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Peter Bofi nger

Hartz IV: The Solution to the Unemployment 
Problems in the Eurozone?
The Hartz IV reforms are consistently regarded as a successful German model for the 
reduction of structural unemployment. Is it therefore appropriate to advise other member 
states of the European monetary union to carry out similar reforms? This paper strongly 
disagrees, arguing that the reduction in unemployment in Germany since 2005 is mainly due 
to cyclical factors and to the petering out of the negative employment effects caused by the 
economic transformation after German unifi cation.

Peter Bofi nger, University of Würzburg, Germany; 
and German Council of Economic Experts, Wies-
baden, Germany.
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The reforms of the Agenda 2010, which were announced 
by German Chancellor Gerhard Schröder in March 2003 
and for the most part implemented in January 2005, are 
widely seen as the main cause of the impressive perfor-
mance of the German economy today. This is particu-
larly true of the marked improvement in the condition of 
the labour market. Accordingly, similar reforms are now 
recommended for the Economic and Monetary Union 
(EMU) member states suffering from serious unemploy-
ment problems. However, this success story has very 
seldom been challenged analytically. Is the impressive 
economic competitiveness of German fi rms really the re-
sult of more fl exible labour markets and, above all, the 
reduction in support for the long-term unemployed? Or 
is it due to the pronounced wage moderation in Germany 
that had started years before the Hartz reforms were im-
plemented? For the functioning of the EMU, these are 
decisive questions. While more fl exibility could be re-
garded as a positive sum game, wage moderation is a 
defi nitive zero-sum game which is associated with a de-
fl ationary bias for the euro area.

The “sick man” of Europe: a fl awed diagnosis

In the discourse of economists and politicians today, the 
diagnosis of Germany as the “sick man” of Europe in the 
fi rst half of the 2000s plays a decisive role. It serves as 
the basis for the narrative that the economy was miracu-

lously healed by Chancellor Schröder’s Agenda 2010. 
But this fi nding, which was analytically supported by 
Hans-Werner Sinn’s best-selling book Can Germany Be 
Saved, was simply wrong. This becomes clear when one 
considers the therapy that Sinn prescribed in 2005. He 
called for a wage reduction in Germany of 10 to 15%, 
and for low-skilled workers he even envisaged a reduc-
tion of one-third.1

I have already questioned the “sick man” diagnosis in 
my 2004 book Wir sind besser, als wir glauben (English 
translation: We Are Better Than We Believe We Are).2 In 
particular, I pointed out that many of the problems that 
existed at that time were caused by the challenging eco-
nomic transformation taking place in East Germany. At 
the beginning of the 2000s, transformation-related un-
employment in East Germany was still very high, so it 
is not surprising that the German social security system 
was strained.

Considering the huge economic challenges of reunifi ca-
tion, the German economy exhibited impressive strength 
even in the early 2000s. West Germany, with its 61 mil-
lion inhabitants in 1990, was from the very start able 
to provide the 16 million citizens of the former German 
Democratic Republic a high level of social benefi ts and 
the rapid modernisation of the mostly obsolete infra-
structure.  Moreover, from 1989 to 2006, 2.8 million immi-
grants from the former Soviet Union arrived in Germany 
and obtained German citizenship immediately. This gave 
them full access to the social security net. While the un-

1 H.-W. S i n n : Ist Deutschland noch zu retten?, Berlin 2005, Ullstein, p. 
113.

2 P. B o f i n g e r : Wir sind besser, als wir glauben, Munich 2004, Pearson 
Studium.
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employment rate of this group was very high, it was nev-
er recorded separately in the unemployment statistics.3

Direct labour market effects of the Hartz IV reform

The core of the Agenda 2010 is the so-called Hartz re-
form, in particular the reduction of benefi ts for the long-
term unemployed (Hartz IV). Before this reform, the long-
term unemployed received benefi ts under the unemploy-
ment assistance scheme (Arbeitslosenhilfe). The benefi ts 
amounted to 53% of previous net income. Hartz IV com-
bined unemployment assistance with social assistance 
that was granted to people without an entitlement to un-
employment benefi ts. As a result, the long-term unem-
ployed received monthly fi nancial support that was no 
longer related to their previous income. Thus, Hartz IV 
implies a relatively strong reduction of the benefi ts for 
high-skilled workers, while for low-skilled workers, the 
fi xed payment under Hartz IV can be equivalent to or 
even higher than the 53% replacement rate of the unem-
ployment assistance scheme. This is especially the case 
for families with children.4

To most observers, the success of these reforms be-
comes obvious in the light of the trend break in the de-
velopment of unemployment in Germany in 2005. Up un-
til this point, unemployment had been increasing in West 
Germany since the 1970s and in reunifi ed Germany since 
1990. The peak was reached at a seasonally adjusted 
fi gure of over 5 million unemployed people in March 
2005.5 Since then, the employment situation has stead-
ily improved, with the number of unemployed individuals 
falling to only 2.5 million in autumn 2017. Between 2005 
and 2016, the average number of unemployed persons 

3 A. B r ü c k - K l i n g b e rg , C. B u r k e r t , H. S e i b e r t , R. Wa p l e r : Spät-
aussieder mit höherer Bildung sind öfter arbeitslos, IAB-Kurzbericht 
No. 8/2007, 2007.

