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German politics are stuck between a rock and 
a hard place. While the long overdue reforms 
implemented by the Schroeder administration 
have not yet borne fruit, they have seriously 
eroded public trust. Nonetheless, there is no 
alternative to the reform process that has been 
initiated by the current government coalition. 
Getting this message across to the people would 
require a joint effort by the government and 

opposition parties. So far, 
however, no convincing 
effort has been made. This 
is why the recent electoral 
victories for the Christian 
Democrats cannot be at-
tributed to the voters’ con-
fidence in a superior politi-
cal strategy, but rather to 
feelings of uncertainty and 
disappointment with the 
objectives and the status 
quo of the recent labor 
market and welfare state 
reforms. 

Ultimately, the entire con-
cept of the German “social 

market economy” is put to test. Issues of social 
justice and efficient utilization of economic 
resources will need to be separated from each 
other more strictly in the future. The core 
question should be how to create more value 
added, not how to distribute the created out-
put more fairly. Fairness of opportunity must 
have priority over distributive justice. Social 
solidarity and individual responsibility need to 
be balanced in a new, reasonable way. Those 
who demand and receive solidarity must also be 
willing to reciprocate. This is a matter of social 
fairness, not an erosion of the welfare state.

The blueprints of inevitable reform programs are readily available:

1 The reduction of bureaucracy and a reform of German federalism are an absolute neces-
sity. The veto powers of the state representatives in the Bundesrat must be curtailed. 

As the fiscal equalization scheme between the German states (Länderfinanzausgleich) fails 
to provide incentives for improvement, it should be replaced with a system that provides 
states and communities with more independent funding sources. Election schedules should 
be moved closer together, the merging of smaller states should be promoted, and legislative 
terms should be extended to six years in order to provide policymakers with a longer time 
horizon for sustainable policy measures.

2 The German economy desperately needs to be revived. Longer working hours without 
extra pay, for instance, are well suited to fight the shortage of qualified workers and to 

make simple tasks less expensive. Future-oriented branches of the economy, such as education 
and training, research and development, healthcare, private care (Zivildienst) and house-
hold services, must be strengthened by market means. This could be done, for example, by 
introducing a voucher system for education and childcare, abolishing the alternative civilian 
service, modifying the private foundation law to stimulate science sponsoring activities, and 
establishing agencies with the specific task to bring together supply and demand in the area 
of simple services.

3 A radical reduction of government subsidies, combined with a VAT increase, could help 
in the short or medium term to simplify the German tax system, lower the non-wage 

labor costs, and provide resources for new core areas of government funding. The long-term 
goal of a “major” tax reform should be to shift the focus back from direct to indirect taxa-
tion. A reduced VAT would be conceivable for goods and services produced with a large share 
of low-qualified labor.

4 The German social security systems must be “disentangled” and opened to competition 
wherever possible. In the long run, we will not be able to avoid extending the average 

working life and introducing additional models of private old-age provision in order to stabilize 
the pension funds. In the health sector, the “health premium” model is an adequate means to 
disconnect healthcare financing from labor costs. The unemployment insurance could also be 
organized more efficiently by introducing a premium system with optional benefits.

5 Any reform in the area of labor market policy will require a lot of patience. The programs 
need time and must be thoroughly evaluated. While hectic “reforms of the reforms” would 

be ill-advised, it would certainly make sense to consider a fundamental fresh start: A pure 
insurance agency could administer the unemployment insurance benefits for the short-term 
unemployed who are likely to find a new job on their own. A restructured Federal Employ-
ment Agency, which would engage in thorough profiling of the newly unemployed, could take 
care of potentially problematic cases, such as untrained individuals and older workers. The 
communities could draw on their knowledge of the local environment in providing support 
and job placement for the long-term unemployed. Those who receive government transfers 
would be mandated to perform socially useful tasks. This would result in greater willingness 
to accept regular jobs.

By implementing this set of reforms, our social market economy would not betray 
its own principles – it would merely secure its own future.
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