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Abstract  

Dualisation is a recurrent concept in analysing the political economy of labour market reforms 

in European countries. While it helps to make sense of changes at the margin of labour 
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markets, so far, it remains unclear whether there are repercussions for standard employees. 

The paper examines this question by assessing changes in the German labour market. We 

argue that the growing availability of non-standard work increases pressure on core workers to 

accept more flexibility. The study yields two results. First, labour market reforms were, indeed, 

targeted at outsiders and proceeded in small and sometimes contradictory steps. The direction 

of change was determined by the socio-economic problem pressure of the respective period, 

but independent of government composition. Second, while insiders objected to such marginal 

flexibilisation in principle, - once the reforms were in place – they reacted with wage 

moderation and other instruments strengthening their competitiveness relative to flexible 

workers. 

 

 

Keywords: Germany, dualisation, labour market reforms, atypical employment, standard 

employment relationship, institutional change 
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1. Introduction 

 

In many European labour markets, growing disparities between a relatively stable core labour 

force and a flexible margin of non-standard workers can be observed. This concerns aspects 

such as wage levels, employment protection and social security coverage. Returning to the 

insider/outsider approach and segmentation theory, ‘dualisation’ has become an important 

concept in the political economy literature in making sense of these developments (Clegg, 

2007; Davidsson and Naczyk, 2009; Palier and Thelen, 2010; Rueda, 2005). Yet, there still are 

some ambiguities concerning the causal mechanisms driving dualisation. By re-assessing 

changes in the German labour market, a crucial and heavily cited case in the debate, we wish 

to contribute to this ongoing discussion. 

In particular, we address an often neglected question: in which way are insiders affected by 

changes in a dual labour market? In fact, there is reason to doubt the pessimistic notion of an 

irreversible trend towards dualisation. We argue that insiders face a dilemma: while marginal 

flexibility provides a short-term solution to labour market problems, it tends to undermine 

insiders’ privileged position in the long run. If interdependencies between margin and core are 

taken into account, dualisation cannot be interpreted as the final outcome of change, but only 

as one stage in a longer process of redistributing risks and privileges between labour market 

segments. As we show, the growth of non-standard jobs in Germany was accompanied by 

growing flexibility in the insider segment. In contrast to orthodox policy advice, this was not 

achieved by promoting external flexibility. Rather, changes in collective bargaining increasingly 

allowed for plant-level flexibility in terms of working time and remuneration. 

Obviously, competition between labour market segments is not the only factor driving this 

development. Internationalisation and general labour market performance create significant 

pressure on insiders. We argue that the availability of cost-attractive alternatives in the form 

of non-standard work increases this pressure. While different explanatory factors are difficult 

to disentangle empirically, we hope to show that marginal reforms contribute to more general 

labour market flexibility rather than merely promoting dualisation. 

The article is organised as follows: after recapitulating the existing literature and presenting 

our argument, the traditional German employment model is analysed as a point of departure 

for labour market reforms. The following sections trace sequences of change across the past 

25 years. In order to understand the process of dualisation, each section looks at the changing 

flexibility of both the core and the margin of the labour market, and asks how it altered the 

conditions for subsequent reforms. The sequential analysis allows us to account for the 

incremental and ambiguous character of change in the German labour market. Finally, we 

include a brief case study of the development of agency work. This form of atypical 

employment and the reforms which shaped its development provide an ‘illustrative example’ 

for the ambivalent attitude of trade unions towards dualisation. 
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2.  The Dualisation Argument 

 

A dual labour market is generally understood as being divided in two main segments with 

limited mobility in between (Lindbeck and Snower; 2001). The ‘margin’ consists of non-

standard employees (the ‘outsiders’) with inferior status in terms of employment protection, 

wages or social security, while the ‘core/insider’ segment is characterised by privileged 

standard employment (Rueda, 2005). ‘Dualisation’, then, either means a relative increase of 

the number of outsiders or an exacerbated status difference between core and margin (or 

both). The term is somewhat unfortunate, since real-world labour markets hardly match a 

simplified dual structure. We stick to it for convenience, but interchangeably use ‘marginal 

flexibilisation’. 

One important mechanism underlying the dualisation argument stems from the political 

economy of reforms. Institutions with beneficial effects for insiders, such as employment 

protection, create their own constituency and are virtually impossible to liberalise for policy-

makers (Saint-Paul et al., 1996). As Rueda (2005) argues, it is for this constellation that 

primarily social democratic parties foster dualisation. Since they represent classical insiders, 

whose privileges are at stake, they cannot afford to engage in broader liberalisation but target 

necessary reforms at marginal groups. More recently, Palier and Thelen (2010) provide an 

alternative argument. In their perspective, dualisation is the consequence of what could be 

called ‘negative complementarities’ triggered by the crisis of social partnership. Accordingly, 

sometime in the 1980s trade unions ceased to be capable of containing pressure for 

differentiation in the labour market, a task they were able to fulfil in the post-war period. 

Palier and Thelen argue that crumbling organisational strength spilled over to the labour 

market, where standardisation could no longer be provided by trade unions, and produced as 

a side-effect a secondary segment with non-standard jobs. Eventually, the sequence also 

affected the welfare state, because traditional social insurance was not prepared to include 

these new forms of employment. 

