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Korean Unification: Lessons from Germany

HOLGER WOLF

Introduction

In the summer of 1989, pundits predicting the imminent demise of the
German Democratic Republic (GDR) were scorned: the Communist Party
appeared to be firmly in control, signs of protest were muted. Six months
later the regime collapsed. German unification, though long expected,
came as a surprise. Today, the possibility of a collapse of the North
Korean government is not viewed with quite the same incredulity (Y. S.
Lee 1995), yet, for many sound reasons, the survival chances of the
regime are viewed as quite decent, at least for the time being. This
chapter offers no particular insight in this regard, save to notice the
speed of collapse of what was widely regarded as one of the most stable
socialist systems in Eastern Europe, the German Democratic Republic.

 The suddenness of the German collapse suggests that rapid economic
and social developments forced politics into a reactive rather than pro-
active role. There was little time to consider, formulate, and implement
a coherent transformation strategy. In the rush to produce a workable
plan in the face of expected mass migration and production collapse, a
number of policy and strategy mistakes significantly worsened the long-
term prospects for East Germany (and the size of the unification bill for
West Germany). These mistakes, and a number of other lessons from
the German for the Korean unification process, are the focus of the
chapter.

Holger Wolf is a professor in the Department of Economics, Stern School of Business, New York
University, and a member of the National Bureau of Economic Research, Massachusetts.
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166 ECONOMIC INTEGRATION OF THE KOREAN PENINSULA

Of course an indiscriminate transplantation of policy choices from the
Germanys to the Koreas would invite disaster�policies operate against
the background of a particular social and institutional infrastructure, and
the philosophical differences between the German free market model de-
emphasizing and the Korean development model emphasizing the role of
the state in allocation decisions are considerable. Even more important,
during episodes of dramatic change cultural and historical issues tend to
come to the fore; both the much longer unification experience of the
Koreas and the fact that the split of Korea but not of Germany occurred
in the context of an internal conflict are likely to significantly influence
the course of events. To maintain the focus of the chapter on the lessons
for Korea, I concentrate on the more transferable aspects of the German
unification experience. I also will not touch on more general issues of
transition, as these are discussed in great detail elsewhere.

Scenarios

1. See, inter alia, chapter 3 in this volume, Choi (1995), Chun (1993), Chung (1992, 1993),
Drennan (1997), Eberstadt (1995, 1997), and Noland (1997a).

2. A number of observers argue that a sort of �gradualism from below� is taking place in
North Korea, with a substantial part of the economy slipping out of the rigidly controlled
framework and private initiative gaining a foothold (in an as yet very moderate way).

3. It is important to note, especially with respect to the social systems, that the experi-
ence of the typical older North Korean comprises Japanese occupation, war, and extreme
socialism. After some 40 years of extreme isolation�Noland (1997a) quotes official sources
to the effect that just 360 intra-Korean round trips took place in 1992, contrasted with
more than 2.7 million intra-German trips in 1980�it stands to reason that value systems
have drifted substantially apart, particularly for the younger generation.

Two unification scenarios can be envisaged, with unification coming ei-
ther at the beginning or at the end of the integration process.1 Under
the first scenario, North Korea crumbles: perhaps because of popular
unrest, perhaps in the wake of a coup, it is hoped not in the aftermath
of a war. Faced with political instability and potential mass migration,
South Korea has little choice but to agree to instant unification, in large
part taking the form of absorbing North into South Korea. This instant
merger would most closely resemble the German case.

The second scenario envisages that North Korea, either under its cur-
rent leadership, or after a regime-maintaining coup, follows the path of
Vietnam and China, adopting a gradual transition strategy.2 The re-
forms are expected to unleash productivity as resource allocation im-
proves (Noland 1996; Noland, Robinson, and Scatasta 1997), eventually
culminating in political and economic unification after the economic,
political, and social systems have sufficiently converged.3
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The gradualist scenario has appeal: it will smooth many of the wrench-
ing initial adjustments and may ease the political tensions. A number of
important caveats arise, however. First, gradualism will not necessarily, or
even likely, reduce the total cost of unification, as is often claimed. The
cost of unification is, as will be discussed below, largely a function of the
real productivity gap between the two Koreas at the time of unification.
A reduction in costs thus presumes that, under the gradualist strategy,
North Korea will log higher growth rates than South Korea, an expecta-
tion based on the quite high growth rates achieved by China. It must be
noted, however, that China is an outlier in this respect among the tran-
sition economies and that its high growth rates have been achieved
during its transition from an agricultural to an industrial economy. This,
of course, is not the challenge confronting North Korea. Like the East
European transition economies, North Korea is fairly industrialized and
faces the problem of the transition from heavy industry to consumer
goods and services. The relevant measuring rod is thus not China but the
transition economies of the republics of the former Soviet Union. Among
that reference group, none of the gradual reformers (notably Ukraine
and Belarus) have yet attained their prereform output levels, much less
achieved substantial net growth. For the initial decade, a gradual unifica-
tion strategy is thus more likely to increase than to decrease the produc-
tivity gap, and hence the eventual cost of unification. The cost argument
for a gradualist unification scenario is therefore unconvincing. However,
a financial case for waiting can be made based not on the size of the
bill but on South Korea�s ability to finance the bill. A period of positive
national savings can provide a cushion to smooth the adverse fiscal im-
pact of eventual unification.

But the gradualist scenario also faces a second important obstacle: it is
highly unlikely on political grounds (see chapter 3). The gradualist re-
formers in Eastern Europe could play a second trump card of nationalism
to attain political legitimacy. This is not an option in North Korea. It is
hard to see how North Koreans, faced with almost half a century of
significant underperformance vis-à-vis the South (an underperformance
that, even if at present not widely appreciated, will be hard to conceal if
reforms are undertaken), will opt to trust an untested North Korean
technocratic government to guide market reform in preference to the
obvious alternative of demanding immediate unification. Even if they are
at first willing to remain separate, the likelihood that the gap between the
South and the North will initially widen substantially in the wake of
gradual reform suggests that the government�s legitimacy problems will
grow. Once the political legitimacy of the North Korean leadership is
crumbling, South Korea will be hard pressed to reject unification�to do
so would entail maintaining a strict internal border to forestall mass
migration.

Gradualism also encounters a much more basic obstacle: though �my
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wish� remains the most popular song, it is perhaps sung a little bit less
fervently in the aftermath of seeing the equivalent wish come true in
Germany. The recent upheaval in South Korea, which will place great
strain on the economy for some time to come, will do little to ease these
concerns. While the older generation voices quite strong support for
unification, the views of younger Koreans are much more ambivalent.
Instant unification in the face of collapse sidesteps the crucial question
of whether South Korea really desires �my wish� to become true; in a
gradualist scenario, the option of permanent coexistence is much more
likely to be raised.

