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~The city of Jena provides a tantalising glinpse of the way Gernany could be
goi ng

| F YOU seek Paradise, go to Jena. The bosses of this city in the eastern
German state of Thuringia, two-and-a-half hours south of Berlin, may have been a
little anbitious when they nanmed the mamin railway station after an eponynous
near by park. Jena is clearly no Garden of Eden. Like any city, it has its prob-
| ens, not |east an unenployment rate of 12% But it also offers a glinpse of
Germany's futureand shows that Germany's east is not all bad.

Hi storically, Jena enbodies the fanous di ctum by Louis Pasteur, the French
chemi st, that "chance favours the prepared mind." It was a fluke of nature that
the city, by the river Saal e and surrounded by heavily forested upl ands, found
itself near |arge deposits of quartz sand, chal k and soda. Thus endowed, people
began making glass in the region in the 16th century.

Yet what turned Jena into a 19th-century Silicon Valley was its renowned uni-
versity, which attracted not only fanmous thinkers such as Goet he, Hegel and
Fichte, but also nore business-oriented folk such as Ernst Abbe. Having devel -
oped new ways of naking mcroscopes, he found hinself what today would be call ed
a contract manufacturer, Carl Zeiss, and a conponent supplier, Oto Schott. By
tPe begi nning of the 20th century, the firmCarl Zeiss had nore than 1,000 em
pl oyees.

It continued to grow rapidly, helped by the two world wars, but also suffer-
ing fromthem Mny of its plants were destroyed at the end of the second world
war, and what renal ned was taken away, first by the Americans, then by the Rus-
sians. Still, Jena soon becane the base of a huge Kombi nat, as the big state-
owned busi nesses were called in communi st East Gernmany. This one had 27,000 em
pl oyees when the Berlin Wall cane down in 1989, about half of themin Jena, of
whom nore than 90% | ost their jobs after the econom ¢ shock of unification

Now Jena's city centre has been conpl etely nodernised, thanks to tons of
noney fromwestern Germany. The forner Zeiss factory has made way for the uni-
versity and a big, smart shopping centre. What nakes Jena different from many
other eastern cities is that there is plenty of life on the streets. In sone
ways, the city seens a double of Berkeley, California, conplete with well-woded
hills dotted with professors' villas.

Al exander von Wt zl eben, the boss of Jenoptik, the successor firmto Carl
Zei ss Jena, has a splendid view of the city fromhis top-floor office on canpus.
"Frankly, if we were in the textile business, we would no |onger be here," he
says. The optics industry is hot again, he explains, particularly photon-
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i csthings like high-end | asers, optical sensors and specialised canmeras, which
Jenoptik is good at. To general surprise, the city was listed in a 2004 study as
eastern Germany's npbst prom sing business |ocation.

Jena coul d easily have gone the way of other eastern industrial centres,
where firms were bought by western conpetitors and then gutted or even cl osed
down. Carl Zeiss owes its survival to Lothar Spath, the forner prem er of Baden-
Wirttenberg, who becane its chief executive in 1991. Counterintuitively, he
bought a firmin the west, a builder of clean roons and other industrial facili-
ties, to give Jenoptik a western face and the cash flow to develop its photonics
busi ness. The firm MW Zander, was only recently sold off to allow Jenoptik to
concentrate on its core business.

Mor eover, explains M von Wtzleben, as a fornmer politician M Spath knew how
to keep this species at bay. And he had the foresight to protect what is perhaps
Jena's nost inportant asset: its network of highly skilled people. Former Carl
Zei ss enpl oyees were allowed to use the firnis facilities to create their own
conpani es, spawni ng nany start-ups. This has given Jena an entrepreneurial eco-
systemthat is rare el sewhere in Germany.

There are start-ups all over the city and several research centres on a cam
pus up the hill. There is also the Technol ogy and | nnovation Park Jena, with
about 60 firms, which denonstrates that Jena no longer relies mainly on optics.
Near the entrance is an incubator for biotechnology firns called Biocentiv.
Stefan Russwurm founder of SIRS-Lab, a diagnostics firm says the experience of
radi cal change when the Wall cane down played a big part in his decision to
start his conmpany: "Otherwise | would not have had the flexibility. Back then,
the world fell apart once a week." M Russwurm chose Jena because he found con-
ditions there particularly favourable. Alnost a third of the city's working
popul ati on have an academ c degree, the highest share in Gernmany. They take
pride in being Jenenser and don't go hone early.

Jena also has a tradition of liberalism It was here that the first Burschen-
schaft, or fraternity, was founded in 1815, starting the free-speech novenent of
its tinme. In the 1980s, the city was the centre of the eastern Gernman peace
novenment, and becane one of the first to nount Monday rallies, the regular dem
onstrations that helped to bring down the comruni st regine in 1989.

Al of this goes a |long way towards expl aining the unusual political |and-
scape in Jena today. The city council is controlled by a very grand coalition
that includes all of Germany's bigger parties except for the extrene right. The
(directly elected) mayor, Peter ROhlinger, is a Free Denpocrat who was a vet be-
fore winning his first vote in 1990. "Citizens here are quite demandi ng," he
says. "They want us to nmake the nobst of our opportunities.”

This has often meant doing things differently. For exanmple, Jena did not shut
down its nursery schools when noney was tight, but persuaded their staff to work
part-tine. It also chose to build its shopping centre right in the mddle of
town rather than on the outskirts, which has kept the city centre alive.

Most inportantly, Jena is trying new ways of dealing with | ong-term unenpl oy-
nent and education. Sonme of the results can be seen on the Tatzendpronmenade, one
of the city's main streets. On one side there is Jenarbeit, the agency run by
the city to find jobs for those who are unenployed for nore than a year. Wen
| abour - mar ket refornms were brought in last year, the city deci ded agai nst an Ar-
bei t sgenei nschaft with the Federal Enpl oynent Agency, which it felt woul d not
have taken enough account of |ocal conditions. Instead, it set up an i ndependent
| ocal organisation to look after its | ong-term unenpl oyed, the only eastern city
to do so.

The conprehensive school across the street, called Jenaplan, ainms to ensure
that its pupils will not becorme unenployed in the first place. Visit the school,
and you may see a couple dressed in black doing the tango as part of a project
about the dance. Such projects are an inportant conponent of the school's life
and often involve a mxture of age groups. "This allows for much nore individu-
alised | earning," says d sela John, the principal
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The Jenapl an school exists because a group of teachers took the initiative to
revive this particular formof |earning, originally developed in the 1920s, and
the city of Jena as well as the Land of Thuringia let themget on with it.
Jena's education systemis exceptionally diverse for a city of 100,000 peopl e:
it includes several all-day schools, a Montessori school, a bilingual high
school and anot her one specialising in sport. Gven so much variety, the usua
di stinctions between the Gymasi um and ot her forms of secondary education fade
i nto the background.

In sone ways Jena has had an easier tinme of it than other German cities: for-
ei gners make up only around 5% of its population. This is not because it is es-
peci al | y xenophobi ¢ (though there have been cases of racially notivated viol ence
that have pronpted citizens' protests), but because the fornmer eastern Gernan
governnent let in only small nunbers of immigrants, mainly from Vi et nam

However, the nunbers are bound to rise, if only to fill the gaps created by
the low birth rate (which is even nore pronounced in eastern than in western
Germany) and the continuing nmigration of younger people to the west. "By 2009 at
the | atest, we won't have enough good candi dates for all our apprenticeships,"
worries Jenoptik's M von Wtzleben. For Jena's econom c dynam smto continue,
he says, it may have to try to attract highly qualified foreigners.

Jena has ot her weaknesses too, not least that its two other large firns,
Jenapharm and Schott, are bei ng downgraded to nmere manufacturing sites by their
parent conpanies in west Gernmany; and that there is a marked absence of the
Silicon Valley kind of venture capitalist. But the city is still the best pre-
vi ew avail abl e of what Gernany m ght be capable of if the state let go.

GRAPHI C. Alive and ki cking
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Germany needs to | oosen upor face decline

ANGELA MERKEL has a mission: putting Germany back among the "first three" of
Europe's top nations within ten years. The German chancellor has yet to explain
what exactly that would nean. But if things went well, a repeat of this survey
in 2015 should be able to report that in the past decade the country had thor-
oughly noderni sed its education system that unenpl oynent had fallen to a bear-
able 3m that recent years had seen a boomin basic service jobs; and that Ger-
many had beconme a top destination for the world' s creative crowd.