While this argument contributes to our understanding of changes in the labour market, it 

leaves some questions unanswered, especially concerning the timing of the development. In 

Germany, labour market dualisation in the form of a selective deregulation of fixed-term 

contracts and agency work started in the mid-1980s, a time when the traditional model in 

terms of union membership and bargaining coverage was still fairly intact (Addison et al., 

2007; Streeck, 2009; Visser, 2007). It also remains unclear why the more recent development 

is predominantly characterised by attempts to re-regulate the margin of the labour market – 

despite continually declining union strength. 

So while we agree that interactions between industrial relations and the labour market are of 

crucial importance, we are agnostic about functionalist and unidirectional arguments. Rather, 

we view the link between both realms as one of interdependence and mutual reinforcement. 

More precisely, we would like to complement the existing literature by pointing to the 
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importance of two aspects: competition between labour market segments and the short-term 

orientation of policy-makers, which is strongly influenced by economic fluctuations. 

It is often neglected that standard and non-standard workers compete with each other for jobs 

and that developments in either segment cannot be analysed in isolation (Carlin and Soskice, 

2009; Clegg, 2007). Palier and Thelen (2010: 122) assume explicitly that atypical employment is 

“not allowed to compete with the core sector (i.e., putting so much pressure on it as to 

compromise wages and security there)”. Is that assumption plausible? It is true that for a long 

time unions ensured standardisation of wages and working conditions. The underlying 

rationale clearly was to keep wage competition at bay. For that reason, unions always had a 

strong motivation to object to the growth of non-standard employment, which potentially 

undermines their wages and working conditions. Temporary workers typically receive lower 

wages, which has been shown for Germany (Giesecke, 2009) as well as in a comparative 

perspective (Brown and Sessions, 2005). As they also minimise turnover costs, employers have 

incentives to substitute temporary for permanent workers, which, in turn, fosters insiders’ 

wage moderation. Thus, it is important to acknowledge that insiders have an ambiguous 

attitude towards dualisation. It stabilises their working conditions in a short-term perspective, 

but inevitably creates downward pressure by threatening to crowd out permanent jobs. While 

insiders certainly prefer marginal over general flexibility, they also have strong incentives to 

keep the scope of the former as limited as possible. 

This dilemma helps to understand a striking feature of the reform trajectories in Germany and 

other European labour markets: the incremental character of change (Boeri and Garibaldi, 

2007; Clegg, 2007). Given the predominantly negative attitude of the electorate towards 

liberalisation (e.g. Boeri et al. 2001, Emmenegger 2009), policy-makers of all parties have a 

strong status-quo bias when it comes to protective labour market institutions (Palier and 

Martin, 2007). However, there are conditions under which politicians are clearly expected to 

create jobs. Vis (2009) shows that a deteriorating socio-economic background in combination 

with falling approval ratings can explain unpopular welfare reforms. For our case, this suggests 

that refraining from risky reforms is only politically feasible as long as rising unemployment 

does not affect insiders (through increased taxes and the risk of losing their own jobs). As we 

show for the German case, only pressure created by acute economic problems urged 

politicians to implement minor cuts targeted at outsiders. As voters generally preferred 

changes to be as minimal as possible, a short-term perspective prevailed and each reform step 

introduced rather modest ad-hoc adjustments only (see also Picot, 2009). And since phases of 

employment growth usually triggered demands to reverse previous liberalisation, different 

phases along the reform trajectory form a seemingly contradictory sequence of de- and re-

regulation. However, the cumulated outcome of the protracted process has been very notable 

dualisation. 

Hence, recent theorising on incremental change (Streeck and Thelen, 2005) provides a 

powerful analytical framework for research on the transformation of labour markets with 

path-dependent institutions. In contrast to other interpretations (e.g. Esping-Andersen, 1996), 

the institutional legacy is not supposed to lead to inertia but to structured change. Institutional 
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arrangements constrain the political scope of action and thus shape patterns of policy 

responses. According to our reasoning, but in contradiction to Rueda (2005), these patterns 

should not substantially differ across political parties. In our understanding, the cumulated 

effect of subsequent reform steps is not the consequence of a long-term political strategy: 

rather, it should be understood as resulting from a chain of ‘typical’ short-term adjustments to 

deteriorating labour market performance. 

According to these theoretical considerations, we make two predictions for the German 

reform process. First, we expect labour market reforms to be targeted at outsiders and to 

proceed in small and contradictory steps independent of government composition. The 

direction of change is determined by the socio-economic context of the respective period, i.e. 

in essence by the level of unemployment. Second, we expect insiders to object to marginal 

flexibilisation in principle, but - once in place - to react with wage moderation and other 

instruments strengthening their competitiveness relative to flexible workers. 

 

3. The German Employment Model and its Trajectory of Change 

 

German labour market institutions matured in the ‘golden’ post-war era and are strongly 

oriented towards the so-called ‘Normalarbeitsverhältnis’ (standard employment relationship). 