In the end, gradualism is likely to remain a theoretically appealing
but very unlikely unification scenario. This was starkly visible in Ger-
many: initial calls for an East German �third way,� with �soft� reforms
and eventual unification�quite fashionable with the intellectual elite (in
both West and East Germany)�were easily brushed aside by the simple
attraction of joining the wealthy brother to the west. Mass demonstra-
tions under the motto �Either the deutsche mark comes to us, or we
will come to the deutsche mark� sealed the fate of the third way. It
stands to reason that should North Korea acknowledge, explicitly or
implicitly, defeat in the �socialism versus market economy� competition,
the case for a separate North Korean state may likewise prove hard to
make to North Koreans, if not to their wealthier brothers to the south.
Whether South Korea is willing to accept the only remaining option�to
maintain an internal border with force�remains to be seen; but it would
seem quite unlikely.

The following discussion hence focuses squarely on the first scenario
of a rapid unification following a North Korean collapse. This scenario
is, of course, also the relevant one if lessons from the German experi-
ence are to be drawn.

4. Indeed, the GDR government, shortly before its fall, criticized the Soviet Union for
having departed from the path of true socialism.

Both the two Koreas and the two Germanys are reflections of the post-
war ideological conflict, though the Korean split, born of an internal
conflict, was arguably more traumatic. Maybe not too surprisingly, the
socialist halves adopted particularly strident and hard-line approaches,4
with near complete public-sector ownership of productive resources.

In both cases, the socialist halves started from a higher development
level, enabling them initially to keep abreast of the respective market
economies by emphasizing extensive growth in heavy industry. After

The Germanys and the Koreas: Background
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Table 1 The Koreas (1996) and the Germanys (1989)

South North West East
Korea Korea Ratio Germany Germany Ratio

Population 45.5 23.6 1.9 61.7 16.4 3.8
(millions)

GDP (US$ 480.4 21.4 22.4 1,288 120 10.7
billion)

GNP per 10,548 910 11.6 20,877 7,300 2.9
capita (US$)

Source: Young, Lee, and Zang estimates (see chapter 14).

reaching the limits of this growth strategy,5 both socialist economies ex-
perienced declining growth rates by the 1970s and serious contraction
by the late 1980s. This relative decline signified an inability to match
either the gradual switch in West Germany and South Korea away from
purely manufacturing-based economies or the pace of technological in-
novation in the remaining manufacturing sectors.6

The cumulative result of increasing differences in growth rates over
time was large differences in per capita income. While statistics on rela-
tive growth rates in socialist economies are notoriously unreliable, when
we look back with the benefit of hindsight it is clear that the socialist
reality had been much grimmer than official whitewashed statistics re-
vealed. Though initial estimates placed East German labor productivity
at two-thirds the West German level, the reality and estimates proved
to be quite far apart: following a closer examination after unification,
estimates of relative productivity ratcheted down dramatically, stabiliz-
ing at a level of about one-third of the West German level (see table 1).
The sharp reduction was caused partly by plainly false earlier statistics,
partly by the inordinate resources devoted to a few showcase Kombinate,
and partly by the difficulty of assessing the true market value of output
�sold� within the Council for Mutual Economic Assistance (COMECON).

The North Korean data are widely regarded as particularly suspect
even in the realm of socialist statistics. With that caveat, estimates place
North Korean labor productivity, after the recent 30-odd percent decline
in production, at a tenth to a fifth of the South Korean level (see table
2). A first suggestive lesson of the German experience (and, more gener-
ally, of most transition economies) is to take the lower end of this range.

5. East Germany, for instance, boasted an adult labor force participation ratio above 80
percent, far exceeding West Germany�s.

6. There are some exceptions to this rule; for instance, until the early 1980s East Ger-
many apparently remained fairly close to the technological frontier in optics, medical
technology, and, to a lesser extent, semiconductors.
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Table 2 North Korea: growth, 1992-96 (percentage)

1992 1993 1994 1995 1996

Agriculture –2.7 –7.6 2.7 –10.5

Mining –15.0 –3.2 –4.2 –2.3

Manufacturing –17.0 –1.9 –3.8 –5.3

Aggregate output –7.7 –4.2 –1.8 –4.6 –3.7

Source: Bank of Korea, Unification Board.

The famine (see chapter 5 and Smith 1997) is likely to further reduce
productivity through a reduction in livestock, through malnourishment,
through environmental damage, and through the diversion of resources
away from (more or less) productive investment toward food purchases.

What explains the comparatively worse performance of North Korea
compared to East Germany? First, East Germany grew somewhat faster:
comprising the old �high-tech� heart of prewar Germany, the GDR re-
tained a large fraction of the industrial and engineering capacity of
prewar Germany and a highly skilled manufacturing workforce, enabl-
ing it to at least embark on productivity-based growth once factor mobi-
lization had reached its limits. East Germany also remained moderately
integrated with market economies on the production side (particularly
after the early 1970s). Moreover, since a high fraction of East German
households were able to watch West German television, the degree of
isolation present in North Korea was never attained. The second reason
for the comparative outperformance of East Germany lies in the de-
nominator: over the entire postwar period, South Korea has grown sub-
stantially faster than West Germany.

German Unification: A Capsule Overview

The broad outlines of the German unification process are well known
and will not be described here in any detail; the detailed descriptions
are readily available in sources listed in the references (see especially
Bofinger and Cernohorsky 1992 and Sinn and Sinn 1992). In essence,
following the collapse of the Berlin Wall, political pressures soon tilted
the debate away from �third way� scenarios to instant unification, which
was accomplished in 1990 with a de facto absorption of East Germany
into West Germany. This entailed, with few temporary exceptions, the
immediate introduction of the West German market economy to all in-
stitutions, as well as instant internal and external convertibility and free
factor mobility.
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When the wall crumbled, views on the likely unification process were
mixed. On one side of the spectrum, economic institutes, the Bundesbank,
and most outside observers predicted that unification was likely to be a
long and costly process. The conclusion was partly based on a simple
but instructive computation: for East and West German living standards
to converge, a reasonable convergence of per capita public and private
capital must take place. Given a reasonable path of public and private
investment, both costs and duration can be determined based on simple
back-of-the-envelope calculations. Such calculations suggested that even
if the investment share in output were to substantially increase, partial
convergence was a matter of decades; furthermore, substantial fiscal out-
lays would be required both to finance the necessary improvements of
the public-sector infrastructure and, on the transfer side, to mitigate the
social costs of the adjustment process.

On the other side of the spectrum, the federal government (operating
under the pressures of an upcoming election) promised �flowering land-
scapes� in East Germany within a few years and suggested, quite ex-
plicitly, that the unification process was a win-win situation�a stance
that, as further discussed below, had first-order adverse effects on wage
policy.

