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ABSTRACT

Since its inception in 1948, there has been considerable confusion about the
nature of the social market economy buile by Ludwig Erhard in West Ger-
many. This article shows that Ludwig Erhard viewed the market itself as
social and supported only a minimum of welfare legislation. It shows that
Erhard suffered a series of decisive defeats in his effort to create a free, com-
petitive economy in 1957. Thereafter, the West German economy evolved
into a conventional welfare state.

Introduction

Germany has a social market economy.! It was created by Ludwig Erhard in 1948.
It has evolved since then, but the fundamental characteristics of that economic system
have not changed. This is the generally accepted view of the post-war German economy.?
It is the purpose of this paper to challenge this image. I contend that Ludwig Erhard did
create a social market economy beginning in 1948, an economic and social order that he
defined according to his own understanding of economic theory and German economic
and political history. However, as a result of a series of defeats thar he suffered in 1957,
the social market economy began to disintegrate. By the mid-1960s, it was no more.
The economic order that we saw in West Germany after the mid-1960s and which we see
today in the united Germany is a conventional welfare state.> The social market economy
died almost forty years ago.

People still speak of the social market economy today, in part, because it was never
clearly defined, either by Erhard or by his closest collaborators. The term itself, “social
market economy,” was coined by the economist Alfred Miiller-Armack in 1946.4 Erhard
adopted it because it genuinely reflected his economic conception, and because it was
politically advantageous to do so. As Andreas Metz put it, “As bait, and this was due to
Erhard, this little word before the big words market economy served not least to allow
everyone to define the term in his own way, causing confusion up to our own day.”
“Social” is trumps in Germany. This was particularly the case immediately after World
War II when a majority of Germans attributed the rise of the Nazis to the machinations
of capitalists.® Most Germans sought a third way between discredited capitalism and
dictatorial Marxism. Consequently, the word “social” proved enormously useful to Erhard
as he attempted to create a really competitive market system on the ruins of the Nazi
command economy.

The concept of the social market economy was developed by a group of German
scholars beginning in the 1930s. None of them was able to propose a universally accept-
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able definition as each had some influence on Erhard. Of the prominent participants in
the pre-1948 discourse, Alfred Miiller-Armack had the least influence on Erhard. This is
noteworthy since he worked closely with Erhard in the Ministry of Economics from
1952 to 1963 and because he heavily influenced the standard scholarly definitions. Miiller-
Armack was a professor at the University of Miinster and later at the University of Co-
logne. He produced a body of scholarship that used sociological theory and religious
studies to determine the underlying reasons why a particular society developed a specific
economic style. He sought to develop an economic model that would lead to the recon-
ciliation of competing social groups. By 1945, Miiller-Armack was convinced that com-
petitive markets were the only means of generating sufficient wealth to ensure an ad-
equate standard of living. He proposed redistributing income and using government
programs to relieve social distress. Miiller-Armack approved of the New Deal of Franklin
D. Roosevelt and the ideas of John Maynard Keynes. In effect, as he put it, he proposed
a “steered market economy” designed primarily to achieve social goals. He would
instrumentalize the market to achieve non-economic objectives, particularly reconcilia-
tion among social classes.” Miiller-Armack was able to work with Erhard because they
shared a commitment to free, competitive markets.® However, Erhard rejected Miiller-
ArmacK’s desire to redistribute income and to restructure society.’