It describes a dependent, permanent full-time job with dismissal protection, status-protecting 

social insurance and collectively set wages significantly above the subsistence level. However, 

this employment system with a highly privileged group at its core was accompanied by low 

labour utilisation. With reasonable simplification, one could say that classical German labour 

market institutions were associated with few, yet good, jobs. The other side of the coin was 

the minor role of the service sector, in particular labour intensive personal services, which had 

predominantly been delivered as unpaid work in the family context. Largely excluding women 

from labour market participation, and thereby reducing wage competition, allowed male 

breadwinners to earn a sufficient ‘family wage’. For a long time during the 1980s and early 

1990s, a strategy of reducing labour supply was also applied to older workers via generous 

early-retirement schemes. By and large, the exclusion of less productive workers made higher 

wages for insiders feasible but heavily burdened social insurance with the obligation to finance 

inactivity. The developments which put this system under pressure are well known (Palier, 

2010; Eichhorst and Hemerijck, 2010; Scharpf, 2000, Esping-Andersen, 1996): women started 

to push for labour market participation, and due to demographic projections, policy-makers 

increasingly considered inclusive labour markets desirable. For the same reason, but especially 

for the costs it imposed on social insurance, the strategy of ‘labour shedding’ hardly proved 

sustainable. This was even more so when applied to the former GDR after reunification. 

Additional factors creating pressure towards differentiation in the traditionally egalitarian 

labour market were skill-biased technological change and an increased importance of low-

productivity service jobs. Finally, international competition in terms of labour costs provided 

attractive exit options from the expensive German system or at least improved the bargaining 
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position for employers. The following sub-sections analyse how the German employment 

model changed in the core and at the margin in response to these challenges. 

 

3.1 The Kohl Era (1982-1998): reforming the margin 

 

The first phase of the transformation of the German employment system began in the mid-

1980s during Helmut Kohl’s chancellorship (1982-1998). Following a long period of full 

employment, the oil price shocks of the 1970s caused a rise in unemployment although the 

rate remained below five percent. Once unemployment rose further and stayed at a 

persistently high level throughout the first half of the 1980s, it was increasingly perceived as a 

structural problem. Especially the relatively weak development of service employment was 

ascribed to the growing burden of non-wage labour costs, strong wage compression and 

excessive regulation of dismissals (see, e.g., Scharpf, 1997; Sachverständigenrat, 1996; OECD, 

1994). 

The response at the time was primarily based on a traditionally passive approach. The strategy 

of labour shedding via early retirement and passive labour market policies was expanded to 

keep open unemployment low despite cyclical and structural adjustment pressure, for 

example via a new act on early retirement (1984) and an amendment to unemployment 

protection and active labour market policies (1985). However, associated problems of low 

labour market activity and increasing fiscal pressure put the consolidation of social security 

and some partial labour market deregulation on the agenda (Zohlnhöfer, 2003). 

The 1985 Employment Promotion Act (‘Beschäftigungsförderungsgesetz‘), which trade unions 

and Social Democrats fiercely opposed, laid the foundations for the subsequent growth of 

flexible types of employment. It was the first law which permitted employers to issue fixed-

term contracts (up to 18 months) without valid reasons. Furthermore, heavily regulated 

agency work was liberalised by increasing the maximum length of assignments (from three to 

six months). These moderate changes can be considered the starting point of a two-tier reform 

trajectory increasing the regulatory discrepancy between permanent and temporary contracts.  

Another source of marginal flexibility, which emerged during the Kohl era, was the increased 

take-up of part-time work at low weekly hours. This type of employment became a frequently 

used instrument in private labour-intensive services such as retailing, hotels and restaurants 

and office administration. Employers increasingly made use of ‘geringfügige Beschäftigung’ 

(minor employment contracts) exploiting a legal provision that had been introduced into the 

German social insurance code as early as 1945. These contracts were originally seen as a 

provision to exempt workers from social insurance contributions who had irregular work 

schedules or worked only a few hours per week. In the 1980s and 1990s employers 

increasingly perceived such contracts as a strategic option to circumvent social insurance 

contributions and establish a low-wage segment of the labour market. 
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In contrast to the trend at the margin, regular workers were hardly affected in this early phase 

of liberalisation. Dismissal protection remained in place over the whole period with only minor 

revisions, and unemployment insurance was kept at a generous level (except for a minor 

reduction in replacement rates in 1984). More flexibility on insiders was imposed only after 

reunification and the steep rise of unemployment in the first half of the 1990s. Pressure for 

change increased further as a result of the initial response to the structural problems of the 

East German economy. Hoping for a second ‘Wirtschaftswunder’, the government decided to 

apply the traditional approach of labour supply reduction to the former GDR (e.g. through 

short-time work schemes and early retirement) and to finance generous measures via 

increases in contribution rates to the unemployment insurance fund from 4.3% to 6.8% in 

1991. 

In the wake of the 1994 recession the limited sustainability of this path became apparent. In 

particular, the level of non-wage labour costs and associated concerns about German 

competitiveness called for a re-orientation towards more far-reaching reforms. To reduce the 

costs of unemployment insurance, replacement rates were lowered in 1994 (by one and three 

percentage points for recipients with and without children, respectively). As unemployment 

rose further in the subsequent two years, it was seen as a serious obstacle to the 

government’s re-election. This growing problem pressure triggered even more ambitious 

reforms (Zohlnhöfer, 2003). In 1996 the threshold in company size relevant for which dismissal 

protection applied was raised from five to ten employees. Social selection criteria for 

redundancies (that restrict employers in their decision which workers to dismiss) were slightly 

redefined in order to consider enterprise interests. Additionally, in 1997 the qualification 

safeguard clause in unemployment insurance was removed, thus increasing pressure on 

benefit claimants to accept work which did not match individual levels of qualification and 

training. The maximum duration of temporary contracts and agency work assignments were 

extended further (to 24 and 12 months respectively). Parliamentary opposition and trade 

unions perceived these reforms as massive cuts. As a consequence, the Social Democratic 

opposition made social and labour market policies major topics in their 1998 general election 

campaign and the low popularity of the reforms eventually contributed to a change of 

government (Picot, 2009). 