Mathematical laws are hard to circumvent: ex post facto, the first group
proved to have been closer to the truth. Some eight years later, the
success of unification is mixed at best. Far from flowering landscapes,
industrial ruins dot the former GDR. Following the de facto absorption
of East Germany into the Federal Republic in 1990, eastern output im-
mediately collapsed.

The decline reflected a number of reasons, both exogenous and home-
made. Exogenously, the dissolution of COMECON had negative effects
on East Germany just as on the other transition economies. Further-
more, application of market cost-benefit calculus and environmental regu-
lations implied the end for many an East German enterprise.

Arguably, however, a very significant part of the East German collapse
was homemade: production in the former GDR contracted much further
than production in the comparable Visigrad transition economies. The
key culprit was nominal wage increases (in DM) far exceeding in-
creases in labor productivity, boosting East Germany to the top spot in the
world unit labor cost rankings, exceeding West Germany�s by 50 percent.
Lacking compensating advantages, East Germany found itself priced
out of world markets; worse, foreign direct investment bypassed it on the
way further east to the Visigrad economies, which had unit labor costs
around one-tenth of the East German level. A second culprit was slow
top-down privatization, caused by confusion about property rights.
Third, and in sharp contrast to the Visigrad countries, bottom-up privati-
zation in East Germany was also sluggish, reflecting�perhaps as a con-
sequence of the �takeover� nature of unification�the unwillingness of
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the government to take a more than token look at unnecessary regula-
tions in the West German economy. We will return to these issues at
length below.

The initial contraction was followed by a short period of rapid growth.
The growth, alas, resulted primarily from a construction boom fueled
partly by direct public-sector infrastructure investment, partly by very
generous tax incentives.7 The construction program proved successful:
East Germany today has, if at high cost, one of the most modern trans-
portation and communication infrastructure systems in Europe. The qual-
ity of housing has also increased substantially, though the number of
renters with incomes sufficient to pay rents that cover renovation costs
has not, causing the construction boom increasingly to stutter.

Outside of construction, the landscape remains barren. With the ex-
ception of a few booming areas��silicon valley� in Saxony perhaps
being the best known�real output has not noticeably exceeded pre-
unification levels. Unemployment, measured comprehensively as employ-
ment reduction (including forced early retirement, retraining, de facto
unemployment counted as �short work zero hours,� etc.), reached a third
of the pre-unification labor force. It shows no sign of decreasing signifi-
cantly: resident employment declined from 9.8 million in 1989 to 6.2
million four years later, before stabilizing.8 Objectively, workers above
age 50 have been largely pushed out of the labor force and into early
retirement, while female labor force participation rates, formerly but-
tressed by a very extensive system of public child care, have decreased
as child care services have been reduced to West German levels.

While the production side looks quite uninspiring, relative consump-
tion levels of most East Germans have increased substantially after uni-
fication (and far exceed the level in the Visigrad economies), propped
up by large per capita transfers that enable an East German living stan-
dard and consumption level far above production per capita. Initially,
total net flows from West Germany to East Germany exceeded DM10,000
per East German citizen; they have since slightly decreased.9

Looking forward, there is little reason to expect a second German
economic miracle; rather, a Mezzogiorno scenario for East Germany
seems the most likely outcome, with permanently low production and a
permanent trade deficit vis-à-vis West Germany, financed by perpetual

7. The incentives, which initially applied to both new construction and renovations, have
recently been restricted to renovations only.

8. Early retirement, training, public works programs, and short work time accounted for
almost 2 million persons at the peak. As a certain fraction of the initial workforce was
likely de facto unemployed, the decrease in employment is somewhat overstated.

9. Transfers amounted to between 4.8 (1995) and 6.1 (1991) percent of West German
GDP, and between 39.4 (1995) and 59.1 (1991) percent of East German GDP (IMF).
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transfers. A number of factors have united to push Germany in this
direction. High relative unit labor costs combined with little flexibility
on regulations in essence voided the major potential comparative ad-
vantage of East Germany. The tax breaks granted to investors to date
have proven insufficient to overcome this unit labor cost differential relative
to the Visigrad economies, except for a few capital-intensive sectors:
overall, private investment remains small. Meanwhile, the high transfer
rate�financed partly by a solidarity surcharge on high earners�coupled
with the requirements of Maastricht and the generally difficult fiscal
situation, limits the economic and political scope for future fiscal mea-
sures stimulating the East German economy.

South Korea has the benefit of an early warning, and hence the chance
to learn from the mistakes of German unification and to formulate uni-
fication strategies before the event. Of course, the parallel between the
Germanys and the Koreas can only be stretched so far. Institutional idio-
syncrasies, location, history, and not least the hard-to-quantify social and
political environment will cause important differences in the two unifi-
cation experiences. Nevertheless, from the quite small set of countries in
which a market and a socialist economy have unified�Germany, Viet-
nam, Yemen�the German case arguably is the best match for the sce-
nario implicitly assumed in this chapter: a South Korea-led unification
leading to the introduction of a market economy in North Korea. Viet-
nam�s unification took the opposite route (as did, in a much-modified
form, the return of Hong Kong to China); Yemen�s economic (though,
ex post facto, not political) unification posed fairly few problems, reflect-
ing the dominance of the oil sector and a relative lack of the type of
obsolete capital plaguing most transition economies.

The next section turns to an assessment of likely post-unification dy-
namics in Korea, drawing extensively on events in Germany. I then
conclude, in capsule format, with the main lessons to be learned from
the German experience.

Post-Unification Korea

In the immediate aftermath of the move to market prices, a substantial
fraction of the North Korean capital stock will become obsolete, leading
to a onetime reduction of output even at unchanged wages. The obsoles-
cence partly reflects true value-subtracting black holes, or enterprises for
which the value of inputs exceeds the world market value of output�and
partly will result from a better recognition of adverse environmental
externalities.

The environmental issue proved fairly decisive in East Germany, whose
track record, like that of virtually all socialist economies, suggests a
remarkably muted concern for environmental damages�not only hard-
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to-observe climate effects but also immediately visible effects on the
growth rates of children and on mortality and morbidity rates of children
and adults in the vicinity of industrial plants. While environmental stan-
dards in Germany are particularly high, it stands to reason that in the
Koreas, too, a onetime culling among the worst polluters will occur after
unification as maintaining large differences in post-unification environ-
mental standards will probably not be politically feasible. This effect will
likely be more pronounced if the significant height differences between
North and South Korean conscripts that travelers generally perceive can
be traced to environmental pollution rather than to sustained famine. The
alternative to closure�upgrading the North Korean plants to match South
Korean pollution standards�is quite unlikely: given the low value of the
existing North Korean capital stock and the high relative cost of upgrad-
ing existing facilities, building up-to-date facilities from scratch is typically
more cost-effective. To the extent that existing South Korean facilities or
imports cannot match the additional demand, the issue then becomes
whether new facilities will be built in North or in South Korea.