4 This is confi rmed by H. G o e c k e , J. N i e h u e s : Verteilungswirkungen 
der Agenda 2010. Eine Mikrosimulationsanalyse der Hartz-IV-Reform, 
Cologne Institute for Economic Research, 11 December 2014. In this 
paper, distribution effects were calculated for 2011. Regarding the 
distribution effects until 2010, it has to be considered that a tempo-
rary premium was granted to individuals receiving Unemployment 
Benefi t II. This premium was granted in the amount of a maximum of 
€160 for a single person and €320 for a married couple per month. For 
every child, €60 were added. The specifi c premium for a given person 
amounted to two-thirds of the difference between the unemployment 
benefi t the person received most recently (in addition to an accom-
modation allowance) and the Unemployment Benefi t II the person and 
the dependants are granted.

5 It must be considered that through the introduction of Hartz IV, unem-
ployment increased by about 500 000 people for statistical reasons 
alone. Employable recipients of benefi ts, who thus far had not regis-
tered as unemployed, were incorporated into the unemployment sta-
tistics via Hartz IV. In contrast, many unemployed might have forgone 
reporting unemployment after the introduction of Hartz IV if they were 
not entitled to Unemployment Benefi t II due to their domestic situa-
tion.

in West Germany fell by 1.3 million and in East Germany 
by 900 000.

But this simple evidence requires a more detailed anal-
ysis that considers cyclical factors and the specifi c ef-
fects of reunifi cation. In order to identify cyclical factors, 
it is necessary to compare years with similar output 
gaps.6 According to OECD estimates, the year 2005 ex-
hibited a strong negative relative output gap of -1.7%. It 
was obviously a recession year. This is also refl ected by 
the ratio of unemployed to vacancies. In 2005 there were 
22 unemployed for every vacancy.

For a comparison with 2016 – with a positive output 
gap of 1.1% – the most suitable year is 2001, for which 
the OECD estimates an identical positive output gap of 
1.1%. A comparison of the unemployment fi gures for 
these years in West Germany shows a reduction in the 
number of unemployed of just 350 000. Thus, there re-
mains very little support for the “Hartz miracle”. In East 
Germany, the reduction in the number of unemployed by 
820 000 remains impressive. However, this can primarily 
be attributed to the phasing out of the transformation-
induced employment effects. As employment in East 
Germany has remained constant compared to 2001, the 
decline in unemployment must be mainly related to the 
shift of workers into the pension system.

The development of long-term unemployment fi gures 
presents a similar picture. It is often argued that Hartz 
IV induced especially strong incentive effects in this re-
gard. If one once again compares the years 2001 and 
2016, a very small decline in long-term unemployment 
is recorded for West Germany, from 817 000 to 727 000 
persons. Again, the picture is different for East Germany, 
with a reduction of 270 000 persons.

These fi ndings are supported by more detailed stud-
ies analysing the duration of long-term unemployment. 
Fehr and Vobruba show that since the Hartz reforms, the 
episodes of unemployment for recipients of Hartz IV and 
the predecessor system of Arbeitslosenhilfe have not be-
come shorter.7 Indeed, when taking socio-demographic 

6 The lack of regard for the economic situation is not only characteristic 
of the popular debate, but of scientifi c research as well. For example, 
Krause and Uhlig assume that the unemployment quota in 2005 virtu-
ally corresponded with the equilibrium unemployment rate. They use 
a model for their analysis which does not allow for cyclical unemploy-
ment or for unemployment arising from transformation processes. 
See M.U. K r a u s e , H. U h l i g : Transitions in the German labor mar-
ket: Structure and crisis, in: Journal of Monetary Economics, Vol. 59, 
No. 1, 2012, pp. 64-79.

7 S. F e h r, G. Vo b r u b a : Die Arbeitslosigkeitsfalle vor und nach der 
Hartz-IV-Reform, WSI Mitteilungen No. 5/2011, Institute of Economic 
and Social Research, 2011.
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Figure 1
Earnings replacement (including housing benefi ts) 
for a long-term unemployed single person

N o t e : Figures assume a previous income of 67% of the average wage.