By and large, one can summarise that social insurance and dismissal protection had been 

reconfigured in the reform period up to 1998 but remained largely intact and at a relatively 

high level. In addition, labour supply reduction via early retirement and large scale use of 

active labour market policies provided a popular but costly alternative to tackling open 

unemployment. In collective bargaining, however, new forms of flexibility were introduced. 

Attempts at general working time reduction were complemented and balanced with more 

internal flexibility, e.g. through the introduction of working time accounts. In a situation of 

increased global competition in quality production, wage moderation became a major issue. 

Concession bargaining not only meant more modest wage increases but also ‘opening clauses’ 

(which allow for enterprise-level deviations of sectoral remuneration or working time 

agreements). Starting with the automotive industry, such plant-level deviations from collective 

agreements became an attractive tool for employers to improve the competitiveness of firms 
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and sectors in critical periods. Facing the imminent risk of unemployment, concessions were 

accepted by employees and trade unions in exchange for employment stability. 

During the 1990s the number of firms that practically opted out of collective bargaining via 

such opening clauses rose further. Between 1993 and 1999 the number of employees in 

industry and construction covered by an opening clause increased from 0.6 to 6.6 million 

(Rehder, 2003). The use of such clauses became thus a widespread instrument in the pursuit to 

introduce more flexibility at individual firm level. 

 

3.2 The early Red-Green coalition government (1998-2001): limiting flexibility 

 

After the general election in 1998 and the change from the Christian-Democratic/Liberal to a 

Social-Democratic/Green coalition government, the re-regulation of atypical jobs became a 

major issue. In order to prevent a further crowding out of regular employment, the early phase 

of the Red-Green coalition was characterised by steps to expand social insurance coverage and 

to re-regulate employment protection. In 1999 the modest liberalisation of dismissal 

protection by the former government was revoked. Marginal part-time jobs were partially 

integrated into social insurance by replacing former lump sum employer taxes with employer 

contributions to pension and health insurance. Marginal part-time as secondary earnings were 

made subject to taxation and all social security contributions. Thus, the new government tried 

to stop the unintended expansion or ‘conversion’ of this type of employment. Freelancers who 

worked for a single client were defined as dependent workers and therefore integrated into 

social insurance. Finally, in 2001 fixed-term contracts without valid reason were restricted to 

initial hiring only. More coherent activation of benefit recipients and the creation of a broader 

low-wage sector in the service sector became a more pressing, albeit also contentious, issue at 

the time. This led to the introduction of limited local activation models for social assistance 

beneficiaries as well as regional in-work benefit experiments. 

 

3.3 The Hartz Reforms and ‘Agenda 2010’ (2002-2005) 

 

While the economic boom period around the millennium was associated with stronger 

regulatory attempts, the downturn after 2001 paved the way for a paradigm shift in labour 

market and social policies as well as new deregulatory reforms. Having made halving 

unemployment the central promise of its 2002 general election campaign, the coalition 

government under Chancellor Schröder experienced a dramatic fall in approval ratings (Figure 

1). In 2000 roughly 42 percent of the population believed a SPD-led government would secure 

jobs, in contrast to 13 percent in 2003. The corresponding rates for a CDU government were 

27 percent in 2000 and 48 percent in 2003 (GESIS, 2009). This suggests that the rise of 

unemployment at the time created strong political pressure to adapt labour market policies. 
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Under these circumstances, the Red-Green coalition departed from the reform path which had 

swept it into office and implemented several changes which contradicted earlier actions. The 

Hartz reform package together with the controversial ‘Agenda 2010’ signalled a transition from 

human capital-oriented labour market policies to a stronger emphasis on activation. This 

implied stricter job search monitoring, harsher sanctioning provisions in unemployment 

benefits and a shift from long-term training and direct job creation measures to shorter (work 

first) programmes. 

The most important changes concerned unemployment benefit rights. The maximum 

entitlement to unemployment insurance benefit for older workers was shortened from 32 to 

18 months. This effectively removed a de-facto early retirement tool. Even more important 

was the merger of earnings-related, but means-tested, unemployment assistance and social 

assistance into ‘Arbeitslosengeld II’ (unemployment benefit II, UBII), a general minimum 

income support scheme with strong activation requirements (also known as ‘Hartz IV’). The 

fact that UBII was made accessible also for workers with a low income implied the creation of a 

general in-work benefit system. Workers in marginal part-time employment (now also called 

‘Minijobs’) were, once again, exempt from paying social insurance contributions and taxes. 

Additionally, the previous working time ceiling of 15 hours per week was removed. Since there 

is no binding minimum wage in many areas of the economy, the creation of Minijobs enabled 

employees to accept low hourly wages, supplemented by state subsidies. 