Al as, not everybody believes that this will cone to pass. Wl fgang Streeck at
the Max Planck Institute for the Study of Societies, one of Germany's forenopst
soci al thinkers, reckons that things are getting worse rather than better. Back
in 2003, he wote: "There is little hope that the German political systemwl|
overconme its present immobility, naking continued social and econom c decline
the nost likely scenario for the future." Today he goes further: he argues that
even a grand coalition will have to face the fact that the Gernman state, "has,
perhaps irreversibly, exhausted its neans".

To make a real difference, the governnent would have to do a whol e host of
t hi ngs at once: cut payroll and corporate taxes, bal ance the budget, reduce
debt, invest nore in education and infrastructure and integrate inmmgrants. Yet
given that the state's coffers are enpty and growh is likely to remain noder-
ate, that is an inpossible task.

So what is an "exhausted state" to do? To find an answer, think about Ger-
many's post-war history. Perhaps the main reason for the country's success has
been its rebirth as a "sem -sovereign state", a termcoi ned by Peter Katzen-
stein, a political scientist at Cornell University. The state was weak and frag-
nmented and had to rely on non-governnental bodies, such as trade unions and em
pl oyers' associations, to get things done.

Yet over tine, this system which originally was quite flexible, has become
ossified. Changes in one part of the system have becane extrenely difficult be-
cause they often have undesirabl e consequences in another. According to a well-
worn German political adage, "everything is linked with everything."

Germany needs to | oosen up, and in some ways it is already doing so. For ex-
anpl e, trade unions have quietly abandoned rigid industry-w de collective bar-
gaining. But the state itself still needs to learn howto |let go. Thorough re-
formof the federal system one that includes an overhaul of the "financial con-
stitution", would give the Lander nore freedomto do their own thing. But the
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Lander, too, nust let go, not |least by giving schools and universities much nore
aut onony.

Li beralisation is already naking inroads anyway, although sonetinmes to the
detriment of society's outsiders. Education? Mre and nore private schools are
bei ng opened for those who can pay for them The |abour market? Illicit work is
ranpant, with estinates putting it at 15% of GDP. |Imnigrati on? According to sone
experts, Gernany is now hone to around 1millegal inmgrants.

Al this suggests that Germany's future lies in greater diversity. It would
hel p the country's outsiders to share in and contribute to its successand not
just the economcally underprivil eged ones, but also those who sinply see and do
things differently, perhaps because they have lived abroad for a while. They,
too, are all too often shut out or not taken seriously.

Wth the Wrld Cup approaching, football may offer a | esson for Germany. The
nation's favourite sport is currently facing problens simlar to those of the
country as a whole: not only have other countries' teans got much better, but
foreign players have crowded out native ones in the German prem er |eague. In
the ranking of the International Federation of Football Associations, the na-
tional team has dropped from second place in 1998 to 16th now.

It was only after the country's hunbling in the European Cup in 2004 that the
CGerman Footbal |l Association, a clunky, over-confident organisation, accepted the
need for action. It hired Jurgen Klinsmann, a forner German soccer star, as na-
tional coach. M Klinsmann, who lives in California and is seen as a "Wst Coast

German", has refused to nove to Germany and still runs his own conpany. He ex-
udes optimsmand is willing to fight to get his way.
German football, it seens, is nore willing to enbrace change than the country

as a whole. "A nonopoly that isn't capable of innovating fromwithin will be
swept away at sone point," says Theo Zwanzi ger, the Football Association's new
vice-president. Germany woul d be well advised to heed his words.
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Germany' s econony i s picking up, and its football fans hope for a Wrld Cup
victory this sumer. But a lot nore will have to cone right before the country

gets back on track, says Ludw g Siegele

IF YOU are visiting Germany this spring, watch out for footballs. They are
everywhere, on posters, buses or entire buildings, even though the Wrld Cup

which the country is due to host this sumrer is still four nonths off. A Gernan
firmis even wapping the giant globe atop east Berlin's |andmark television
tower to nake it ook Iike a football. If marketing departnents had the technol -

ogy, a Gernan daily recently joked, they would project a footbhall on to the
moon.

Nor is it just marketing people who are getting excited. For the duration of
t he tournanment nost Gernman states will liberalise shopping hours, and the gov-
ernment is even thinking of deploying the arny around stadiunms for the first
time in the Bundeswehr's history. Germans, it seens, are taking the Wrld Cup
extrenmely seriouslyand not just because nost of them are passionate footbal
fans. "The last tinme the world paid so nmuch attention to Germany was 16 years
ago when the [Berlin] Wall came down," says Angel a Merkel, the country's new
chancel | or.

Germany ains to use the attention generated by this world-class event to re-
pair its battered inmage. "Made in Gernmany" has long since lost its ring; now
government and bi g business have teaned up in a canpaign to sell the country as
the "Land of ldeas". In Berlin, where the World Cup final will be played, visi-
tors will be treated to a "Wal k of Ideas" through the capital, conplete with
oversi zed scul ptures of German inventions.

The hope is that a victory, or at |least a respectable result, will help cure
the coll ective depression that descended on Germany when the econony started to
sag at the beginning of this decadejust as winning the 1954 World Cup, held in
Switzerl and, hel ped to heal the national psyche after the war and kicked off the
Wrtschaftswinder (the post-war econonic mracle). The Winder von Bern, as the
unexpected victory cane to be known, helped to restore Gernmans' battered pride
in their country.

What are the chances that a Winder von Berlin might kick off a simlar cul-
tural and economic rebirth? The answer depends on your perspective. Cernmany to-
day is |ike one of those pictures where, depending on how you tilt it, you see
two different inmmges. In exports, it is already world-class. Many of its gl oba
conpani es have never been nore conpetitive. Wth exports of nearly $1 trillion
in 2005, this mediumsized country (smaller than the Anerican state of Montana,
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but with 82m people) already sells nore goods in the world market than any
ot her.

I nvest mnent and donestic demand are al so picking up at last, so Gernmany's eco-
nom ¢ outl ook at honme, too, has brightened. "In case you mssed it, Gernmany is
no | onger the sick man of Europe," says Elga Bartsch, an econom st at Mrgan
Stanl ey, an investment bank. In 2006, she predicts, the country's econony will
grow by 1.8% the highest rate since 2000 and in Iine with the European average.
But the I abour narket does not seemto have turned the corner yet: in January,
unenpl oynment before seasonal adjustnment again hit 5m or 12.1% of the workforce.

Per haps nost inportantly, after years of chronic depression, the nood is nuch
i mproved. According to the Allensbach Institute, a polling organisation, 45% of
Germans now say that they are hopeful for 2006 (see chart 1). Business sentinent
has not been so good since the new econony bubble. Politicians, too, have
changed their tune since last autum's el ection that ushered in a grand coali -
tion. The new year address by Angela Merkel struck an upbeat note. "I want to
encourage us to find out what we are capable of," she told her fellow Gernans.
"I am convinced we will be surprised."

Look at the country froma different angle, however, as this survey will do,
and it beconmes clear that even if it won the World Cup for the first tinme since
1990, it would have plenty left to do. Germany nay be in better shape than
France or Italy, and many other countries would |love to have its problems, but
that does not nean it is in robust health. Mst inportantly, if it does not
start tackling its structural problens in earnest soon, it nmay find itself stuck
with something its people dread: anerikani sche Verhdltnisse, or "Anmerican condi -
tions", code for a socially polarised society in which workers are hired and
fired at an enpl oyer's whim

The risk is that Germany's | abour market, in particular, will end up "Ameri-
cani sed", but without the good points of the Anerican one, such as its openness
and incl usiveness, argues Wl fgang Streeck, head of the Col ogne-based Max Pl anck
Institute for the Study of Societies. In many areas, he says, the German story
has been one of "a high average and a | ow standard deviation": a rich society
with wealth and opportunity fairly spread, with few outliers at either end of
the scale. But increasingly, he says, the story is turning into one of "a | ow
average and an expl odi ng standard devi ation".

I f think-tanks have their nunbers right, Germany has already ceased to be the
"equitabl e mddle-class society" that other social scientists have descri bed,
of fering a "social elevator" for everybody. Wen it cones to social justice,
Germany is already doing |less well than many ot her European countries, according
to a recent study by BerlinPolis. For instance, the risk of poverty has greatly
increased in recent years, especially for the young. About a fifth of Gernans
under 16 now live in households with i ncones bel ow the poverty-risk threshol d.