Beyond the clear cases at the extremes, a range of plants will likely be
in an intermediate zone, with marginal value added. The fraction of
these plants surviving over the medium term depends on their ability
to attract new capital and know-how, which in turn largely depends on
the attractiveness of North Korea as an investment site. A number of
factors will work in favor of North Korea. South Korea will extend her
market-proven institutional framework to the North, including, as a key
benefit not available to other transition economies, experienced adminis-
trators, judges, accountants, and so forth. The South will also, in all
likelihood, substantially improve the Northern communication and trans-
portation infrastructures, both apparently sadly in disrepair. The evi-
dence of the German process suggests that these benefits will not be
sufficient, however: what matters in the end is whether total operating
costs in the North are sufficiently below operating costs in the South to
justify the additional risks involved. The level and trend of North
Korean unit labor costs vis-à-vis South Korea�that is, the relative evo-
lution of wages and labor productivity�will play a pivotal role in this
respect.

In the absence of effective controls on internal migration, unification
creates immediate pressure toward real wage equalization, pressures that
will be very hard to resist. In the German case, the monetary unification
at a one-to-one ratio (for flow magnitudes) yielded initial relative wages
of East to West German workers in manufacturing that matched the
productivity differential one-to-three. Yet attempts to sustain this differ-
ential in real wages (and hence equality of relative unit labor costs) proved
futile, on both political and economic grounds.

For one thing, the case for differential wages proved hard to make in
the service sector: bus drivers in East Berlin objected, not unreasonably,
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to receiving lower wages than their West Berlin counterparts for the
same hours and the same work. Demands for wage equalization thus
became a political flashpoint, with the political parties aiming to gain
support primarily from the East German voters, who strongly advocated
wage equalization. Second, internal migration�amounting cumulatively
to less than 10 percent of the pre-unification labor force in East Ger-
many, but heavily concentrated among the young and the better skilled
�soon began to exert its own pressure on wages as the most skilled
East German workers began first to commute and then increasingly to
move to better-paying jobs in West Germany, confronting East German
firms with the dilemma of either raising wages faster than productivity
or losing skilled workers. The pressure could in principle have been
partly relieved by capital migration from West to East Germany; how-
ever, as discussed above, slow privatization and obstacles to greenfield
investments (investments based on new construction) sharply constrained
private capital flows.

In a flexible labor market, this migration of labor from East to West
would have�eventually�achieved wage equalization.10 Real wages would
have declined (compared to pre-unification levels) in West Germany,
reflecting the increased supply of previously scarce skilled workers, but
increased in East Germany, reflecting the increased outside opportuni-
ties. This reduction in the average real wage is unavoidable if full em-
ployment is to be maintained: the lower average capital stock per worker
requires a reduction in the price of labor relative to capital.

Politics, the structure of the labor market, and the bargaining arrange-
ments for East German wages did not, however, allow real wage equal-
ization on a level consistent with full employment. On the political side,
identification with the call for wage equalization proved attractive to
parties trying to capture the loyalties of the new East German voters,
while there were few points to be garnered by opposing wage increases.
Furthermore, managers in pre-privatized East German firms had little
reason to oppose wage increases right before the enterprises were to be
taken over by the privatization trust fund (the Treuhand).

After the takeover, wage bargaining pitted the Treuhand (see Carlin
and Meyer 1994), a public institution, against the West German unions
that had, de facto, assumed representation of the East German workers
(the East German unions, tainted by their close association with the

10. It should be noted, incidentally, that in principle migration in response to wage dif-
ferentials in the aftermath of unification is economically desirable (see, e.g., Borjas 1994
for a general analysis). Problems arise, however, to the extent that the individual migrant
does not take into account congestion externalities. This rarely emerges as a major prob-
lem in mature economies since the housing market acts as a counterbalancing force,
but it may be a more serious problem in the case of pent-up migration pressures and
extreme wage differentials.
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Honecker regime, rapidly faded). The West German unions were un-
willing to accept sizable real wage reductions (or even reductions in
real wage growth) for their West German members. The reluctance can
be partly rationalized in the context of the unions� partisan objectives in
determining insider wages, though it also has to be recognized that
unions would have had a hard time selling voluntary real wage reduc-
tions against the background of the government�s confident predictions
of flowering landscapes and assertions that �no one will lose.� The out-
come was a set of agreements to substantially close the gap between
West and East German wages by raising the Eastern level to the West-
ern standard. While equalization occurred over several years and did
not apply to side benefits, thus maintaining about a 20 percent gap, the
wage increase far exceeded productivity growth and led to a sharp rise
in relative unit labor costs.

In hindsight (though this was also widely predicted by economic ad-
visers at the time), the decision to opt for approximate wage equaliza-
tion was and remains the single most important factor hampering East
German production. The dynamics are straightforward: as argued above,
the transition from socialism to markets entails an unavoidable culling
of the capital stock; in addition, the unraveling of existing trade and
production networks leads to a further contraction of output.11 In the
short run, labor productivity in transition economies thus falls, before
(potentially) gradually rebounding as firms enter new networks and as
investment in human and physical capital bears fruit. To sustain a rea-
sonable level of employment in this process, real wages thus have to
follow a J-curve to stabilize unit labor costs; indeed, it is precisely the
falling (or at best stable) unit labor cost that make the second round of
expansion through investment feasible. This J-curve was, in fact, ob-
served in many of the more successful transition economies as price
increases initially exceeded nominal wage increases. East Germany is a
clear outlier in this respect. The decision to shield West German real
wages from any impact due to the sharp rise in the labor supply meant
that the adjustment had to come on the quantity side: at wages around
80 percent but productivity around 40 percent of West German levels,
unit labor costs in East Germany soared to the top spot in the interna-
tional ranking, causing a dramatic contraction and effectively forestall-
ing any emergence from the trough of the J-curve.