Wilhelm Répke was one of the scholars who formed the group of ordoliberals who
helped define the new economic order built by Erhard. Répke, who taught at the Insti-
tute for International Studies in Geneva, advocated free, competitive markets, private
property and free trade. He, like Erhard, opposed cartels and monapolies. Ropke thought
that Germany should have a strong government that acted as an umpire in the market
place, but should not intervene in it directly. He also held romantic conservative views
critical of big cities, large companies, technology and the United States. Répke’s wartime
publications helped Erhard define his ideas. But Erhard departed from Répke’s prescrip-
tion in significant ways. Erhard tolerated the existence of large firms, welcomed techno-
logical innovation and approved of big cities and the United States. Répke publicly
endorsed Erhard’s policies after 1948, but did not shape them.!®

Probably the ordoliberal thinker who influenced Erhard most directly was Walter
Eucken. A professor at the University of Freiburg where he gathered around himself a
group of free marker thinkers during the war years called the Freiburger School, Eucken
advocated completely free competitive domestic and international markets. He called
for the dissolution of cartels, monopolies and dominant firms. Like Répke, Eucken
conceived of the government as a referee acting to ensure that the free marlket functioned
properly. He contended, in contrast to Friedrich von Hayek, that markets did not arise
spontaneously and did not function smoothly if left to themselves. He argued that the
market itself was social and that the solution to social problems was economic growth. !

The key, though, was what Erhard thought. He was the one who made the crucial
decisions in June 1948 that set West Germany on the path to a free market and to
unprecedented prosperity. When the Allies introduced the new German currency, the
Deutsche Mark, on 20 June 1948, Erhard, on his own authority, abolished the rationing
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of most goods that had continued since the end of the war. At the same time, in coordi-
nation with the Americans and the British, he began a comprehensive program of tax
reductions.

The kernel of Erhard’s ideas was his embrace of freedom. He was convinced that a
free, competitive market was the sole means of both creating prosperity and achieving
social fairness. As he put it in 1953, “...the freer the economy, the more social it is.”!?
Erhard went further and contended that the free economy was also essential for the
creation of a free, democratic political system. Erhard sought a third way. He rejected
unrestrained capitalism because some of its practitioners, big business owners, abused it.
But, he also rejected all forms of state planning. In his view, the state should supervise
the market place while the price mechanism allocated resources. Erhard hoped to abol-
ish cartels and monopolies to ensure the smooth operation of the price mechanism. He
also advocated policies promoting widespread ownership of property, stable prices and
free trade. The result of this system controlled by consumers would be growth and
prosperity for everyone.” Erhard accepted the need for social welfare programs, but
wanted them to be kept to a minimum.'® The expression “social justice,” in his view, had
no economic meaning, rendering the redistribution of income unnecessary."” As he put
it, “It is much easier to give everyone a bigger piece from an ever growing cake than to
gain more from a struggle over the division of a small cake, because in such a process
every advantage for one is a disadvantage for another.”*® Put simply, “The solution lies
not in the division but rather in the multiplication of the social product.”” The solution
was to bake a bigger cake through economic growth.

Initially, Erhard was able to apply his ideas largely because the parliamentary system
was in its formative stages, making it difficult for his opponents t6 block him. However,
as the West German political system evolved and stabilized, the political parties and
interest groups gained power, enabling them to oppose Erhard more effectively. The
turning point came in 1957. Erhard suffered three major defeats that marked the begin-
ning of the end of the social market economy as he conceived it. His cartel bill was so
adulterated by its opponents in industry that it provided no bar to anti-competitive
business activity. A very expensive pension reform was passed that indexed benefits to
inflation and put West Germany firmly on the road to the welfare state. In addition,
West Germany joined the European Common Market, an organization that split Europe
into rival trading blocks, erected tariffs along its external borders, excluded the Ameri-
cans and the British and increased the influence of the dirigiste French. At the same
time, and beyond Erhard’s control, the federal chancellor, Konrad Adenauer, ran a na-
tional parliamentary election campaign in which he used pork barrel legislation to pave
the way to victory. These “Wahlgeschenke” (election gifts) were not only expensive in

the short-term, they also committed the federal government to spend heavily in the
future."
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The Anti-Cartel Law