The fault does not lie primarily with globalisation and the "l ocusts", as
many Gernmans have taken to calling foreign investors. Rather, it is the very
systenms nmeant to guarantee a well-bal anced society, along with the attenpts to
preserve them that are increasingly dividing German society. Those systens now
serve vested interests, driving a wedge between wel |l -provi ded-for insiders and
mar gi nal i sed out si ders.

This survey will describe the ways in which Germany's institutions have slid
fromvirtue to vice: in politics, in the | abour nmarket, in education, in conpe-
tition policy and el sewhere. It is not that the country has not tried to change.
But nmost of these changes have been designed to optinise existing systens rather
t han change them fundanental | y.

This survey will journey through a country struggling wi th change, passing
through Berlin, Stuttgart, Nurenberg, Cologne and Frankfurt. It will note that
in sone ways the future has already arrived: it is sinply distributed unevenly.
Much of it can be found in places where you nmight |east expect itsuch as in the
eastern city of Jena, where the journey ends.
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The grand coalition will need quite a ot of luck to nake Gernmany work better

LAST sumrer Sir Peter Torry, Britain's anbassador to Berlin, asked a group of
journalists which new German filns he should watch. They cane up with a list of
titles that pretty nuch sumed up what had been on Germany's nind in recent
years: "Ways to Inprove the World", "The Fat Years Are Over" and "The G eat De-
pressi on".

CGermans have never been wildly cheery (see chart 2, next page); explanations
for the national nalaise include the weather, Protestantism philosophy and the
Nazi era. But in recent years self-criticismhad been veering towards self-
flagellation. German self-esteem had been badly hurt by the slide fromthe top
of the econom ¢ and social |eague. The feeling was fed by the nedia and by pro-
fessi onal doonsayers.

Yet in the nonths before | ast Septenber's election, people started to get fed
up with despondency and started buyi ng books that nmade them feel better about
t hensel ves. One of the nore interesting was "Foreigners See It Differently" by
Susan Nei man, an Ameri can phil osopher and director of the Einstein Forumin
Pot sdam She pointed to Germany's low crine rate, its admirable cultural infra-
structure and its good public transport systemand argued that in their self-
pity, Germans tend to forget that their country is in better shape than nost.
VWat they badly need is sone American can-do optimsm

Since the new governnent was installed in Novenber, the nbod has nuch im
proved. Polls show that people are nore willing to accept change. The politica
constel l ati on al so appears much nore favourable for refornms: the grand coalition
has a two-thirds majority in the Bundestag, Germany's |ower house, and al so con-
trols the Bundesrat, the upper house, albeit by a much snaller margin. Perhaps
for the first tinme since unification, there seenms to be a real opportunity for
politicians to prove that they can nove fast and far enough.

In the early 1980s, when Anerica and Britain were in crisis, Gernmany was
prai sed as a cl ockwork nechani sm whose cogs neshed perfectlyrather like those
wel | - engi neered German machi nes that never seemto break down. The "Gernan

nodel ", although to a large extent the result of historical accident, perforned
brilliantly at a time when high-quality industrial products were nmuch in dermand
and the pace of econom c change was still relatively slow

The political system in particular, had proved highly effective at deliver-
ing snmooth, incremental change. It was a machine with two big wheels in the md-
dle, the Christian Denocrats (CDU) and the Social Denocrats (SPD), and a snal
one running in coalition with either one of the larger two, the Free Denocrats
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(FDP). Faster-turning wheels to the right and to the left never really got any-
where, partly because of Germany's experience with fascismand partly because of
conmuni st East Germany next door. Even the Greens did not disturb this arrange-
nment nuch, because they quickly becane sinply a left-leaning alternative to the
FDP.

The machi ne had powerful safeguards built in to keep it on track, particu-
larly the Lander, Germany's constituent states. Via the Bundesrat, their repre-
sentative body in Berlin, the Lander have a say in nmany key areas. The "finan-
cial constitution"”, a cobweb of tax-revenue equalisation and joint public spend-
ing by the different |evels of government, has allowed wealth to be spread
pretty evenly across the nation

Yet it is Germany's federal structure that has increasingly janmed up the
country's political machine. Through | egal changes and judgnents by the Federa
Constitutional Court, the Lander have accumul ated too nany veto rights, offering
many points of |everage for interest groupsand naking nost reform exceedingly
difficult. The financial constitution, for its part, has cone to discourage the
states fromtrying new sol utions.

German unification in 1990, wel cone though it was, probably made reform even
harder. To speed up eastern Gernany's integration, vast anpunts of noney were
punped in (a total of eurol.3 trilllion to date), and any plans for change were
put on hold. Even now, the eastern Lander receive transfers fromthe western
ones of euro80 billion a year, or 4% of Germany's CGDP

Uni fication gave Hel mut Kohl, the chancellor of the day, a new | ease of po-
litical life, and fromthe md-1990s he did try to introduce sonme structural re-
forms. But tripartite talks with trade uni ons and enpl oyers proved fruitless,
and reforns were bl ocked by the SPD, which at the time controlled the Bundesrat.

M  Kohl's successor, Gerhard Schroder, found hinself in a simlar bind after
only one termof office. Like M Kohl, he tried tripartite talks. \Wen those
failed, he set up comm ssions to draw up reform proposals, and pushed them
t hrough as his "Agenda 2010". To the dismay of his internal opposition, the
SPD s left, he operated a de facto grand coalition with the external opposition,
the CDU, which had taken control of the upper house.

Predictably, the result of all this manoeuvring was a bit of a ness. Agenda
2010 tried to nove in the right direction, but much of it consisted of short-
termfiscal repairs mxed with political conprom se. Even so, it cost the SPD
one regional election after another. Wen the party |l ost power in its tradi-
tional fief of North Rhine-Wstphalia in May | ast year, M Schroéder realised
that his nethod had run its course and sought new federal electionshoping, sone
say, that the result would be an official grand coalition.

Now that it has conme to pass, will this new left-right alliance, |ed by An-
gel a Merkel, make a better fist of resolving Germany's problens? It has cer-
tainly brought a change in style. M Schrdder trusted his instincts and was a
master at taking people by surprise. Ms Merkel, by contrast, is utterly nethodi-
cal. A doctor of physics, she seens to view political challenges as a scientific
experiment in which she allows the different forces to slug it out before inter-
vening. This may be a useful qualification for heading a grand coalition, a con-
figuration last tried, with limted success, in the late 1960s. In theory at
| east, she should nanage to keep the two big parties together: both of them now
need to be on their best behaviour, or run the risk of being punished at the
next el ection.

Al ready, the thrust of German politics has changed perceptibly since the coa-
lition was fornmed in Novenber. Ms Merkel, who during the el ection canpai gn advo-
cated rapid refornms, now tal ks about the need for "small steps". At times she
sounds al nbst |ike a Social Denobcrat. Journalists have started to conplain that
there are not enough | eaks or backstabbing, and | obbyists are finding it harder
to get traction.

Yet for the new governnent to nake a difference, it needs to win three gam
bles. The first is to reduce the budget deficit without killing the incipient
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recovery. This year it intends to spend a bit nore, even if that will cause Ger-
many once again to exceed the limt of 3%of GDP set by the EU s stability pact.
Next year, however, it plans to cut subsidies and ot her spending and, above all,
i ncrease the val ue-added tax rate from 16%to 19%

The weaker the recovery, the nore difficult it will be for Ms Merkel to win
the second bet: getting the coalition partners to agree to sustainable sol utions
to at | east sone of the country's structural problens. The test case will be the
financing of health care, which the governnent intends to tackle later this
year. Wth nedical spending expected to rise steeply because of denopgraphic fac-
tors as well as technol ogical progress, the big question is how to keep health-
care contributions frombeconing a prohibitive tax on | abour.

The third wager is that the Lander will do their bit to inprove the way Ger-
many is run. They have already agreed to a reformof the federal structure,
which will reduce their veto rights over federal affairs, in return for gaining
nore | ocal powers, notably over education. But it is quite another question
whet her the states will go along with a reformof Gernmany's "financial constitu-
tion". And Ms Merkel's rivals within the CDU, npbst of themstate premers, may
want to keep her from becom ng too successful.