11. Noland (1996) and Noland, Robinson, and Scatasta (1997) provide in-depth assess-
ments of the likely extent of these magnitudes, as well as the investment required to
achieve reasonable parity between the Koreas under alternative assumptions. For one
baseline scenario, the initial loss of output amounts to 50 percent, though this is offset by
productivity gains due to better factor allocation and technology. See also Akerlof et al.
(1991), Sinn and Sinn (1992), Bofinger and Cernohorsky (1992), Bryson (1992), Siebert
(1992), and Dornbusch and Wolf (1994) for the German case; and Noland (1997a) and
Yeon (1994) for a comparison.
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A real wage reduction has particular benefits for the labor-intensive
sectors, allowing labor released from the contracting heavy industries to
be absorbed until the slow flow of investment has rebuilt the capital
stock in the more capital-intensive sectors. It is precisely these sectors�
textiles, services�that have absorbed many of the workers shed by man-
ufacturing in the Visigrad economies; it is precisely these sectors that
have received a large share of the initial inward foreign direct invest-
ment (FDI) in the Visigrad countries; and it is precisely these sectors
that were harmed most by the rapid wage increases in East Germany
and have underperformed relative to the Visigrad economies. Effectively,
choosing wage equalization on West German rather than on equilib-
rium levels has obviated the single most important comparative advan-
tage of East Germany and has redirected investment flows to the Visigrad
countries: the flowering landscapes have emerged east, not west, of the
Oder.

A different, but no less important, cost of the wage decision was in-
curred on the fiscal side: the sharp rise in unemployment (and the im-
plied collapse in production) dramatically boosted the necessary social
transfers from West to East Germany while reducing tax revenues. The
resulting net strain in turn curtailed the public-sector resources available
for the necessary infrastructure investments. Higher fiscal transfers, partly
financed through an additional �solidarity tax,� also did little to calm
the political scene, as West German taxpayers, having been initially as-
sured that unification would not cost them, increasingly appreciated the
actual costs and their likely duration.

These transfers have often been cited in assessments of the likely costs
of Korean unification,12 though direct extrapolation is inappropriate.13

However, a number of qualifying points arise. First, the transfers remain
quite low as a fraction of West German GDP, some 4 to 5 percent with
declining tendency. Given relative population shares, the transfers would
be somewhat higher in the Korean case if the same obligations arose.
While not trivial, the increase is small both compared to the much larger
general expansion of the government share over the last decade and
compared to, for example, the expected fiscal cost of dealing with under-
funded social security systems. It should also be borne in mind that
these costs are temporary (provided the transition is well managed). It
is not uncommon for countries to accumulate debt for such onetime
expenditures, particularly during military conflicts.

Second, it is also of some importance to consider the composition of
these �costs.� What matters ultimately is the present discounted value of
the entire stream of unification expenditures (and the associated tax

12. See Bae (1996), Charles Lee (1997), Mo (1994), Piazolo (1997), and Hoon (1992).

13. For a discussion, see Noland (1996, 1997a).
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increases) rather than current expenditures. The focus on cumulative
expenditures immediately points to the importance of the distinction
between transfers and public investment. Transfers are a function of the
difference between labor productivity and unemployment; investment
reduces this differential. The higher the share of public investment spend-
ing in the total fiscal expenditure, the more rapidly will the productivity
gap close and hence transfers be reduced.14 In assessing the cost of uni-
fication, these two elements�the spending necessary to update the public
capital stock and the transfers necessary to make the transition possible
socially�need to be strictly separated. In the German case, the lack of a
sustained East German recovery has led to an upward revision of cost
estimates: as record unemployment in the East persists, so will transfer
payments. Net cumulative transfers of the order of DM2 trillion appear
not unrealistic. It should be noted, though, that stretched over a period
of 15 to 20 years, even this at first sight quite large amount becomes
manageable.

Third, the level of transfers itself is a function of the given social
security system and thus cannot simply be taken from one case and
applied to another. In particular, the greater historical reliance of Korea
on intrafamily rather than government-financed �social security,� com-
bined with the lower legal entitlements, suggests that the high transfers
for East Germany will not be matched in the Korean case. Finally, the
costs must be offset by the reduction in defense expenditure, both lower-
ing pure fiscal cost and releasing the resources, human as well as physi-
cal, now earmarked for the military to more productive usage in the
private sector.

In sum, the decision to close the real wage gap between East and West
German wages almost exclusively by raising East German wages�hence
also increasing relative East German unit labor costs�made unem-
ployment substantially worse. The rise in unemployment in turn required
a diversion of fiscal resources from investment to social transfers. High
tax burdens and high unit labor costs combined to sharply reduce the
attractiveness of East Germany as an investment location and thus hin-
dered its ability to absorb the high unemployment in the near future. As
investment�and high-paying jobs�remains scarce, younger and more-
skilled workers migrate to West Germany, denuding East Germany of its
major remaining asset, a highly skilled labor force. These reenforcing
trends threaten to turn large parts of East Germany into a northern
Mezzogiorno. The German government has responded in the traditional
way (Sinn 1995), offering subsidies to offset location disadvantages. Past
experience with such subsidies is quite mixed�neither the Mezzogiorno
nor Appalachia has experienced notable growth despite decades of fiscal

14. The share of investment in total net flows amounted to about a third in Germany in
the initial post-unification years.
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support. East Germany�s chances are better because of its location next to
the Visigrad countries,15 yet to date incentives have not succeeded in
motivating a noticeable increase in investment increase, and indeed sup-
port for the East is increasingly viewed as a potential sacrifice on the road
to Maastricht.

How will these dynamics play out in Korea? Unless strict internal
border controls are maintained�presumably not a politically feasible path�
it stands to reason that real wage equalization will occur. Longer isola-
tion may lengthen the process, but ultimately both capital movements
to the North (the preferred means) and labor movements to the South
(the realistic means) will bring about real wage adjustment. The opera-
tional problem thus becomes determining the point at which real wages
become equalized�as discussed above, the feasible range stretches from
a real wage reduction in the South up to the introduction of South
Korean wages in the North.

What can be done to avoid an excessive increase in North Korean
unit labor costs? The key lesson from Germany is that the government
must take a proactive role in favor of real wage adjustments compatible
with long-term recovery in North Korea. First, and trivially, being up
front about the unavoidable belt-tightening associated with unification
helps to prevent unrealistic expectations. The extensive discussion of the
costs of unification, with ample reference to the German case, in the
South Korean press has already gone a long way in this direction. What
remains unknown are the expectations of North Koreans and the future
role played by parties and interest groups representing North Koreans
in a unified Korea. Coming out of famine rather than relative prosper-
ity, the initial income objectives of North Koreans may be more muted
than those of the East Germans.

The economist moves on thin ice in discussing psychological areas,
yet again German history may provide a lesson: during the previous
era of dramatic reform in Germany, in the postwar period, the still much
beloved economics minister (and later chancellor) Ludwig Erhard made
Masshalten (very imperfectly translated as �living within our means�)
the cornerstone of public pronouncements and policy. The subsequent
German economic miracle may be due not least to wage restraint delib-
erately following rather than anticipating productivity growth. The con-
trast, in attitude as well as outcome, between the 1948 and the 1989
reforms could hardly be starker. The crucial importance of the North
Korean wage level in determining the success and costs of Korean unifi-
cation suggests that the government should have few qualms about moving
beyond mild moral pressure. Income policies differentiated by sector are
an obvious tool to set the right tone if the threat of excessive wage

15. In a similar vein, North Korea�s location vis-à-vis Russia and China has the potential
to play a positive role in fostering trade, particular in the golden triangle area.
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increases is present. Avoiding the initial increase is key here: it has proved
very hard (and taken five years) for even minimal signs of downward
wage flexibility to become visible in some East German enterprises.