The Red-Green government liberalised also other types of atypical employment in the course 

of the Hartz reforms. For example, the age threshold which applied to repeated fixed-term 

contracts without valid reason was lowered from 58 to 52 years. To counteract legal concerns, 

this clause was later restricted to newly hired older unemployed persons only. Furthermore, 

newly established firms were allowed to use fixed-term contracts for up to four years without 

providing a valid reason. A similar tendency of liberalisation could be observed for agency 

work: in 2002 the maximum duration of an assignment was extended from 12 to 24 months. 

Only shortly after, this limitation was completely abolished by the first Hartz law, which 

provided a further ease of regulation. Work agencies can now ‘synchronise’ employment 

relationships and assignments. Accordingly, workers can be hired on fixed-term contracts 

which have the same duration as the workers’ assignments. In addition, chains of such 

contracts are now possible so that work agencies can repeatedly hire staff only for the length 

of a specific assignment. 

In sum, reforms introduced by the second Red-Green government from 2002 onwards brought 

about a great deal of deregulation at the margin of the labour market (particularly for the long-

term unemployed as well as agency and marginal workers). By contrast core workers were 

hardly affected by new legislation, apart from benefit cuts for older workers. Reversing earlier 

legislation introduced by the coalition, in 2004 the firm size threshold for which dismissal 

protection applied was lifted again from five to ten employees. In addition, the definition of 

social selection criteria for redundancies was loosened once more. 

However, core workers were affected by the progressive decline of the scope of collective 

bargaining. Apart from a general trend towards lower bargaining coverage and unionisation, 
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more and more companies made use of exit options. By 2005, 29 percent of all employees 

working under a collective agreement in West Germany (and 21 percent in the east) were 

covered by opening clauses (Kohaut and Schnabel, 2007). As opening clauses allow collectively 

defined standards to be undercut, the deviation is likely to be at the expense of workers. In 

addition, apart from their quantitative expansion, opening clauses began to take on a new 

purpose. In the 1980s and 1990s they were mainly applied in firms with severe economic 

problems. In subsequent years employers and employees agreed on plant-level concessions 

increasingly in a preventive way, i.e. in the absence of acute problems (Seifert and Massa-

Wirth, 2005). 

 

3.4 Taming market forces under a grand coalition (2005-2009)  

 

The Hartz reforms and the Agenda 2010 limited the scope of unemployment insurance and 

brought in greater flexibility at the margin of the labour markets affecting temporary agency 

work, self-employment and low-paid jobs. While this may have contributed to job creation, 

concerns grew about a widening wage dispersion and there was widely shared criticism against 

the allegedly socially ‘unfair’ effects of Hartz IV. Arguably, both significantly contributed to the 

loss of political power of the Red-Green coalition government in the 2005 general election. 

However, despite a loss of votes the Social Democrats were able to form a new government 

with the Christian Democrats (CDU/CSU). This so-called ‘grand coalition’ took a cautious stance 

on labour market reform. Deregulatory ideas formulated in the Christian Democratic election 

campaign, concerning further liberalisation of dismissal protection for example, were rather 

unpopular and contributed to a disappointing election result for the party. Accordingly, they 

were not pursued any further. 

On the contrary, the policy discourse after 2005 was largely characterised by concerns over 

equity and social justice. This eventually resulted in steps aimed at restabilising social 

insurance and implementing new minimum provisions at the lower end of the labour market. 

First, unemployment benefits for older workers were once again extended (from 18 to 24 

months). Second, more options for subsidised employment for hard-to-place long-term 

unemployed were introduced, which eased wage pressures in this segment of the labour 

market. Finally, and most importantly, minimum wages became a prominent issue on the 

German policy agenda for the first time. The growth in the scope of low-pay work, particularly 

in private services, raised broad concerns about unfair remuneration. Trade unions and the 

Social Democratic Party pushed for a general statutory minimum wage, but this was opposed 

by the Christian Democrats. A way out of this deadlock was the extension of minimum wage 

agreements in specific sectors, such as cleaning or postal services. Despite a political 

agreement within the grand coalition, the attempt to include temporary agency work too 

failed, as competing collectively agreed wage scales for agency work coexisted.  

Finally, German policy makers responded to the 2008-2009 economic downturn with an 

expansive use of short-time work (or partial unemployment). This implies that, in case intra-
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firm working time flexibility is insufficient, reduced working hours are compensated by social 

insurance benefits, thus avoiding or at least postponing dismissals.  The maximum duration of 

short-time work allowance funded by unemployment insurance was extended from 6 to 24 

months for 2009 and 2010. Parallel to this, manufacturing firms have reduced the utilisation of 

temporary agency work. Hence, labour market risks in the downturn were allocated in a dual 

manner: supported by massive government interventions the employment of core staff was 

held relatively stable, whereas the flexible segment, in particular temporary agency work, 

reacted more swiftly. 

 

3.5 The Cumulative Effect of Incremental Reforms 

 

The discussion of the reform path above indicates that dualisation in the German labour 

market has been a protracted and inconsistent process. In fact, it exemplifies mechanisms of 

incremental change such as layering (Streeck and Thelen, 2005). Initially atypical types of 

employment were promoted as marginal supplements to standard work, but subsequently 

gained significance through a process of differential growth. Far-reaching reform efforts, 

however, either led to electoral defeat or to at least partial re-regulation.  