Much, therefore, can still go wong on the way to further reform And even if
Ms Merkel's "small steps” |ead sonmewhere, they nmay not solve sonme of the biggest
probl emssuch as education, the subject of the next article.
GRAPHI C: Mer kel advocates snmall steps
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WHAT is the best way of neasuring inprovenents in a school systenf? G ades,
per haps; or the proportion of students getting a high-school diploma. In Ger-
many, though, it may be the number of cafeterias in schools. Hundreds are being
built in a nationwi de effort to create the infrastructure that will allow
schools to operate all day so that children can spend nore tine learning, in-
stead of being sent hone in tinme for a hot |unch

Yet this construction activity also shows how far Gernany still has to go to
noderni se its school system and to turn it into an efficient engine for pronot-
ing talent and brains. Gernan schools are superb at separating insiders from
outsiders. But in so doing, they squander the human capital that the country
needs to prosper.

"In Gernany, there is nothing nore controversial than education," says
Hel nut Rau, minister of education and cultural affairs in the state of Baden-
Wirttenberg. He has just been grilled in the state parlianment in Stuttgart over
his governnent's school reforns. Parents have conpl ai ned that even younger pu-
pils are now required to stay in school for several afternoons a week and are
given lots of homework on top. This is because Baden-Wirttenberg has just becone
the first western state to cut the period of secondary schooling fromnine to
ei ght years (in the east, eight years has al ways been the nornmj. "It's just get-
ting too nuch," exclains one MP who is also a nother

To understand such conplaints, you need to know a bit about the history of
CGerman education. Like other European countries, Germany fromthe M ddl e Ages
devel oped a school system based on class. But whereas nost other European coun-
tries have since noved on to nore inclusive systenms, Germany has essentially
stuck to a three-tier structure: the Hauptschule (for students who hope to go on
to an apprenticeship), the Real schul e (whose graduates typically take middling
white-collar jobs) and the Gymmasi um (awardi ng the Abitur that admts the hol der
to university). Only at the Grundschule (elenentary school) are pupils from al
ability groups taught together.

After the second world war the Allies tried to inmpose a unified school system
on the country, but the Lander refused to play. They have al ways seen education
as a question of |ocal power, which explains why state governnents ended up with
such wi de-ranging responsibilities for it. Yet in practice this has nmeant that
German education conbi nes the worst of both centralisation and devolution. To
conply with the constitutional requirenent for "equality in living conditions",

t he Lander nust agree on sone conmon rul es, which has proved a barrier to re-
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form the body created for that purpose, the Standi ng Conference of the Mnis-
ters of Education and Cultural Affairs, has to agree unani mously on any change.

Anot her barrier to reformis ideology. Education has always been a battle-
ground of ideas, particularly since the first Gesamschul en (conprehensive
school s) opened in the md-1960s. Many on the left saw this type of school as a
silver bullet to ensure equal opportunities for all. The right, for its part,
made "Save the Gymasiuni its rallying cry. It seenms to have won: only about 700
out of over 19,000 secondary schools are now Gesant schul en.

Crucially, the nain beneficiaries of the present systemare determned to re-
sist change. "This is about keeping many away from society's feeding troughs,"
says WIlfried Bos, head of the Institute for School Devel opment Research in
Dortrmund. And indeed Gernmany's school systemis brilliant at what it was built
for: selection. In nost Lander, followi ng four years at elenmentary school, pu-
pils are streamed into one of the three kinds of secondary school. A pupil who
happens to be a slow | earner or whose fam |y does not particularly val ue educa-
tion will find it very hard to nove up froma | ess denandi ng school to a Gyma-
sium By contrast, those who cannot keep up with the pace at the Gymmasi um soon
find thensel ves denot ed.

Add the facts that teachers' unions wield |ots of power and that schools are
overregul ated and underfunded, and it is easy to understand why Gernman school s
are inefficient and often ineffective. There are hundreds of curricula that de-
scri be what teachers should teach, but few mechanisms to ensure that the chil-
dren have actually taken it in. Nor is nuch official attention given to individ-
ual support, whether for weaker or for exceptionally bright students. Instead,
parents spend vast suns on supplenentary private tutoring, often provided by
teachers in their spare tine.

Despite all this, Germans |ong considered their country's school system anbng
the best in the world. Wat persuaded them otherwi se was Pl SA, the OECD s Pro-
granme for International Student Assessnent, which conpares educational achieve-
ment in different countries. The first results in 2001 cane as a nasty surprise:
Germany ranked only 21st in reading skills and 20th in nmaths and sci ence anong
31 countries assessed. "The |oss of reputation becane a powerful force for
change," says Dieter Lenzen, president of Berlin's Free University.

The "PlI SA shock”, as it came to be known, did indeed trigger nuch reform ac-
tivity, but all within the existing system Wstern Lander began shortening the
Gymmasi um course, clearing out their curricula and controlling their school s’
out put through state-w de exans. Their standing conference is now working on
drawi ng up nati onwi de educational standards. And the federal governnent has
started a euro4 billion progranme to create Ganztagsschulen, or full-tine
school s.

The state of Baden-Wirttenberg is generally seen as a nodel in education,
partly because its school system provides for some upward mobility and partly
because it started out on refornms even before PISA It was the first west German
state to shorten the Gymasi um course by a year. But the core of the reforns,
says M Rau, the education mnister, are the new curricula, which give each
school a fair anmpunt of autonony. "It has always been an illusion to think that
we are able to tell schools exactly what to do," says M Rau.

Since the reform the schools thenselves can decide howto fill a third of
the | essons. The character of the curricula has changed as well. In the past,
for instance, English teachers in 10th grade were told how nmany words and which
grammatical rules they had to teach their students and exactly what they should
tell them about Anmerica. Now the curricula are all about "conpetencies", genera
skills that students are expected to master. To nake sure they do, they have to
take state-wi de tests every other year

Sone schools are already |earning to nake use of their new found autonony. At
the Geschwi ster-Scholl-Gymasiumin Sillenbuch, a suburb of Stuttgart, the new
curriculumhas led to a series of internal reforms, says Irngard Brendgen, the
school 's principal. Subject teachers, for instance, have had to start co-
operating with each other and draw up guidelines for their area of expertise.
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Because school days are now nuch | onger, the school decided to do away with the
45-m nute | essons that are customary in Gernany and replace themw th periods of
90 minutes. This, in turn, set off new thinking about the best teachi ng nethods
for such a period. "It has been a denanding, but also a very positive process,"
says Ms Brendgen.

Yet el sewhere things have not gone so snoothly. Many Gymasi en i n Baden-
Wirttenberg seemto be stuck in their old ways: they do what they have al ways
done, and just cramthe same syllabus into a shorter period of timnmehence the
protests fromparents. Yet critics also blanme the plethora of new tests: schools

will now teach to the tests instead of taking advantage of their greater inde-
pendence.
At any rate, such reforms will not resolve the other big problemof Germany's

education system social segregation. Again, it has been PISA that has forced
the country to face reality. When another round of results nade headlines in No-
venmber |ast year, CGernman students' performance turned out sonewhat better than
the first time, but a different neasure attracted nore attention: a 15-year-

ol d's school record depended nore heavily on soci o-econom ¢ background than in
any other big industrial country (see chart 3). In Gernmany, the child of a pro-
fessor is four tines nmore likely to go to a Gymmasiumthan the equally bright
child of a manual worker. The chances of an immgrant's child will be even nore
skewed.

Look at al nbst any Hauptschule, and you will soon discover that schools are
not created equal either. The Pestal ozzischule in Rohr, another suburb of Stutt-
gart, is certainly one of the better-run, and Maria Pfadt, the principal, goes
to great lengths to give her students a good start. She works closely with | oca
busi nesses, which regularly give presentations at the school (and one recently
donat ed eur 0250, 000 for a building to house such events). She even gives cl asses
in manners, and takes students to the opera to reduce social barriers.

Yet if the Geschwi ster-Schol|-Gymasi um conmes across as a secondhand Mercedes
in good repair, the Pestal ozzischule is nore |like a beat-up Vol kswagen. Its
teachers give nore | essons to larger classes but are paid | ess. Mire than a
third of its students are inmgrants' children, conpared with 7% at the Gymma-
siumon the other side of Stuttgart (although, to be fair, fewer of themlive in
its catchment area). In the centres of big cities, the children of inmmgrants
often make up the majority of a class, and sonetines all of it.

Even nore di sappointing for the students who attend a Hauptschul e, Gernany's
famed "dual nodel " for apprentices (who spend half their time on the shop-fl oor
and the other half in a vocational school) is no |onger the social elevator it
once was. Many woul d-be apprentices are crowded out by graduates of grander
schools. And the maths demanded in sone apprenticeshi ps can be far too hard for
sonebody with only basic schooling. Besides, many Gernman firnms sinply no | onger
take in apprentices. Al this explains why nore than hal f of vocational -schoo
students no | onger do a classic apprenticeship but enrol in some other profes-
si onal programe.