Beyond political leadership, fiscal policies can be used to drive a wedge
between relative wages and relative unit labor costs. Of particular merit
in this respect are reductions in employment taxes for firms located in
the North; such reductions also tilt the incentive toward labor-intensive
sectors, which absorb the labor released from contracting heavy indus-
try. Wage subsidies for Northern firms can play a similar role, as can
income tax credits for Northern workers, both counteracting the migra-
tion incentive. To be sure, such measures have significant fiscal costs,
but these are at least partly offset by the fiscal savings (on both the
revenue and the expenditure side) made possible by lower unemploy-
ment. In the end, it is more sensible to subsidize employment for a
limited period�maintaining skills and reducing the migration incentive�
than to finance the social transfers necessitated by long-term unemploy-
ment.16

While fiscal measures aimed at separating relative unit labor costs�
the variable driving employment�from relative real consumption wages
�the variable driving migration�can reduce the unemployment conse-
quences of unification, temporary unemployment cannot be entirely avoided:
successful transition requires growth of the service and consumer goods
sectors and a contraction of heavy industry, a shift that entails a tempo-
rary unemployment increase. Beyond sensible wage policies, a number
of additional steps can be taken to ease the wrenching adjustment.

The challenge is twofold: a rapid restructuring within the manufac-
turing sector from heavy to light industry and a shrinkage of the manu-
facturing sector vis-à-vis the service sector. The experience of Germany
can serve as a lesson and as a warning in both respects. The initial
underdevelopment of the service sector in the transition economies, coupled
with its low capital requirements, renders the service sector a natural
first haven to absorb labor released from manufacturing. Experience in
Eastern Europe suggests that these service firms require fairly little gov-
ernment assistance and operate largely without formal financial-sector
support. The role of the government thus lies not so much in actively
promoting small-scale service enterprises but in removing obstacles.

This has not been a major issue in most transition economies, as both
regulations and the capacity to enforce them were limited. But the situ-
ation is quite different in the case of transition economies that are un-
dergoing unification with an established market economy and are thus
inheriting the set of regulations�and the implementing bureaucracy�
of the partner economy. In the German case, unification as takeover

16. A related possibility is transferal of ownership rights of apartment houses in North
Korea to current residents, subject to a nonmigration agreement.
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meant that West German regulations�tailored to the demands of a stable
market economy�were transplanted lock, stock, and barrel to East Ger-
many. While some flexibility existed, in many cases regulations appro-
priate for West Germany proved to be major obstacles to creating jobs
in East Germany. Thus the high hurdles for entering most professions
(including, for example, barbers and tailors)�typically a three-year ap-
prenticeship to qualify for working in a profession, followed by a man-
datory period of work experience and further exams prior to becoming
an employer�are defensible to ensure quality in a stable economy; yet
they caused unintended problems when applied in East Germany. For
example, an East German becoming unemployed in 1990 would not have
been able to open, say, a barber shop until 1995.

Similar examples abound; together they make the simple but, as the
German experience shows, far from sufficiently appreciated point that
optimal regulations are context dependent and, more specifically, that the
(primary) aim of avoiding destabilizing mass unemployment may justify
some temporary regress in other areas. More generally, the wrenching
experience of reunification also demands (and provides a convenient
justification for) attacks on structural rigidities in the market partner. In
this regard, not all institutional achievements of the �losing� socialist
partner should be discarded in favor of the institutions of the �victorious�
market economy, a strong temptation in a forced rapid unification. Ger-
many, alas, receives an unsatisfactory grade in this respect too, largely
failing, despite exhortations from the Council of Economic Advisers, to
tackle West German structural problems. At the same time, despite wide-
spread recognition that the lack of reliable organized child care acted as
a major constraint on West German labor market flexibility (in particular,
reducing female labor force participation to rates below levels seen in
similar economies), the much more extensive East German child care
system was, through fiscal cuts, eviscerated to match lower West German
standards. As South Korea itself is increasingly struggling with structural
rigidities, notably in factor markets, the case for using an eventual unifi-
cation as opportunity and justification for tackling some of its protracted
problems is clear. Tensions will arise, of course; in particular, the neces-
sary reliance on the chaebol to play a leading role in the reconstruction of
North Korea may postpone the long-overdue clarification of their role in
society.

This extensive discussion of labor market issues reflects their prime
importance in determining the outcome of the German unification expe-
rience and, looking forward, the likely evolution of a unified Korean
economy. A second crucial issue concerns the disposal of existing assets.
The transfer of property from the state to the private sector is a critical
component of the transition. However, a simple change of ownership
does little to assist an enterprise in updating technologies and entering
world markets, both crucial prerequisites for a successful transition. For
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both, the financial status and the entrepreneurial vision of the new owners
are key. In essence, two main options are available for privatization: sale
(including by auction) and free disposal through a voucher system. East
Germany was among the few transition economies to opt for selling, a
decision that was largely influenced by East Germany�s nature as a uni-
fication economy.

The Treuhand approach required potential buyers to submit detailed
business plans, including binding agreements on future employment and
investment; the success of the bidder depended on a combination of the
bid and the business plan. This highly information-intensive approach
could not have been replicated in other transition economies, for two
reasons: a lack of bidders with sufficient resources and a lack of skilled
manpower to formulate and evaluate the business plans. West Germany
provided both.

Much has been written about the Treuhand. Undoubtedly, corruption
and incompetence in some cases led to suboptimal outcomes. Yet, taken
as a whole, the privatization strategy of selecting buyers who have the
resources and business vision to transform the moribund enterprises of
East Germany is clearly preferable to the alternative: transferring owner-
ship rights via vouchers to (newly created) funds in the hope that these
funds will, in turn, deal with issues of restructuring. Viewed from this
perspective, the privatization process in East Germany must be judged
a success: actual investment did not quite reach prior commitments but
came close, though employment fell somewhat shorter of the target. Yet
it must be recognized that commitments in many cases only imperfectly
anticipated the subsequent real wage increases; thus again the labor mar-
ket developments, rather than privatization proper, bear the brunt of
responsibility.