Table 1 

 

Table 1 summarises the pattern of labour market reform in Germany. It reveals an inconsistent 

succession of deregulatory and re-regulatory phases.  Critical periods with high adjustment 

pressure due to high unemployment coincided with strong deregulation tendencies. 

Subsequent economic improvements usually led to partial re-regulation. This suggests that 

problem-load (expressed in high unemployment and falling government approval) has 

substantially influenced labour market reform in Germany (Figure 1). Moreover, government 

composition does not seem to make a difference, since both Social Democrats and Christian 

Democrats responded in a strikingly similar way to changing economic contexts. 

 

Figure 1 

 

After this sequence of institutional reforms, the performance of the German labour market is 

fundamentally different from the one which has often been stylised as a ‘welfare without 

work’ situation in the 1990s (Esping-Andersen, 1996). Due to a dynamic economy and 

increased labour market flexibility both in the core workforce and at the margin, total 

employment reached a new peak in 2008 – just prior to the economic crisis. At 70 percent, the 

German employment rate was about three percentage points higher than in the previous 

economic upturn. 
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In the context of employment growth the German labour market has become more 

heterogeneous. In the 1990s the share of atypical jobs rose at the expense of standard 

employment. More recently there has been relative stability of the number of standard jobs 

(see Figure 2). Nonetheless, flexible employment contracts have continued to expand, offering 

new opportunities for labour market entrants who had previously been unemployed or 

inactive. Agency work and marginal part-time grew particularly dynamically.i 

 

Figure 2 

 

Growing labour market heterogeneity is reflected in wages too. Particularly the share of low 

pay employment has risen sharply over the past decade. However, low hourly wages are 

mostly found amongst part-time workers, Minijob holders and unemployed persons with a job, 

i.e. in cases where employees can often rely on other sources of income such as spouses’ 

earnings or in-work benefits. Hence, intra-household as well as social security transfers 

facilitated the emergence of a sector of low wage employment. It works as a marginal, more 

implicit and somewhat unintended second best solution to the German labour cost problem as 

Minijobs allowed for the creation of flexible low-pay jobs notn burdened with the usual tax 

wedge.  

Dualisation is not only a feature that can be observed when looking at stocks of atypical or 

low-wage jobs. Patterns of mobility and transfer to standard jobs are more important in some 

respects. In contrast to many other continental European countries, fixed-term contracts in 

Germany often provide effective entry opportunities, as they are used during qualification 

phases, mainly in the public sector, or as extended probationary periods in industry and 

private services (Boockmann and Hagen, 2006). Repeated spells of fixed-term contracts are 

less common, except in research jobs as well as in cultural and social services (Bellmann et al., 

2009). 

The potential of upward mobility is more limited with regard to Minijobs. This might be the 

result of strong disincentives to move to longer part-time or even full-time work due to the 

rapid phase-in of taxation and social insurance contributions above the €400 threshold (Fertig 

and Kluve, 2006; Freier and Steiner, 2008). Agency work might help to integrate the 

unemployed into the labour market. In fact, statistical data confirm that workers had often 

been unemployed before taking up an agency job. However, empirical studies have not been 

able to provide evidence that this kind of work is a stepping stone towards more stable 

employment (Kvasnicka, 2008). Low-pay persistence is also an issue. Studies have shown that 

upward wage mobility is quite limited in Germany and probably lower than in the past (Schank 

et al., 2008). 

In short, in the current German labour market there are several marginal segments with 

flexible jobs and low mobility to standard employment. But how did working conditions 

change for insiders? The advancement of opening clauses in collective agreements described 

above reflects a shift of bargaining power within the dual system from sectoral interest 
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representation towards works councils. As their primary concern is not so much inter-firm 

solidarity but to prevent the downsizing of the core workforce, plant-level agreements are 

likely to contain productivity-oriented concessions (Whittall, 2005). Given the option to replace 

external by internal adaptability, from a works council perspective accepting more flexible 

working-time and wage cuts usually appear as the lesser of two evils. 

In other words, opening clauses and plant-level arrangements constitute a functional 

equivalent to external flexibility, such as increasing the share of temporary workers. 

Altogether, such measures help to limit the labour cost gap between standard and atypical 

employment. Put differently, the growth of firm-level agreements and more working-time 

flexibility can be interpreted as a strategic response of insiders to the threat of greater external 

flexibility. Thus, it comes as no surprise that opening clauses were increasingly taken up by 

‘healthy’ firms as well as those faced by economic difficulties. Originally reserved for 

exceptional situations, opening clauses have come to be interpreted as an ordinary tool in the 

pursuit of greater competitiveness of standard employment (Seifert and Massa-Wirth, 2005). 

As a result, it has become easier for employers to impose parts of their entrepreneurial risk on 

to their employees. The consequences of economic shocks can more easily be transferred to 

workers who might have to accept wage cuts or reduced leisure time. 

What is the empirical evidence for such trends? Increased insider flexibility is difficult to 

demonstrate since there are only few time series data on firm practices, and figures on wages 

or working time are rarely disaggregated by type of employment. To exclude the influence of 

lower-paid atypical workers, we use the dispersion of gross wages among standard employees 

as an indicator, which can be calculated on the basis of the German Socio-Economic Panel 

(GSOEP). Standard work is defined as dependent, permanent, full-time employment. To reduce 

bias by other variables over time, only male private-sector employees from West Germany are 

included. 