At stake are not just equal opportunities, but the future prospects of the
German econony. "The German educati on systemis wasting val uable potential,™
says Andreas Schleicher, a co-ordinator of PlISA research at the CECD. He has be-
cone sonething of a persona non grata anong Gernmany's educati on establishnent,
per haps because he dares to criticise his ow country. M Schleicher thinks that
in its education policy Germany needs to become nore |ike Finland, which tw ce
topped the PISA charts for literacy. For instance, it could start teaching chil-
dren in nursery school rather than sinply letting themplay, stop selecting stu-
dents for different types of schools so young, and create a culture of individ-
ual support.

In the long run, Germany nmay have no choice but to do away with its three-
tier school system Such attenpts have failed before, but two new forces are now
at work. One is denography: as the nunber of pupils drops rapidly, having just
one, conprehensive, kind of school may be nore efficient than naintaining three.
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The other force is business, which cannot thrive without well-educated em
pl oyees. It was a | obbying organi sation for Bavarian busi ness, the Vereinigung
der Bayerischen Wrtschaft, that in 2003 published the nost conprehensive study
so far on how to reform Gernany's education system According to the PISA study,
Bavaria has the best students in the country but the smallest proportion of
t hose awarded the Abitur, which neans that it has to inport themfrom ot her
Lander. In fact, in Gernany as a whole the share of students who qualify for ad-
m ssion to university is |ow by international standards: the current nunber is
only 35% conpared with an OECD average of 56%

Moreover, for M Lenzen, the Free University's president who co-ordinated the
Bavarian study, reform ng Germany's schools will not be sufficient. He reckons
that its nursery schools, universities and professional training also |ag be-
hind, and that the country needs to rethink its entire educational systemto
produce enough brains for its econony to prosper

Yet the creation of outsiders is not the sole prerogative of Germany's schoo
system Social divisions are wi dened and deepened further by the |abour market,
t he subject of the next article.

GRAPHI C. Wait till you see the honework
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Despite a raft of reforns, Germany's |abour market still excludes far too

many peopl e

HEADQUARTERS can reveal much about an organi sati on. The Bundesagentur fr
Arbeit (BA), Gernany's federal enploynent agency, based in Nurenberg, is a case
in point: If the star-shaped formation of 1960s hi gh-rise buildings were a hous-
ing estate, it would have been denolished | ong ago. Inside, the building is pure
rafka: long grey corridors that neet at strange angles, causing visitors to get

ost.

Yet open a door on the 8th floor, and you suddenly arrive in the 21st cen-
tury. The brightly Iit roomis filled with bulletin boards covered w th hundreds
of charts, nmost of them col oured in sone conbination of red, yellow and green
"We are using traffic-light logic to spot problens quickly", says Dieter
Vol | konmer, the forner head of the BA's reformteam

This office is the war roomfor what may be the nbst anbitious reorgani sation
ever attenpted in Gernmany: turning the BA, the country's | argest bureaucracy
with nore than 90, 000 enpl oyees, into a "custoner-oriented service provider", as
M Vol | kormer puts it. The BA has put much effort into turning the dreaded Ar-
beitsanterits |local offices where jobseekers used to take a nunber and often
wait for hoursinto "customer centres", conplete with crowd control and consulta-
tion cubicles.

The BA is a sure sign of Germany's will to reform it is the nost visible of
a plethora of |abour-nmarket reforns that the governnent has introduced in the
past two years. But there are doubts that it can really help Germany's new out-
siders, the growi ng arny of the |ong-term unenpl oyed, who now account for nore
than half of Germany's jobless (see chart 4).

If Germany's education systemwas built specifically to protect insiders, its
[ abour - mar ket was nmeant to be all-inclusive. It nanaged well until the early
1970s, when the first oil crisis caused unenploynent to rise. So the governnent
sent hundreds of thousands of workers into early retirement, and trade unions
pressurised enployers into cutting working hours to 35 per week, nostly at the
same pay as before, in return for relative industrial peace.

Wages were often set by "national peak-level bargaining": the G Metall un-
i on, the biggest and strongest of themall, would negotiate a pay rise in one of
its stronghol ds, which would then be adopted by uni ons and enpl oyers in other
sectors. At the sanme tinme, wages at the |ower end of the scale tended to rise
di sproportionately fast, making unskilled | abour increasingly unattractive to

enpl oy.
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The effect on | abour costs was magnified by the way the country finances its
wel fare state: through a payroll tax with matching contributions fromindividu-
al s and enpl oyers. Unenpl oynment and early-retirenment programres pushed up these
contributions, and the cost of |abour with them No wonder that the country
keeps losing full-tine jobs and their attendant social-security contributions.
Contri butions now add up to over 40% of gross incone, conpared with 27.6%in
1970.

Uni fication aggravated this vicious circle. Mich of the cost of integrating
the former East Gernmany was piled on to the social-security systens because it
was politically easier than raising taxes. Wrse, Gernan uni ons and enpl oyers
associ ations, both dom nated by westerners, quickly agreed to raise wages in the
east close to western |levels. The idea was to dissuade skilled easterners from
noving to the west, but in effect it priced nany | owskilled easterners out of
t he market.

Add the de facto mninumwage set by welfare benefits, along with strong pro-
tection against dismssal, and it is easy to see why Denis Snower, president of
the Kiel Institute for Wrld Economics, views Germany as a perfect exanple of
his "insider-outsider theory". It turns on the concept of |abour-turnover cost-
sin essence, all the costs associated with firing an enployee and hiring a new
one. The higher these rise, the lower the probability that they will actually be
i ncurredwhich is why the people in jobs, the insiders, have an interest in keep-
i ng them high.

There are cultural reasons, too, why | ow paid services in particular, the
mai n j ob-creation nmachine in other countries, are underdevel oped. Many Germans
dislike the idea of working in services, thinking them deneani ng. Wnen, who are
still underrepresented in the workforce, tend to do their own housework rather
than outsource it, and many men are do-it-yourself enthusiasts.

There is little doubt that |ong-term unenpl oynent woul d have caused consi d-
erably nore political uproar had the Federal Enpl oynent Agency not been there to
snooth things over. Originally a conbination of an insurance conpany and an em
pl oyment agency, the BA has evolved into the organisation that | ooks after Ger-
many's growi ng army of outsiders. In 2001, at its peak, it spent over two-fifths
of 1ts budget of euro52 billion on so-called "active |abour-market policies",
code for all kinds of training schenes and job-creati on programres.

The shocking fact is not that so much noney was spent, but that nost of it
was wasted. The neasures rarely hel ped the unenployed to find real jobs. In-
stead, it was unions and enpl oyers' associations that reaped nost of the bene-
fits. Billions flowed into huge training firns operated by both these groups.
Critics point out that representatives of unions and enployers in effect con-
trolled the BA's federal and regi onal boards.

It was not without irony, then, that a scandal at the BA becane the "PI SA
shock"” that rattled Germany's | abour market. In early 2002, it energed that sone
agency departnments had routinely faked job-placenent figures. As it happened,

t he chancellor, Gerhard Schrodder, badly needed a thene for the forthcomng el ec-
tion canpai gn. He asked Peter Hartz, then the personnel chief at Vol kswagen, to
head a comm ssion to propose reforns.

Most of those proposals becane part of M Schroder's reform package, Agenda
2010, and were inplenented through a series of "Hartz" |laws. Their purpose was
threefol d: to nake the |abour nmarket nore flexible by reducing job protection
and | owering social -security contributions for certain part-tine jobs ("mni-
jobs"); to reformthe Federal Enploynent Agency and equip it with better tools
(for instance, the "lIch-AG', or "Me-conmpany"); and to encourage the |ong-term
unenpl oyed to |l ook for work by introducing a new flat-rate benefit ("Hartz IV")

Al these reforms called for some new faces. Traditionally, the BA had been
run by elderly politicians with expertise in social-security issues, such as
Ber nhard Jagoda, who had to resign after the job-placenent scandal. The current
presi dent, Frank-Jirgen Wise, conmes froma very different background: a forner
sol dier, he co-founded a logistics firmand is an experienced financial control -
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ler. It may not be obvious, but this is exactly the right set of skills for the
j ob.

When M Weise joined the BA as finance chief in 2002, he did not |ike what he
found: in the absence of reliable data, the agency did not really know what it
was doing. In particular, it had no idea whether the billions spent on retrain-
ing had any lasting effect. Just as with Gernany's education system it was the
i nput that got the attention, not the output.