S o u rc e : OECD: Benefi ts and Wages.

effects and the labour market situation into account, re-
cipients of Hartz IV remained unemployed for even long-
er than recipients of Arbeitslosenhilfe.

Launov and Wälde provide a simple explanation for 
these fi ndings. In line with the argumentation of this pa-
per, their study comes to the conclusion that the effects 
of Hartz IV are very limited. They estimate that it has 
led to a decline in the unemployment rate of less than 
0.1 percentage points.8 The authors attribute this to the 
above-mentioned fact that for low-skilled workers, the 
difference between the pre-Hartz IV (Arbeitslosenhilfe) 
and the post-Hartz IV (Unemployment Benefi t II) benefi ts 
is rather low. For high-skilled workers, Hartz IV resulted 
in a clear fi nancial deterioration. But for this group, the 
employment situation was always relatively benefi cial. In 
2005 the unemployment rate for people with a profes-
sional education was 8.6%, whereas for unskilled work-
ers it was 26%. Launov and Wälde therefore assume 
that qualifi ed workers are usually able to fi nd a new job 
before they can become long-term unemployed under 
the regime of Hartz IV. It is not surprising that studies 
which do not differentiate between the effects of Hartz 
IV on high-skilled and low-skilled workers fi nd signifi -
cantly higher positive employment effects for Hartz IV.9

The critical assessment of the labour market effects of 
Hartz IV is also supported by the fact that even after 
the Hartz reforms, the benefi ts for the long-term unem-
ployed in Germany are still quite high when compared 
internationally (see Figure 1). If very low benefi ts for the 
long-term unemployed were the solution to unemploy-
ment problems, the labour markets in Italy and Greece 
ought to be in a particularly good shape. In these two 
countries, the long-term unemployed do not receive any 
benefi ts at all.

Indirect effects of the Hartz IV reform

It is often argued that the Hartz reforms and the result-
ing pressure on the unemployed have been responsible 
for the pronounced overall wage moderation in Germa-
ny. The reforms are also regarded as a main cause of 
the development of a low-wage sector and the strong 
growth of part-time employment.

The so-called wage moderation has played an important 
role for the economic development of Germany since the 

8 A. L a u n o v, K. W ä l d e : Estimating Incentive and Welfare Effects of 
Non-Stationary Unemployment Benefi ts, in: International Economic 
Review, Vol. 54, No. 4, 2013, pp. 1159-1198.

9 T. K re b s , M. S c h e f f e l : Macroeconomic Evaluation of Labor Market 
Reform in Germany, IMF Working Paper No. 13/42, 2013.

1990s.10 Dustmann et al. come to the conclusion that the 
positive effects of wage moderation were signifi cantly 
higher than the effects of the Hartz reforms.11 The ex-
istence of wage moderation in the EMU can be inferred 
from the fact that the increase in unit labour costs falls 
short of the European Central Bank’s objective for price 
stability of below, but close to, two per cent. The pro-
cess of wage moderation had started long before the 
implementation of the Hartz IV reforms. It can be traced 
back to the second half of the 1990s. In this period, the 
German trade unions made the strategic decision to se-
cure jobs by renouncing real wage increases. As early 
as 1995, the chairman of the metal workers union put 
forth the proposal of a Bündnis für Arbeit (pact for work). 
He explicitly declared his willingness to accept a stag-
nation of real wages, i.e. nominal wage increases that 
compensate for infl ation only, if the employers were will-
ing to create new jobs.12 This led to the creation of the 
Bündnis für Arbeit, Ausbildung und Wettbewerbsfähigkeit 
(pact for work, education and competitiveness), which 
was established by Chancellor Schröder in 1998. On 9 
January 2000 trade unions and employers’ associations 
explicitly declared that productivity increases should not 
be used as argumentation for increases in real wages, 

10 P. B o f i n g e r : German wage moderation and the EZ Crisis, VoxEU, 30 
November 2015.

11 C. D u s t m a n n , B. F i t z e n b e rg e r, U. S c h ö n b e rg , A. S p i t z -
O e n e r : From Sick Man of Europe to Economic Superstar: Germany’s 
Resurgent Economy, in: Journal of Economic Perspectives, Vol. 28, 
No. 1, 2014, pp. 167-188.