 

Table 2 

 

Table 2 shows a strong growth of gross wage inequality among standard male employees, 

measured as the ratio of wage deciles. While in the late 1980s inequality was still declining, it 

increased sharply after German reunification. This holds true in particular for the relative 

position of the lowest decile, where competition through more flexible types of jobs matters 

most. Hence, pay diversification is not only a phenomenon that affects atypical workers but 

also permanent full-timers. The table suggests that the creeping decentralisation in the 

German system of wage bargaining appears to have contributed to more flexibility and 

differentiation in the insider segment. A similar observation can be made for working-time 

flexibility. Different types of compensation for overtime work are recorded within GSOEP. 

Based on the same sample as in Table 2, Figure 3 shows a clear pattern of change over time. 

After 1985 overtime work has been increasingly compensated by time off, while the incidence 

of paid overtime has diminished sharply. This trend reflects flexibilisation since working-time 
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adaptation has become cheaper for employers. If additional work does not imply bonus 

payments, but is compensated by time off during a subsequent economic slump, working 

hours can vary more easily. 

 

Figure 3 

 

Admittedly, there are various intervening variables which provide alternative explanations for 

the growth of flexibility in the insider segment over time (such as tougher international 

competition). Nevertheless, recent research lends support to the causal role of competition 

between segments. For instance, an evaluation of Minijobs has shown that the 2003 reform 

increased incentives to substitute regular, particularly low-skilled, employment with this type 

of atypical work (Jacobi and Schaffner, 2008). Recent qualitative case studies on the metal and 

electrical industry have indicated that agency workers frequently perform similar tasks as the 

core workforce, which implies a relatively high potential of replacing permanent staff or at 

least fostering internal competition (Holst et al., 2009). 

In sum, the evidence above indicates that change in the German labour market has been more 

complex than the concept of dualisation suggests. Firms have become more flexible by 

applying a mix of atypical employment, opting out of collective bargaining and making more 

use of working-time flexibility. The contributions workers in the core of the labour market 

made to this process via their works councils partly reflect the growing threat of ‘cheap 

labour’. As we argued, the position of regular employees (and of the organisations which 

represent them) is ambivalent: non-standard workers secure jobs because they make firms 

more competitive and are the first to be dismissed at a time of economic crisis. On the other 

hand, a larger scale of atypical workers puts pressure on wages and working conditions. In the 

following section, we show that this dilemma was actually reflected in the politics of the 

reform process.  

 

4. The politics of marginal reform: trade unions’ attitude towards the liberalisation of agency 

work 

 

Up to the mid-1960s temporary work agencies had been prohibited in Germany. However in 

1967 the Federal Constitutional Court rejected the interpretation of the need to maintain a 

monopoly of the public employment agency and thus legalised temporary work agencies. 

Nevertheless, trade unions continued to be heavily opposed to agency work and collective 

agreements for this group of employees were firmly rejected (Holst et al., 2008) fearing the 

potential undermining of dismissal protection as well as collectively agreed wages (Bahr, 

1979). As the German Federation of Trade Unions (DGB) had close ties to the SPD-led 

government at the time, it is not surprising that agency work soon became strictly regulated. 

Among other limitations, the Agency Work Act of 1972 (‘Arbeitnehmerüberlassungsgesetz’) 
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restricted the maximum length of assignments to three months. The intention was to prevent 

a crowding-out of standard jobs.  

However, while unions in principle demanded a total ban on agency work, many works 

councils in manufacturing companies using agency workers followed a different rationale. In 

the German dual system of industrial relations, plant-level codetermination is formally 

independent from unions. Therefore, works councils were free to agree on plant-level 

compromises, some of which included the acceptance of agency work which was traded 

against the maintenance of core workforce privileges. By increasing numerical flexibility, 

agency work was also seen as a means of securing standard jobs (Promberger, 2005). During 

the 1990s trade unions were partly forced to give up their strict attitude towards agency work. 

This was mainly due to persistent mass unemployment and the unsustainable approach of 

labour shedding, which questioned the legitimacy of union strategies and brought about 

strong pressure to achieve more flexibility in the labour market (Holst et al., 2008).  

In fact, the reorientation went so far that the DGB, which had been involved in the Hartz 

reforms, did approve the liberalisation of agency work in 2003 (DGB 2002). The underlying 

rationale for this move was to increase the numerical flexibility of firms and to create more 

employment. To prevent wage competition between atypical and standard employees, the 

principle of equal pay was agreed upon. An exception was made for cases in which agency 

workers had their own collective agreement. Initially, this was not considered problematic by 

trade unions, as they gained control over agency workers’ wages for the first time. However, 

the clause was soon used extensively by employers and so-called ‘Christian unions’ (which are 

much more partial to employers’ interests than the majority unions) to agree on very low 

wages for agency workers. This departure from equal treatment was neither expected by the 

government nor by trade unions and led to a considerable wage gap between agency workers 

and the core workforce. 