M Weise's npost inmportant task has been to create transparency. Training pro-
grames are now eval uated and procured via central calls for tender, creating a
real narket. Local agencies operating in simlar |abour nmarkets are conpeting
with each other, and their performance indicators are compared every nmonth. |If
an agency regularly falls short, heads may roll, but the main idea Iis to ensure
that best practice spreads throughout the organi sation.

The BA' s new president already has sone results to show for his efforts.
Partly thanks to his cost-cutting, the governnment is now considering reducing
the contribution to the unenpl oynent-insurance schene, currently 6.5% of gross
i ncome, by two percentage points next January. But M Wise knows that this wll
not be enough: unless he turns the BAinto a highly efficient tool for policy-
nmakers, its enem es, who want to disnmantle and privatise the bureaucratic behe-
nmot h, mi ght yet have their way.

A visit to the local enploynment agency in Nurenberg's city centre reveal s how
much has changed, but al so how nuch nore needs to be done. The | ong queues have
gone. The rule in the "entrance zone" is that it should take no nore than 30
seconds to direct "custoners". |If they are newy unenpl oyed, they have to fil
in a lengthy questionnaire. If they have an appointnent, they can go straight
upstairs.

Yet the biggest changes are less visible. "W are now acting |like a real com
pany and are no | onger engaging in much social policy," says G sela Scherer, one
of the agency's bosses. Costly long-termre-training schemes have been repl aced
by short internship-like progranmes. And if an unenpl oyed person is hard to
pl ace, the agency does not invest a |ot of effort, explains Ms Scherer: he or
she will get unenployment benefit for a year and "then be better taken care of
downst ai rs".

"Downstairs" is where the | ocal "Arge" has set up shop. This is short for Ar-
bei t sgenei nschaft, or working group, but it is nore than that. The Arge is a new
type of organisation, set up in each Gernan city or county to | ook after the
| ong-term unenpl oyed who receive the new flat-rate benefit under the Hartz IV
law. In a way, Gernany has outsourced all its outsiders to the Argen (it is un-
fortunate that "arg" al so happens to nmean "bad" in German).

The big question is whether these bodies will do a better job than the BA
did. Their first task is to vet applicants for the new benefit, which is neans-
tested and paid only to those who are seriously seeking work. They are stil
sorting out their bureaucratic problens, so they have not had much tine to spend
on their second main job: to provide support for their clients.

VWhat is already clear is that Hartz IV got its incentives entirely wong. The
state calculates the benefit on the basis of a Bedarfsgeneinschaft, an inpossi -
bl e-to-translate term whi ch broadly speaki ng nmeans the househol d in which the
jobl ess person lives. A single person in west Germany gets euro0345 a
nont h(euro0331 in the east) plus health insurance, rent and utilities paid for,
which nmakes it attractive for jobless young people, for instance, to nove out of
their parents' hone. Policymakers had expected 2. 6m Bedarfsgenei nschaften, but
are now faced with as many as 3.7m

Yet for all the expense, reorganising an enploynment agency and introducing a
new benefit does not create any extra jobs, says Stephan Doll, the boss of the
Nur ember g section of the Deutsche Gewerkschaftsbund, the unbrella organisation
for Germany's unions. He speaks from experience: unenploynent in the city is
about one percentage point above the national average.
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"Al'l the | abour-market reforns were no nore than enpty pronises”, says M
Dol I, echoing the prevailing German nood. Many now argue that instead of intro-
ducing further reforns, the governnent should rai se wages and start spending
agai non infrastructure and education, and on devel oping the | ocal econony. As it
happens, the new governnent has recently announced a programe under which
euro25 billion will be spent on such neasures over the next four years.

Yet the next round of |abour-market reforns al so seens to be under way. Dur-
ing the el ection canpaign |ast year, the parties outbid each other with propos-
als. The Social Denpcrats wanted to introduce m ni mum wages to stop wage dunpi ng
by east Europeans. The Christian Denocrats were keen to weaken union power and
job protection. In their grand-coalition agreenent, the two parties made hiring
and firing a little easier: new enployees will in future have to wait for two
years rather than the current six nonths before their job tenure is secure. Now
the coalition is toying with something called Konbil ohn, a conbination of a | ow
mar ket wage plus a government subsi dy.

Urich Wal wei, deputy director of the Institute for Enpl oynent Research, the
BA' s think-tank, is sceptical about this flood of new ideas. First, he says, the
earlier reforns have to be properly evaluated. Mni-jobs, with a nmaxi num pay of
euro400 a nonth and social -security contributions of only 25% have certainly
shown that |owering the cost of lowskilled work can create jobs: there are now
nearly 7mof them But outsiders do not seemto have benefited, and it is un-
cl ear whether these jobs have sinply replaced full-tinme ones.

Weakeni ng or even doing away with job protection, from which nmost insiders
still benefit despite nany changes at the margins, is certainly no silver bul-
let, says M Valwei; nor is the Konbil ohn. For such a nodel to work, the de
facto m ni mum wage woul d have to cone down significantly, which would be tricky
in the current clinate. A better solution, he says, mght be to cut social-
security contributions for all | ow wage jobs.

VWhat ever Germany does, it nust reduce its arnmy of outsiders, argues M WAl -
wei, or it will be in trouble as the country's population starts to shrink. Con-
trary to conventional wi sdom he thinks that a snaller workforce is unlikely to
sol ve the unenpl oynment problemif the job-seekers do not match the specifica-
tions of the jobs on offer. "If we don't get supply and demand to match at that
poi nt, our econom c dynamismw |l go down the tubes."

But a sclerotic | abour nmarket is not the only reason why unenpl oynent remains
hi gh. Over-regul ated markets are just as nuch to blane, as the next article wll
denonstrate.

GRAPHI C: New, inproved job shop
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CITY tours are one of Cologne's strong points. But if you want to get beyond
t he cathedral, the Romanesque churches and the old city, ask Werner Rigener, a
journalist. He will take you on a tour of the | andmarks of the Koél sche Kl lingel
or Col ogne Cique, a particular formof wheeling and dealing for which the city
is fambus across the country.

M RlUgener nmay soon want to add sonme new attractions to his tour. A couple of
big local property deal san event forum called K&l narena and an addition to the
city's exhibition centrehave caused a stir recently. The exhibition centre, say
critics, was approved without the usual official EU-wi de call for bidsthough the
city treasurer explains that this type of contract does not require a bidding
pLocessk and that Ernst & Young, a firmof accountants, was asked to check out
the market.

Still, the general inpression is that Cologne's politicians have not tried
very hard to nake their business transparentand nobody really seenms to care. "It
is considered folklorejust like the carnival here," says M Rigener.

Col ogne provides a striking illustration of the way that in sone parts of
Germany' s econony, rent-seeking seens to be nore inportant than wealth-creation.
In a forthcom ng book about reformin rich countries, Adam Posen of the Insti-
tute for International Economcs, a think-tank based in Washi ngton, DC, argues
that this keeps prices high and stops the country's economy from beconi ng nore
efficient.

"Not hi ng much has changed. If anything, it has got worse," says Ute Scheuch,
aretired journalist. Mre than a decade ago, she and her husband, Erw n
Scheuch, a soci ol ogy professor at Col ogne University, published a report on the
Kol scher Kl ingel. It contained few new revel ations, but for the first tine it
anal ysed the rules of the gane. What the authors found was both amusi ng and
alarm ng. Not only were the | ocal organisations of both the Christian Denocrats
and the Social Denocrats controlled by cliques that handed out offices, but in
Col ogne such deals were actually put in witing.

After such publicity, you would expect the participants in these power ganes
to be nore careful. But since then it has energed that fat bribes were paid in
the 1990s for the business of building an oversized refuse incineration plant
near Col ogne. The case is still going through the courts.

Now controversy has arisen over Esch, an investnent fund run by Col ogne-based
Sal . Oppenheim Europe's |argest private bank, over sone of the big | ocal prop-
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erty deals the fund has got involved in. Esch has been raising noney from
weal t hy peopl e, of which Col ogne has a good number. That seems unsurprising
enough. More surprisingly, the fund is run by a forner city manager, who took
the job after doing a deal with Esch. The fund al so bagged, on favourable terns,
two of the city's biggest deals, which were rushed through the city counci

wi thout |eaving tine for thorough scrutiny by councillors.

