo, »The world in balance sheet recession: causes, cure, and politics,«
Real-World Economics Review, no. 58, (December 12, 2011): p.19-37.

26 G. Dettmann, J. Mobert and C. Weistroffer, »Bilateral Current Account
Rebalancing in the EMU - The Link between Germany and the Eurozone
Peripheral Countries,« Intereconomics (2011): 257-264.

27 H. Belitz, M. Gornig and A. Schiersch, »German R&D-Intensive Industries:
Value Added and Productivity Have Recovered Considerably after the Crisis,«
DIW Economic Bulletin 2 (2011): 6—10.
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