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THE NIGHT THE WALL CAME DOWN – 25 YEARS ON 

Berenberg Macro Flash 

THE NIGHT THAT CHANGED EUROPE 

Like most Germans, I will never forget that night 25 years ago. Alerted by two friends to news that sounded too good to be 

true while working late in my office in Kiel (West Germany), I ended up at midnight at the border in Luebeck-Schlutup, 

greeting East Germans crossing the now open Iron Curtain in their funny “Trabi” cars. "Trabi klatschen", as it came to be 

known.  

 

That the wall fell that night, and the way in which it happened, was a bit of an accident, arguably the most positive example 

of the administrative incompetence of East German socialism. But the East German system of repression and its command 

economy had started to crumble before. The communist dictatorship in East Germany had denied basic freedoms to its 17 

million people for 40 years and had caged them in with a wall since 1961. That this monstrosity collapsed 25 years ago with-

out a shot being fired remains almost a miracle.  

 

In the bigger picture, the fall of the wall separating East from West in Germany and Europe did show as clearly as possible 

that no other political and economic system can be a match for the open society, that is for a liberal democracy based on the 

rule of law. Eleven months after the wall came down, Germany and Europe were re-united. 

 

In political terms, German unification anchored in a firm European framework has been an outstanding success. Germany 

today is a mature country more at ease with itself and its neighbours than ever before. Incidentally, its two most impressive 

politicians, president Joachim Gauck and chancellor Angela Merkel, both grew up in East Germany. 

 

In economic terms, the ride was rough. In the end, it became a remarkable success. Much of what used to be East Germany 

today looks beautiful, the once crumbling inner cities often restored to their previous splendour and the rotten infrastruc-

ture brought up to the highest standard. Adjusted for the difference in the price level, living standards for those in East 

Germany with a normal job are reasonably close to those in the West. And the united Germany today enjoys virtual full 

employment, price stability and a small fiscal surplus. Having learnt the lessons of history, Germany has anchored itself 

firmly in Europe, feeling confident and strong enough to offer serious help to struggling neighbours in times of euro crisis. 

In Europe, Germany today is part of the solution, not part of the problem as it had often been in previous centuries. Even 

the history-denying AfD protest party, which is riding a small ripple of anti-immigrant sentiment, won’t change that. 

 

THE PAINS OF TRANSITION 

The economic transition of East Germany had been painful and expensive. In 1990, the pan-German desire to raise East 

German living standards fast for reasons of fairness and to prevent a mass migration across the now open border collided 

with economic reality.  

 

Shortly after the wall fell, I had calculated that East German productivity was merely one third of the West German level. 

As it turned out, even that was probably an overly optimistic estimate. In the economic chaos of transition, East German 

wages surged in 1990. With a 1:1 conversion rate chosen for East German prices and wages upon replacing the Ostmark 

with the West German DMark in mid-1990, East German wage levels ended up twice as high as local productivity would 

have permitted. (While a proposal I had presented in early 1990 to choose a 2:1 conversion rate was taken up by the Bun-

desbank, chancellor Kohl rejected it for obvious political reasons). The result was a massive real revaluation which rendered 

East German industry even more uncompetitive than it was anyway, making the economic transition more traumatic than in 

the similarly structured Czech lands. With East German industry collapsing, the social costs of transition went up. 

 

It was right to massively subsidise living standards in East Germany. In economic terms, however, it was costly to do so by 

raising wages to be paid by places of production that couldn't afford it. Instead, it would have been cheaper to save jobs by 

keeping wage costs down while lifting living standards to the desired level by topping up wages and other incomes for East 
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Germans through direct subsidies. The collapse of output and employment and hence the need to fill the gap between out-

put and incomes through Western subsidies would have been smaller. But that would have been politically treacherous. By 

now, it is history. 

 

For West Germany, the massive transfers to East Germany, which were then spent mostly on imports from the West, was 

the biggest fiscal stimulus ever. The boom paid for by borrowing ended in 1992 in a bout of inflation, rate hikes and reces-

sion in Germany as well as a serious currency crisis in Europe. All that, in turn, strengthened the German aversion against 

fiscal stimuli.  

 

While the costs of the collapse of East German production became apparent by 1992, Germany did hardly anything to deal 

with the consequences for more than a decade. By the late 1990s, it had become the "sick man of Europe", as I labelled the 

country of "Reformstau" and "Standortflucht" in a research report early 1998.  Only in 2004 did Germany finally grasp the 

nettle of reforms, making the labour market more flexible and adjusting welfare and unemployment benefits to what the 

country could afford. Serious cuts in pension benefits complementeded the reforms. As a result, Germany is today funda-

mentally strong despite a short-term cyclical setback. With its 2004 reforms, it has set an example which Spain, Portugal and 

even Greece have followed in the last three years and which Italy is now striving to emulate. 

 

THE LESSONS FOR TODAY 

The German experience holds clear lessons.  

 

Socialism does not work, markets do. Open societies have a future, repressive societies will lose out in the end, especially in 

complex developed countries. 

 

Russia can win a hot war in Eastern Ukraine or elsewhere if it chooses to wage such a war. But with depressing dissent and 

open debate while moving ever further away from the rule of law, Putin cannot win the long-term competition with the 

ideas of Europe's open society. If the West stays firm and supports a Ukraine that is endorsing the open society, it will even-

tually prevail. 

 

If society wants to raise the incomes of its weaker members, as (West) Germany rightly wanted for its East German new-

comers in 1990, it should do so through direct subsidies which do not increase the costs of production rather than through 

laws that force companies to pay excessive wages. Raising wage costs causes a fall in output. And with less output, there is 

less that can be distributed. Germany’s coming minimum wage will only do modest damage. But if many other steps were to 

follow that raise wage costs for companies, even Germany’s current surge in employment may eventually be at risk.  

 

Putting off economic reforms, as Germany had done from 1993 to 2003, only makes matters worse. In continenental Euro-

pean countries with restricted labour market flexibility, labour market reforms are the key ingredient needed for any eco-

nomic turnaround. Stepping up infrastructure spending, such as Germany had done on a massive scale in East Germany 

after 1990, can have huge benefits over time. But it is not the essential element to get business investment and jobs growth 

going. Extra spending is no substitute for reforms. 

 

THANK YOU 

But tonight, we should go beyond pondering these lessons. Let us remember those who had died trying to flee East Germa-

ny while the wall was there from 1961 to 1989 – and let us celebrate the courage of the East Germans who tore down the 

wall 25 years ago. Let us thank them – and their counterparts in Poland, Hungary and elsewhere – for bringing down the 

monstrosity of the wall in such a peaceful way. Thank you so much. 
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This message has been produced for information purposes for institutional investors or market professionals, it is not a 

financial analysis within the meaning of § 34b or § 31 of the German Securities Trading Act (Wertpapierhandelsgesetz), no 

investment advice or recommendation to buy financial instruments. The message does not claim completeness regarding the 

information on the developments referred to in it. On no account should it be regarded as a substitute for the recipient’s 

procuring information for himself or exercising his own judgements. The message may include certain descriptions, state-

ments, estimates, and conclusions underlining potential development based on assumptions, which may turn out to be 

incorrect. Berenberg and/or its employees accept no liability whatsoever for any direct or consequential loss or damages of 

any kind arising out of the use of this message or any part of its content. -- For full economics reports please visit our 

website or contact capitalmarkets@berenberg.de.  
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