One of themis now under investigation by the public prosecutor. It concerns
a project that started in 2003 when Col ogne deci ded to add some new halls to its
exhibition centre so a big TV broadcaster could nove into sone of the ol der
ones. The city argued that unless the project went ahead quickly, the TV station
woul d nmove away from Col ogne, causing tax and job | osses. The Esch fund bought
the Iand, put up the buildings and rented themout to the city. Neither the city
nor the fund will say how nuch the project cost, arguing that to do so would be
unusual business practice.

When a TV progranme |ast sunmer clainmed that the city could have got a nuch
better deal, the public prosecutor's office in Cologne started to look into it;
and the local Geens, who were in a coalition with the Christian Denopcrats when
t he deal was approved, are having second thoughts. "W didn't know that the Esch
fund was invol ved," says Barbara Mritz, their |eader. "W were told that the
project was for the good of the city, but it seens it was nmore for the good of
the fund."

The problem in Cologne and el sewhere, is that |ocal councillors are often
unpai d and have no one to help them so they depend on the information they get
fromthe city admi nistration. The |ocal papers did not take nmuch of an interest
in the property deal until the TV progranme drew attention to it. The publisher
of Col ogne's three big dailies is also an acknow edged i nvestor in the Esch
fund.

Yet in general, things have inproved somewhat, says Hansj drg El shorst, chair-
man of the German section of Transparency International, an anti-corruption
group. He puts this down to recent legislation to keep civil servants and public
of ficials honest. However, he says, in private firnms corruption remai ns w de-
spr ead.

At tines of rapid growth, |lack of accountability did not seemto do nuch
harm indeed it hel ped to speed up deci si on-naking. Yet today each euro wasted
means a euro | ess for social services, says Karl Lauterbach, an econom st at Co-
| ogne University. The city is the nost indebted in the state of North Rhine-
West phalia and has long failed to invest enough

Last Septenber M Lauterbach, a Social Denpcrat, won a seat in the federa
parlianment. Yet he is an exanple of a rare species called Quereinsteiger, sone-
body entering politics after a career in a different field: he originally stud-
i ed medi ci ne and economics at Harvard. And he has no intention of becom ng part
of the Klilngel.

In any case, M Lauterbach would not fit in. H's acadenic speciality is Ger-
many' s health-care system and to himthe health-care industry is proof that
German-styl e corporati smcan be at |east as costly as backroom deals. Just |ike
education, he says, it is a systemthat protects privileges w thout addi ng any
value: "It is not only inefficient, but also creates injustice."

Seen from outside, sonme el enents of Germany's health-care system i ndeed ap-
pear counterproductive. For instance, there are the Kassenarztliche Vereini gun-
gen, regional doctors' associations that negotiate fees with the public-health
insurers and then distribute the noney. They are al so neant to ensure that there
are enough doctors to go round everywhere, but they seemsinply to provide an
arena for in-fighting.

Nor does the split in the health-insurance market between public and private
firms nake obvious sense. Contributions to a public health-insurance schene are
conpul sory for everybody below a certain inconme linmt, currently about
eur 047,000 a year. Above that, people can take out private insurance. Predicta-
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bly, the public sector is getting stuck with nost of the bad risks, whereas pri-
vate insurers can cherry-pick younger and richer customners.

These arrangenments are increasingly creating a wasteful two-class health-care
system Because private insurers pay higher fees, for instance, their clients
usual |y get seen nmore quickly and receive better treatnent. To keep revenues
flowi ng, highly trained hospital doctors often attend to the mnor illnesses of
these private patients rather than doing research.

To M Lauterbach, the solution is to slash bureaucracy and introduce nore
conpetition. But even then it would take tinme for the health-care systemto be-
cone nore efficient, if experience in other sectors is any guide.

For a denonstration, take a trip to Bonn, Germany's former capital, half an
hour's drive south of Cologne. In a sense, it has now becone the capital of com
petition, housing the country's nobst inportant regul atory agencies: the Federa
Cartel Ofice and the Federal Network Agency, a body overseeing conpetition in
tel econs, railways and energy. The city is also home to the Max Planck Institute
for Research on Collective Goods, a research body, and the Monopolies Comm s-
sion, a group that advises the governnent.

In 2004, the Mnopolies Conmm ssion published a scathing report about the
state of Germany's electricity industry. Martin Hellw g, then chairman of the
conmi ssion (and now executive director of the Max Planck Institute), and his
col | eagues argued that the industry was a cl assic case of deregul ati on gone
wWr ong.

When Gernany decided to liberalise its electricity market in 1998, the el ec-
tricity conpanies, which until then had been regi onal nonopolies, had to open up
their grids to other producers, so consuners and firms could pick their pro-

vi der. However, constitutional problens nade it inmpossible to separate power
generation and distribution. Yielding to German corporati smand efficient |obby-
ing, the governnent decided to et the industry regulate itself by negotiating
the conditions for network access anong the conpetitors.

In the early years, prices did indeed fall, though mainly because there was
plenty of spare capacity. At the sane tinme, the electricity industry consoli-
dated, both horizontally and vertically. Now only four conpani esE. ON, RW\E, Vat-
tenfall Europe and EnBWontrol nore than 80% of power generation and nost of the
grid. In recent years they have al so bought stakes in |ocal power conpanies,
whi ch nmakes these unlikely to switch to other providers.

As the Monopolies Commi ssion argues in its report, this market structure, in
conbination with the regul atory environnment, does not nmake for much conpetition
In particular, the fees for access to the grid are exceptionally high conpared
with other countries, discouraging firms fromusing alternative suppliers. No
surprise, then, that electricity prices in Germany are anpong the highest in
Eur ope

Equal |y predictably, power conpani es argue that the connection is not clear
and that their costs and taxes have gone up too. But the pressure on themis
nounting. Last summer, the outgoing governnment passed a |law putting the Federa
Net wor k Agency in charge of regulating the electricity market from next year
Until then, state governments are supposed to block unjustified rate hikes,
whi ch sone of them have actually done recently. The tabloid papers have started
canpai gns agai nst the "power rip-offs", and public prosecutors are | ooking at
junkets for local politicians paid for by the energy giants' gas subsidiari es,
whi ch are al so accused of overchargi ng.

It may be tenpting to see the protests against high energy prices as a sign
that Germany, once a prine exanple of a producer-driven econony, is turning into
one driven by consunmers. But so far, the protests seemto be nore of a populist
upri sing agai nst big business rather than a call for nore conpetition. Perhaps
Germans have not quite grasped the virtues of freer markets yet. That certainly
goes for immgration, the subject of the next article.

GRAPHI C: Spot t he wheel i ng-deal i ng
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ASK Heri bert Bruchhagen about the ethnic conposition of his football team
and he has to consult his secretary. It is not that the boss of Eintracht Frank-
furt, once one of the nore successful German cl ubs, does not care. But when he
recruits players, passports and origins are not nmuch on his mnd. Mre inmportant
is their price tag. And even nore critical, all nust speak German, and at | east
athird must hail fromthe Frankfurt area. "In tinmes of crisis, the coach needs
to be able to talk directly to the players,” M Bruchhagen explains in his of-
fice overlooking Frankfurt's stadium "And the team nust be rooted in the re-
gion."

The resulting Eintracht squad includes quite a few nanes that suggest origins
further afield: Du-R Cha, Jernaine Jones, Muwunir Chaftar. Nearly half of them
are foreign-born or have at |east one non-CGerman parent, but nost of the second
group grew up around Frankfurt. The recruitnment policy seens to be working: af-
ter a bad start to the season, the club worked its way up to tenth place in GCer-
many's prem er | eague.

Every city, goes the joke, gets the football club it deserves. Thanks to its
huge airport, its financial district and at one tinme the presence of many Aneri -
can conpani es' German headquarters, Frankfurt has becone the country's nost di-
verse city: some 40% of its popul ati on of 655,000 hold a foreign passport or
cone froman i mm grant background. This has nmade Frankfurt unusually tol erant.
"W have al ways wel comed i nm grants", explains Al brecht Magen, head of the
city's integration departnent, "because we live and die by our international-
ism"

The politicians in Berlin, alas, are being |l ess positive. After a brief pe-
riod in 1999 when Gernany at | ast seenmed to have accepted that it was an imm -
gration countryand even began to see foreigners as an assetthings have again
changed for the worse. "In Germany, immgration is still seen as hurting soci-
ety," says Kl aus Bade, a professor at Osnabrick University.

Germany is not the only country that has problenms with imrigration, but it
faces a special dilemma. In a way, it is torn between its past and its future:
it still yearns for cultural honbgeneity, but will in fact need nore inmgrants,
particularly highly skilled ones, to make up for its lowbirth rate and to keep
its econony conpetitive.