South Korea, by virtue of being able to draw on solvent buyers, and
by virtue of commanding the human capital required to evaluate the
prospects of individual firms, has the ability to copy the Treuhand ap-
proach. Indeed, it fits more easily with the general Korean pattern of
development, which favors an allocative role for the state, than it does
with the free market strategy followed in postwar Germany. Alternative,
more complicated hybrid systems with partial sales and distribution of
residuals rights to North Korean citizens have been advocated, mostly
on grounds of fairness. To be sure, privatization by sale implies a trans-
fer of ownership to South Korea that might be viewed as �unfair.� Apart
from noting that, first, the acquired firms are with few exceptions un-
likely to be of significant value without additional sizable investment
and, second, that fairness on the asset side on this account has to be
matched with fairness on the transfer side, the main argument against
such hybrid schemes is their complexity. Two issues arise. First, private
acquirers not themselves listed on the stock exchange may be deterred
by schemes involving later listings of the acquired companies. Second,
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and more important, the typical North Korean firm will require substan-
tial injections of capital. As North Korean partial owners will not be able
to shoulder their share of this new investment, the only two possibilities
then become a dilution in their share�running counter to the initial
objective�or their exemption from the capital increase, which is equiva-
lent to a tax on the acquirer and thus will lower investment. A range of
other technical objections arise in this area, but the fundamental issue
is clear. The success of the transition depends on the willingness of
(mainly) South Koreans to invest both financial and human capital in
North Korea rather than elsewhere. The loss of ownership is the price
North Koreans will have to pay (and East Germans have paid) for their
rapid increase in consumption per capita.

Against this background, a number of important lessons emerge from
the privatization process. First, the reintroduction of private property
rights entitles prior owners of nationalized assets to seek redress. This
can be achieved in two ways: by restitution of assets or by compensa-
tion for their loss. Germany opted for restitution. In practice, however,
the determination of property rights turned out to be highly compli-
cated because of repeated transfers, partial or missing documentation,
and disputes over the treatment of investments made after the expro-
priation. In consequence, claimants took their cases to the courts: soon
more than 1.2 million cases were logged, creating multiyear judicial back-
logs. These delays curtailed both the ability of the Treuhand to dispose
of assets and the ability, and certainly the incentive, of individuals to
embark on major investments until the ownership issue was resolved.
The gridlock eventually forced a shift in policy emphasis from restora-
tion to compensation. The privatization agency, by disposing of proper-
ties without waiting for the final determination of their ownership, with
compensation paid to the owners later, enabled a speedy transfer of
property rights while ensuring social equity.

It is unlikely that North Korea has been more careful than East Ger-
many in keeping precise records on prerevolutionary ownership struc-
tures, even ignoring the thorny issue of Japanese claims. Similar property
disputes are thus likely to arise. The lesson is clear: while restitution has
moral appeal, it is impractical given the sheer scale of the process; owner-
ship of the North Korean assets should be centralized at a privatization
agency with the right of disposal, with compensation claims resolved on
a strictly separate track.

Second, expectations of windfall gains from privatization revenues are
unrealistic. De facto, after years of neglecting repairs and upkeep on
plants that were outmoded when built, most North Korean firms are
likely to be at best marginally viable; it is more likely that they are
nonviable without substantial additional investments. With the excep-
tion of a few crown jewels�in particular, companies dealing with raw
materials�North Korean firms will not fetch high prices. Indeed, it must
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be borne in mind that the potential buyer in many cases has the option
of opening a greenfield plant nearby and hiring workers from the plant
that is to be privatized. Initial rosy expectations in Germany that the
net privatization revenues of the Treuhand could be distributed to East
Germans soon met reality when the Treuhand was forced to, in effect,
pay buyers (often by assuming financial or environmental liability) so
that firms could be sold. When the Treuhand finally closed its door, its
cumulative deficit reached several percent of GDP.

Unification also raises important issues on the monetary side (Kwon
1997). Essentially, two options are available: a period of dual currencies
linked by floating exchange rates and immediate monetary unification.
The first option is preferable on theoretical grounds, since the equilib-
rium real exchange rate will undergo significant changes during the
transition. In the initial phase of the transitional recession, real exchange
rate depreciation can sustain domestic demand; during the later up-
swing, gradual appreciation avoids inflation. In addition to these trends,
the transition period is likely to be characterized by substantial real
shocks, which again can be buffered by exchange rate adjustments. In
principle, real exchange rate adjustments can of course be equivalently
brought about by price changes, and shocks can be buffered in a variety
of alternative ways�notably factor mobility and, again, price flexibility.
However, evidence from other economies, both transition and market,
suggests that these alternative adjustment mechanisms rarely suffice to
speedily offset large shocks, leaving (undesirable) large fiscal transfers as
the only residual compensation strategy. On a priori grounds, nominal
exchange rate flexibility thus in principle provides a useful additional
adjustment tool.

But in practice, political constraints are again likely to bite: political
unification without economic unification creates a two-class society. In
Germany, the symbolism of monetary unification can hardly be exag-
gerated, as mass demonstrations explicitly demanded the introduction
of the deutsche mark. Instant monetary unification also carries a num-
ber of additional advantages. First, the reputation of the South Korean
central bank is immediately extended to the North Korean monetary
system. Second, transaction costs are substantially reduced. Third, more
tentatively, possession of and remuneration in a hard currency appear
to produce substantial boosts in confidence unlikely to be realized with
a temporary North Korean currency. Fourth, extension of the super-
visory functions of the South Korean central bank could avoid the emer-
gence of monetary disequilibriums through inter-enterprise areas that
have plagued other transition economies.

The likelihood of early monetary unification places a spotlight on flex-
ible tax policy. Differentiated sales taxes for North and South Korean
products or time-limited tariffs on South Korean exports to North Korea
provide alternative means of achieving effective real exchange rate varia-
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tion without surrendering the distinct benefits of operating under a single
currency.

In the German case, the conversion rate used in the monetary unifi-
cation has attracted a great amount of attention, and indeed it has often
been blamed for the East German recession. The case against an �exces-
sive� conversion rate is, however, quite weak. First of all, the conversion
rate for flows, one to one, allowed East German wages (standing at
slightly more than one-third of West German wages) to be translated
into deutsche marks at a rate matching relative productivity. The in-
crease in relative unit labor costs came only after monetary unification
and cannot be blamed on the conversion rate: a conversion at a lower
rate would simply have led to faster post-unification wage growth. The
point is small, but important: what matters is relative unit labor costs in
common currency. Hence, for some given relative productivity, it is the
wage determination that matters. The initial conversion rate set a start-
ing point, but it cannot be held responsible for the subsequent unwar-
ranted wage increase.