12 M. Wo l f : Von der „Konzertierten Aktion“ zum „Bündnis für Arbeit“, in: 
UTOPIE kreativ, No. 117, 2000, pp. 669-680.
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but instead to secure agreements that increase employ-
ment.13

Another important contribution of the trade unions to 
wage restraint is the so-called Pforzheim agreement, 
which was signed on 12 February 2004 in Pforzheim by 
the tariff partners in the metal and electrical industries. 
The agreement made it possible to deviate from the 
wages collectively agreed upon at the fi rm level. Thus, 
the Hartz IV reform came long after wage moderation in 
Germany had set in.

Considering the clear readiness of the German trade 
unions to secure jobs through wage moderation, an ap-
proach which is internationally unique, it is more than 
surprising that Hans-Werner Sinn criticised the unions in 
2004 for not taking notice of “the laws of the economy”.14 
He even blamed them for adopting an unscrupulous car-
tel policy.15

The impact of the Hartz reforms on the emergence of a 
low-wage sector in Germany is also overestimated. Ac-
cording to calculations by Kalina and Weinkopf, in terms 
of total employment, the share of employees in the low-
wage sector increased from 18.7% in 1995 to 22.6% in 
2004.16 After the introduction of the Hartz reforms, the 
trend slowed down. In 2013 the share was 24.4%. The 
same applies to part-time employment. The share of 
part-time employment increased from 17.9% in 1991 to 
33.3% in 2004. Since then the increase has continued, 
but the speed has been reduced. In 2016 the share was 
39%.

German reforms as a model for other countries?

The analysis carried out in this paper not only shows 
that the effects of the Hartz IV reform for the German 
economy are very limited, but it also highlights the fact 
that many of the so-called problem countries in Europe 
provide lower and more restrictive benefi ts for the long-
term unemployed than Germany does. Germany is a 
questionable role model when it comes to the fl exibility 
of the labour market. In its Annual Report of 2013/14, 
the German Council of Economic Experts noted that 

13 Bündnis für Arbeit, Ausbildung und Wettbewerbsfähigkeit: Gemein-
same Erklärung zu den Ergebnissen des Spitzengesprächs, in: Blätter 
für deutsche und internationale Politik, No. 2/2000, pp. 250-252.

14 H.-W. S i n n , op. cit., p. 106.
15 Ibid., p. 523.
16 T. K a l i n a , C. We i n k o p f : Niedriglohnbeschäftigung 2013: Stagna-

tion auf hohem Niveau, IAQ Report No. 2015-03, Institute for Work, 
Skills and Training, 2015.

the German labour market is one of “the most heavily 
regulated in the world”.17 This fi nding is supported by 
the OECD indicators of employment protection legisla-
tion, according to which the employment protection for 
regular workers in Germany is especially high.

In essence, the improvement of the German labour mar-
ket performance in the past 15 years can be explained 
primarily by the petering out of the labour market shock 
that followed German reunifi cation. This understanding 
makes the traditional strength of German fi rms in the 
global markets even more apparent. From a longer-term 
perspective, the strong wage moderation also had posi-
tive effects. While it suffocated domestic demand in the 
short term, it boosted export demand in the longer term.

Recommending wage moderation as a strategy for other 
EMU member states is not without problems for Ger-
many. The more consistently other countries follow this 
advice, the more the price competitiveness of German 
companies within the EMU will deteriorate. In fact, the 
same result could be achieved if wages in Germany were 
to increase over a period of time by more than the sum of 
the national productivity increase and the target infl ation 
rate of the ECB. Curiously, in the German debate, the 
former approach of foreign wage moderation is widely 
accepted, while the approach of increasing wages in 
Germany is rejected outright.

It is, of course, an open question how the two different 
approaches would impact the real exchange rate of the 
euro against the currencies of third countries. Assuming, 
in the medium term, the validity of the purchasing pow-
er theory of exchange rates, the third-country effects 
of both approaches for the euro area as a whole would 
be similar. For the defl ationary approach, i.e. wage re-
straint in the other member states, a higher valuation of 
the euro would be expected. Thus, the positive effects 
of wage moderation on global price competitiveness 
would be fully cancelled out. In the case of higher wage 
increases in Germany, a devaluation of the euro versus 
third countries would be likely. This would compensate 
for the negative effects of higher wages on global price 
competitiveness.

In the end, what matters for the improvement of the la-
bour market situation via wage moderation in the prob-
lem countries is Germany’s willingness to accept a cer-
tain deterioration of its price competitiveness. This leads 
to the insight that any attempt to improve a country’s 
competitiveness via wage moderation has the character 

17 German Council of Economic Experts: Against a backward-looking 
economic policy, Annual Report 2013/14, 2013.
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of a zero-sum game. For Germany, this strategy worked 
as long as the other member states remained passive or 
even accepted excessively high wage increases. Due to 
the impact of high unemployment rates in several mem-
ber states, this is no longer the case.