It is the "legacy of romanticism', in the words of Dieter Cbernddrfer, a po-
litical scientist at Freiburg University, that holds Germany back. Thi nkers such
as Friedrich Julius Stahl, a 19th-century | awyer, devel oped the idea that GCer-
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mans are a peopl e based on descent. "The older and purer the tribe," he wote,
"the nmore it will be a nation.” This becane mainstreamthinking, at |east anopng
the ruling classes, and helps to explain why, sone tine after Germany had becone
a nation at last in the late 19th century, it decided to base citizenship on

bl ood rather than soil

The enphasis on ethnic origin also explains why Germany has seen a huge in-
flux of foreigners with Gernan roots since the second world war, nostly from
eastern Europe. |ndividuals who could prove Gernan ancestry were invariably wel -
coned. Immgrants wthout German roots were also admtted in | arge nunbers, but
on different terns: under Gernmany's "guest-worker nodel"”, they were expected to
go honme when they were no | onger needed.

Predi ctably, though, many of the 14m guest workers whom Germany allowed in
bet ween 1955 and 1973 stayed on, particularly the Turks. They al so brought their
fam lies over, which resulted in many Gernman-born foreigners. Add other imm -
grants, refugees and EU citizens (who can conme and go as they please), and it is
easy to see why the nunber of foreigners grew rapidly, from 500,000 after the
second world war to 6.7m (8% of the popul ation) today. Another 7m or so Gernans
are naturalised inmgrants. In record tinme, all this has turned Gernany into
nearly as nuch of a nation of inmgrants as America.

Yet it took German politics until the late 1990s to accept this reality. Both
big parties often felt they had to pander to anti-immgrant, if not xenophobic
views. There were fears that immgrants woul d take unfair advantage of Gernany's
still-generous welfare state. And integration often did not go snoothly. Many
Turks, in particular, found it hard to settle in, not |east because a | arge con-
tingent canme fromrural Anatolia and had to get used to living in an industrial
society as well as a Christian one.

It was only when the coalition of Social Denpbcrats and Greens canme to power
in 1998 that things began to change. The first government of Gerhard Schroder
passed a | aw maki ng naturalisation nmuch easier (although some Lander have now
put up various new barriers). Yet faced with the threat of terrorismand a dete-
riorating econom c situation, the federal governnment abandoned plans to liberal -
ise inmgration rules and instead concentrated on tightening security and im
proving integration. For exanple, a newinmmgration |aw passed in 2004 requires
new i mmgrants to take German | essons.

Learning German is doubtless inmportant, notes Ismail Ersan, chairnman of the
Tar ki sches Vol kshaus, a cultural organisation for Turkish immgrants in Frank-
furt. But those who push hardest for it, he thinks, really want assinlation,
not integration. Turning inmgrants into Germans should not be the objective, he
argues: "W need to find ways to |ive together, giving everybody equal opportu-
nities."

As yet, that is a distant dream The third generation of Turkish inmgrants,
in particular, is increasingly nmarginalisedand not just because of the schoo
system and the | abour narket. The excl usion starts when they becone teenagers,
explains M Ersan: they often switch to a Turkish football club at that point
because their old German club makes it clear to themthat they do not really be-
long there. Wen they have finished school, they are rarely offered even an un-
paid internship, let alone an apprenticeship

That is if they manage to finish school at all. According to a 2001 study by
Banberg University, 15.6% of young foreigners in Frankfurt failed to do so, com
pared with 6.5% of Germans. Far too nany |eft school at 14. For Gernany as a
whol e, the nunbers are even worse. "The situation is certainly not as bad as in
France," says M Ersan, "but if things don't inprove, cars may al so be burning
here one day."

The Turkish conmunity is also to blanme. Many have retreated into ethnic ghet-
tos: the availability of a conplete Turkish infrastructure nakes it possible for
themto live in Gernmany without having nmuch contact with Germans. The fact that
Turkish men in Germany increasingly | ook for wives in Turkey does not help
their children are often raised the traditional way and do not |earn enough Ger-
man to integrate properly.
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I nmigration is not just about Turks, however, insists Helga Nagel, head of
Frankfurt's office for nmulticultural affairs. Indeed, although they are cer-
tainly the nost visible, they nake up only about 20% of the city's foreign popu-
lation (which nore or less mrrors the national mx, see chart 6, next page).
Anot her 22% come from former Yugoslavia and 9% fromlItaly. And nost, says Ms Na-
gel, are better integrated than you m ght expect.

If so, then her department deserves some of the credit. Frankfurt was the
first German city to create such an office, back in 1989, after the G eens
fornmed a coalition with the Social Denpcrats to run the city. Wen the Christian
Denocrats and Free Denocrats took over in 1995, they did not abolish the office,
as some had feared, and even kept its nane.

Today, the office co-ordinates an inpressive array of programes. Apart from
t he obvi ous | anguage cl asses and translation service, the staff also helps imm -
grants to find their way through the conplicated German education system get
health care and sort out problens. The office also tries to nonitor the state of
i ntegrationnot an easy task because, perhaps unsurprisingly, Germany does not
collect much information about its inmgrants.

O her German cities have since copied Frankfurt's approach. But is that
enough to integrate inmmgrants, particularly youths froma Turki sh background?
Unli ke other countries, including France, Germany has never seriously discussed
affirmative action for immgrants. Nor has it grasped that immgration policy
today is no | onger about keeping foreigners out or turning theminto good GCer-
mans, but about conpeting actively in the global war for talent, says Thonmas
St raubhaar, president of the Hamburg Institute of International Economcs, a
thi nk-tank. In a gl obalised know edge econony, he argues, the wealth of a coun-
try will increasingly depend on highly skilled individuals. Yet such people are
nmobi | e and can choose where they want to |ive.

If Richard Florida, an econom st at George Mason University,Virginia, has his
nunbers right, Gernany still has nore work to do to becone a top choice for what
he calls "high potentials”. In his 2005 book, "The Flight of the Creative
Cl ass", he produces an index neasuring the conpetitiveness of nations in terns
of the "3 Ts" of econom c growh: technol ogy, talent and tol erance. Germany does
not conme out too badly on tolerance, but it lags in developing talent and inple-
menting technol ogy. Overall, it ranks only tenth in the "global creativity in-
dex".

Germany's 2004 immgration law will do nothing to inprove that ranking. For-
ei gners who have graduated from German universities can still be sent packing
even if they have found a job. And highly qualified workers still do not get
per manent residence permts. As a result, the nunbers of these "high potentials"
noving to Germany is declining: in the 11 nonths to Novenber 2005, only 900 ar-
rived, conpared with 2,300 in 2004.

M Bade of Osnabrick University thinks this is all the nore serious because
many highly qualified Germans are | eaving. The nunmbers are hard to pin down, but
bet ween 1991 and 2003 an average of 115,500 people enigrated, many of them young
and holding a university degree, according to the 2004 report of the Expert
Council on Inmigration and Integration, of which M Bade was deputy chairman
(and whi ch has since been di sbanded).

A coupl e of hours' drive south fromFrankfurt lies Stuttgart, CGermany's sec-
ond nost international city, which has produced a raft of ideas for retaining
and attracting highly skilled people. In 2001, the city |aunched an action plan
to prepare itself for becom ng even nore international. To foster integration,
Stuttgart offers nuch the sane activities as Frankfurt. But in addition, it
tries to nake itself as attractive as possible to the global creative crowd.
Foreign students, for instance, are offered help with things like finding their
way through the thickets of German bureaucracy.

More recently, Stuttgart has started to conmbine its efforts to attract
skilled individuals with policies to boost the lowbirth rate: it wants to be-
cone Germany's nost famly-friendly city. Over the next few years, it plans to
i ntroduce a range of measures to make |life easier for parents and children, for
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i nstance by providing nore day care, playgrounds and bicycle routes. This is not
i deol ogy or public relations but sheer pragmati sm says Wl fgang Schuster,
Stuttgart's (Christian Denocrat) nayor. To prosper, the city needs both nore im
m grants and nore chil dren.

VWhat is good for Stuttgart, the hone of DaimerChrysler, mght well be worth
considering for Germany as a whole. Yet inmgration does not seemto rank high
on Germany's political agenda. The grand-coalition agreenent nentions it only in
passi ng, under the heading "security". If that foreshadows negl ect of the issue,
it could turn out to be a serious m stake.
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