The second monetary issue concerned the conversion rate on the stock
side, the conversion of the existing East German marks into deutsche
marks. The ultimate average conversion rate, 1.81 East marks per deutsche
mark, has been widely interpreted as �too generous� and �inflationary.�
The economic meaning of the first critique is nebulous: the often-heard
argument that the (much less favorable) black-market rate represented a
�fair� exchange rate is incorrect, as the black-market rate did not, in any
sense, present a measure of overall relative monetary conditions. The
second charge has merit: calculations suggest that at the 1.81:1 rate, the
post-unification money supply increased more than the money demand,
creating inflationary pressures. However, there are two caveats. First,
the difference between estimated money demand and supply was of
second-order magnitude. Second, any �error� in a conversion rate will
at best create a onetime price level blip; as a stock adjustment it will not
trigger persistent inflation. For households, a too-generous conversion
rate can thus be seen as little more than a onetime �welcoming gift� for
North Korea; and again, the psychological benefits of North Koreans
obtaining hard money with effective purchasing power should not be
underestimated. If, at the time of unification, South Korea should have
excess capacity, the conversion rate can even act as a demand stimulus.

A more important concern is the conversion rate for firm debt and
bank assets. The (ex ante largely unknown) enterprise debts in transi-
tion economies bear little relation to market magnitudes; instead, they
largely reflect the arbitrary relative pricing structure under socialism.
In Germany, the Treuhand dealt with these debts on a case-by-case basis.
This is unnecessarily complicated: a buyer forced to assume past debt will
simply reduce the bidding price correspondingly, with zero effect on net
privatization receipts. Rather than further complicating the privatization

Institute for International Economics    |     http://www.iie.com

http://www.iie.com


186 ECONOMIC INTEGRATION OF THE KOREAN PENINSULA

process, the more appropriate action is a complete cancellation of old
debts. Such a cut will, however, unbalance the North Korean financial
institutions. To the extent that these are deemed savable, equalization
claims are thus required.

In sum, the monetary side of unification, while important, is ultimately
dominated by the labor market side. This being said, the choice of con-
version rate is an interesting question. Operationally, it entails two steps:
first, an assessment of the outstanding stock of North Korean currency
likely to be presented for conversion; second, an assessment of the likely
additional money demand (in South Korean currency). The ratio of the
two magnitudes defines the noninflationary conversion rate. In manag-
ing the conversion a range of technical issues arise that go beyond the
scope of the chapter. In essence, the determination of the conversion
rate is a straightforward matter, though the actual rate will unavoidably
be no more than a �guestimate.�

Two lessons from historical currency reforms deserve attention. First,
staggered conversion rates, with more generous rates initially on small
amounts and less generous rates on larger amounts, can be used to
achieve wealth distributional targets while maintaining the overall con-
version rate. Second, a two-stage conversion in which part of the con-
verted balances remains �frozen� for a period, and is later either re-
leased or canceled depending on the ex post facto evolution of money
demand, can reduce the chance of excessive monetary expansion (though
again this would at present not appear to be a major problem for the
Koreas).

A final issue concerns external trade. By virtue of joining a market
economy closely integrated into the world economy, both North Korea
and East Germany receive a blessing and a curse. The blessing comes in
the longer term: existing sales channels are open to firms in the transi-
tion economy. The curse comes in the short term: foreign products im-
mediately compete with domestic products, leading to further demand
contractions and thus rendering the transition more complex. There are
two ways of coping with this situation. First, the presence of foreign
competition can be viewed as a disciplining agent, giving firms in the
transition economy the stark choice to adjust or disappear and thus
eliminating muddle-through scenarios. According to the second view,
adjustment takes time and the decline in demand renders adjustment
more difficult; consequently, temporary protection is advocated. Germany
opted for the first course, the sharp reduction in production described
above. A temporary import tariff coupled with export subsidies for North
Korean firms could provide the alternative, though at some efficiency
cost.17

17. To reduce evasion, the tariff would have to extend to shipments from South to North
Korea in the relevant sectors, again raising the issue of effective internal border controls.
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Conclusion: Lessons

The above discussion yields a number of capsule lessons from the Ger-
man unification experience that appear applicable to the Korean case. In
summary, I briefly list these lessons:

n Politics. Political leadership is of prime importance in shaping ex-
pectations during transition. Irrational expectations about the time
period required until full convergence can occur, or about the costs
of unification, can, as the German case amply illustrates, lead to un-
realistic private-sector wage decisions that prove hard to reverse. In
Germany, the government�s adoption of a �don�t worry, be happy�
attitude�in preference to a Churchillian �blood, sweat, and tears�
approach emphasizing the historic opportunity and the sacrifices nec-
essary to realize it�made it difficult to shore up the political support
for the reunification process once its actual costs became better known.

n Incomes policy. While economists in general tend to take a rather
skeptical view of outright incomes policies, the very high costs of
excessive wage increases in the aftermath of unification suggest at
minimum a very active policy of �moral pressure.�

n Fiscal flexibility. In the most likely scenario, real wages will be equalized
somewhere between the extremes of pre-unification South Korean
wages and the level consistent with full employment. The implied in-
crease in North Korean relative unit labor cost can be counteracted by
a spatially differentiated tax policy, particularly in the area of nonwage
labor costs. Overvaluation tendencies of North Korea vis-à-vis South
Korea can likewise be counteracted by spatially differentiated sales taxes.

n Flexible regulations. North Korea and East Germany possess a major
advantage not available to other transition economies: immediate
access to an efficient, market-proven system of regulations and insti-
tutions, including (very importantly!), skilled and experienced admin-
istrators. The institutional infrastructure provides major benefits in
terms of stability�in particular legal certainty, which in turn stimu-
lates long-term decision making. However, the inherited regulations
are tailored to the needs of the stable market economy, not the needs
of the transition economy. In some respects, regulations that are sen-
sible for the market economy may act as roadblocks for the transition
economy; flexible application may be the appropriate solution.

n Institutional overhaul. While the primary focus of the unification pro-
cess is on the structural adjustments of the socialist economy, sub-
stantial cost reductions might also be obtainable by rethinking institu-
tions in the market partner; indeed, the costs of unification provide a
good political justification for tackling structural rigidities, notably in
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factor markets. In this regard, not all the achievements and institu-
tions of the socialist partner should be automatically discarded.

n Privatization. On the privatization side, the individual sale option pur-
sued by Germany has substantial advantages vis-à-vis the voucher
privatization programs used elsewhere. South Korea, by virtue of like-
wise being able to draw on solvent purchasers and the depth of
human capital required to evaluate the prospects of every individual
firm, can replicate the Treuhand�s approach.

n Money. Politics will in all likelihood require instant monetary unifi-
cation, at the cost of a reduced ability to alter the real exchange rate
in response to shocks, but with the benefit of gaining a sound money
and a well-supervised financial system. Spatially differentiated tax policy
can partly compensate for the costs. The mechanics of unification,
including the conversion rate, while politically highly visible, are ulti-
mately of second-order importance.
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