That is why it is problematic for German politicians to 
recommend reforms to other countries that would make 
their labour markets more fl exible. A closer look at Ger-
man labour market regulations shows that employment 
protection is relatively high and unemployment benefi ts 
are relatively generous, even after the Hartz reforms. 
Thus, greater fl exibility is not a precondition for high 
employment. Furthermore, if the recommended reforms 
imply measures that would directly or indirectly reduce 
labour costs, Germany would have to be willing to ac-
cept the resulting deterioration of its price competitive-
ness, which is not very likely.

Does Michigan need structural reforms?

The critical assessment of Hartz reforms and labour 
market fl exibility in general raises the question of how 
to enable a country like Italy to improve its growth. Ac-
cording to the prevailing narrative, Italy’s bad economic 
situation is primarily the result of policy failure, i.e. a lack 
of “reforms”. But could it not also be the case that in the 
process of globalisation there will necessarily be regions 
which are winners and regions which are losers? For ex-
ample, for the United States, Autor et al. have identifi ed 

the negative consequences of the “China shock” for lo-
cal labour markets.18

Could Italy not also be the victim of a “China shock”? 
To answer this question, one may compare the average 
GDP growth rate of the member states of the euro area 
with that of the individual states in the US from 1999 to 
2015 (see Figure 2). As expected, Italy performs poorly. 
Surprisingly, however, the US state of Michigan exhibits 
even less favourable development. But while the political 
and academic literature is inclined to regard Italy as a 
culprit who has not pushed reforms forward, Michigan 
is regarded as a victim of processes that are beyond 
its control. No one would ask Michigan to implement 
“structural reforms”, as the state has essentially the 
same institutional framework as those states in the US 
which are successful.

Concerning the attitude of Germany with regard to Italy, 
such a change in perspective would have far-reaching 
consequences. Germany could no longer just sit back 
and criticise the policy failure in Italy. As the obvious 
winners in the globalisation process, supported by the 
institutional framework of the monetary union, Germa-
ny would have to consider the extent to which it should 
compensate the loser. Otherwise, there is a danger that 
Italy may one day decide to abandon the euro, which 
would be the most expensive outcome for Germany.

18 D.H. A u t o r, D. D o r n , G.H. H a n s o n : The China Shock: Learning 
from Labor-Market Adjustment to Large Changes in Trade, in: Annual 
Review of Economics, Vol. 8, No. 1, 2016, pp. 205-240.

Figure 2
Average annual GDP growth rates in EU member states and US states, 1999-2015

S o u rc e s : Bureau of Economic Analysis; and Ameco.

0

1

2

3

4

5

6

G
re

ec
e

M
ic

hi
ga

n
Ita

ly
P

or
tu

ga
l

Lo
ui

si
an

a
M

is
si

ss
ip

p
i

M
ai

ne
O

hi
o

M
is

so
ur

i
C

on
ne

ct
ic

ut
K

en
tu

ck
y

W
es

t 
V

irg
in

ia
D

el
aw

ar
e

Ill
in

oi
s

N
ew

 J
er

se
y

R
ho

d
e 

Is
la

nd
A

la
b

am
a

G
er

m
an

y
Fr

an
ce

In
d

ia
na

Th
e 

N
et

he
rla

nd
s

W
is

co
ns

in
G

eo
rg

ia
Fi

nl
an

d
S

ou
th

 C
ar

ol
in

a
A

us
tr

ia
N

ew
 Y

or
k

V
er

m
on

t
B

el
gi

um
A

rk
an

sa
s

K
an

sa
s

N
ew

 M
ex

ic
o

Te
nn

es
se

e
P

en
ns

yl
va

ni
a

S
p

ai
n

N
ew

 H
am

p
sh

ire
N

ev
ad

a
N

or
th

 C
ar

ol
in

a
Fl

or
id

a
M

in
ne

so
ta

V
irg

in
ia

A
la

sk
a

W
as

hi
ng

to
n

M
as

sa
ch

us
et

ts
A

riz
on

a
H

aw
ai

i
D

is
tr

ic
t 

of
 C

ol
um

bi
a

C
ol

or
ad

o
Io

w
a

M
ar

yl
an

d
M

on
ta

na
Id

ah
o

N
eb

ra
sk

a
C

al
ifo

rn
ia

W
yo

m
in

g
O

kl
ah

om
a

U
ta

h
S

ou
th

 D
ak

ot
a

O
re

go
n

Te
xa

s
Ir

el
an

d
N

or
th

 D
ak

ot
a

in %

EU member states

US states