Temporary agency work boomed after this reform (Figure 1). In fact, in manufacturing agency 

work has become a second tier of employment, particularly in metalworking and vehicle 

construction. Due to the effects of the Hartz legislation, there are possibilities for virtually 

unlimited assignments of agency workers at a collectively agreed wage significantly below the 

normal wage scale. Given this option, production staff can effectively be employed at different 

wage levels for similar tasks (Brenke and Eichhorst, 2008). Hence, agency work largely owes its 

attraction to unintended wage competition causing considerable pressure on core workforces 

in various industries. Therefore, it is not surprising that an effective equal pay principle is at 

the core of recent DGB demands for re-regulation (DGB, 2009).  

The case study illustrates the ambivalent character of marginal reforms. Unions had to 

carefully weigh the effects of change and consider alternatives at each stage. They were well 

aware of repercussions for insiders and considered reforms targeted at outsiders only as the 

last resort. In recent years the main concern was to limit negative side-effects for insiders, i.e. 

to limit wage competition. Thus, the example of agency work illustrates how two-tier reforms 

can eventually trigger more general change. 
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5. Conclusions 

 

Our analysis shows that the German labour market has gone through an intense 

transformation over the past quarter of a century. The process of change was 

incremental and contradictory but had significant cumulative effects on marginal and 

core workers. The results suggest that policy-makers typically responded to critical 

labour market conditions with marginal reforms as the least unpopular option. At times 

of improving economic contexts, however, they usually yielded to demands for partial 

re-regulation. Since this pattern was followed by all governing coalitions, irrespective of 

their party composition, the German example does not support Rueda’s (2005) 

argument of the relevance of partisan politics. Notwithstanding a very different rhetoric 

regarding dismissal protection, both Social and Christian Democrats followed a 

surprisingly similar reform strategy. 

We argue that the ambivalent nature of marginal reform led to a gradual increase of 

competition between core and marginal labour market segments. Initially core workers, 

unions and works councils objected to marginal reform and later - after it helped to 

circumvent fundamental reform - they responded to the threat of being crowded-out by 

more internal flexibility. Thus, taking the competition between typical and atypical 

work into account helps to understand the implicit decentralisation of collective 

bargaining. In our interpretation, the decline of more ‘solidaristic’ industrial relations is 

not the starting point for a sequence causing dualisation as argued by Palier and Thelen 

(2010). At least partially it also appears as a consequence of labour market dualisation. 

Hence, we rather see an interdependent, and not a unidirectional, causal relationship 

between the labour market and industrial relations at work. 

Although it is difficult to make statements about other countries on the basis of our 

results, there is reason to believe that the basic principles of change identified in this 

article do not only apply to Germany. First of all, Germany can be seen in many ways to 

have a typically highly regulated European labour market. With some simplification one 

could expect countries with comparable labour market institutions to exhibit analogical 

path dependencies and reform trajectories. Although Germany features some important 

idiosyncrasies, such as the system of industrial relations, the general process of change 

may not be so different in some other European countries. At least where marginal 

flexibilisation is concerned, this seems to be in line with empirical observations: various 

countries did not only reform their labour markets asymmetrically at the margin, but 

change was also the consequence of an incremental trajectory (Boeri and Garibaldi, 

2007; Eichhorst and Hemerijck 2010; Palier, 2010). A comparative analysis of 

interactions between marginal and insiders’ flexibility might be a fruitful exercise for 

future research. 

The conclusions drawn in this article have implications for the prospects of the German 

employment model. For one thing, the erosion of standard employment might be less 

advanced than sometimes depicted. In contrast to state regulation, which has been 

largely characterised by stalemate, social partnership has proven that it is capable of 

adapting standard employment to increased competitive pressure. The chosen path of 
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internal flexibilisation is compatible with the typical German production model (which 

in many industries is based on high skill investments and long-term employment 

relationships). At the same time it provides more numerical and wage flexibility to 

employers. Thereby, it might not make atypical work redundant, but certainly is a way 

to make standard jobs more cost-attractive and to reduce the demand for alternative 

types of employment. Hence, rather than a permanent state dualisation could transpire to 

be more of a transitory period towards a system with greater general flexibility. 
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Figure 1: Reform sequences, unemployment rate and government approval 1980-2008 

Source: Federal Employment Agency (Bundesagentur für Arbeit) and GESIS (2009), authors’ calculations. 

 

Figure 2: Employment by type of job, unemployment and inactivity, 1992-2007  
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Figure 3: Type of compensation of overtime work for male standard employees (dependent, permanent, 

full-time) in the private sector, West Germany, 1985-2007. 

 

Source: GSOEP, authors’ calculations. 
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Table 2: Gross wage dispersion among male standard employees (dependent, permanent, full-time) in 

the private sector, West Germany, 1985-2007 

 1985 1993 2000 2007 

D5/D1 1.46 1.43 1.52 1.58 

D9/D1 2.54 2.40 2.82 2.93 

D9/D5 1.74 1.68 1.86 1.85 

Source: GSOEP, authors’ calculations. 
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 Notes 

 

                                                           
i
 Figure 2 only presents data from 1992 onwards since German reunification causes a major break in the 

series. However, this trend also holds for West Germany only. Between 1985 and 2007 the share of 

permanent full-time employees in the working-age population decreased slightly from 41 to 39 percent. In 

the same period, non-employment decreased from 35 to 28 percent. Hence, there was a growing share of 

non-standard work. 
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