Erhard suffered a clear defeat on the cartel issue. He considered cartels, which are
associations of independent companies formed to restrict competition, as incompatible
with free markets and democracy. In Erhard’s view, cartels artificially increased their
share of economic activity, through the division of markets and price setting, thereby
reducing the scope of free competition. The result was the misallocation of resources and
a smaller gross domestic product. According to Erhard, cartels made markets less flex-
ible, making it more difficult for the economy to overcome recessions. They also re-
duced the ability of the government to stimulate the economy in downturns. Overall,
and this was the critical consideration from Erhard’s perspective, cartels reduced con-
sumer welfare.'” In 1949, soon after he was appointed West Germany'’s first minister of
economics, Erhard proposed a bill to prohibit cartels and other anti-competitive busi-
ness practices and to regulate dominant firms. He considered this proposed law the
“constitution of our economy” and the “heart of the social market economy.”? It was by
far the single most important legislative initiative that he undertook during his fourteen
years as economics minister. Organized big business violently opposed Erhard. The
Federal Association of German Industry was able to adulterate and delay passage of his
bill to the point that it became virtually worthless. During the discussion of the bill in
the economic policy committee of the West German parliament, the Bundestag, virtu-
ally all of the changes proposed by the Federal Association were accepted.?! The bill that
was finally passed in 1957 contained so many exceptions to the prohibition, that cartel
activity was able to continue unhindered.? The newly created Federal Cartel Office was
weak. For example, between 1958, when the law came into effect, and 1966, when it
was amended, the office opened 1,400 investigations of violations of the prohibition on
cartels.”? Only one fine was imposed as a result. Erhard’s drive against cartels had failed.

The Pension Reform Law

Erhard sustained a similar defeat in the debate to reform West Germany’s extensive
social security system. Chancellor Adenauer wanted to reform the system because it
consisted of a large number of overlapping laws and because he feared the growth of the
welfare state.> After much delay by his labor minister, Anton Storch, Adenauer adopted
a plan proposed by the Catholic intellectual Wilfrid Schreiber in December 1955. The
Schreiber plan would separate old age pensions from other benefits, fund them on a pay-
as-you-go basis, include everyone in the system to increase the pool of funds available,
and limit benefits so as to preserve the will to work, but index them to inflation and the
rise in the standard of living.? Erhard accepted that a reform of the social security system
was necessary, and supported an increase in benefits for those who were in real need.
However, he opposed indexing benefits and wanted the group included in the plan to be
kept as small as possible. He especially did not want the self-employed to be compelled

to participate. Erhard wanted to preserve the entrepreneurial spirit among independent
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professionals and to ensure that the new social security system did not promote infla-
tion.”’

With the 1957 elections approaching, Adenauer became anxious that a pension bill
be passed quickly. Storch used this to limit the reform to old age pensions and to convert
the initiative into a straight increase in benefits. In two decisive cabiner meetings in May
1956, Erhard’s effort to prevent indexing was defeated. Also, white collar employees
were forced to join blue collar workers in the system. But, Erhard was able to prevent the
self-employed from being compelled to join.?® The bill was passed by the parliament and
went into effect retroactively in January 1957. Because the West German economy
continued to grow strongly until the early 1960s, the damaging effects of this law did not
become immediately apparent. Pension benefits increased immediately by 120%, while
pension fund contributions jumped by 77.27%, implying that the government had to
subsidize the system from general tax revenues from the beginning.” By 2000, pension
expenditures had become so large, both because of the inherent growth dynamic of in-
dexing and due to the expansion of benefits by the Bundestag, that they consumed 46.7%
of federal outlays.”® The system is currently approaching bankruptcy. The massive taxes
involved, amounting to close to a fifth of Germans’ pay checks, crowded out investment
and made German labor among the most expensive in the world.

The Common Market

In 1957, Erhard also suffered defeat on an issue that he held very close to his heart:
free trade. Erhard was a strong advocate of open international markets. He felt that
European integration could be achieved most effectively by creating a pan-European free
trade area and by allowing the free convertibility of currencies. Ultimately, Erhard hoped
that the entire world would embrace free trade. He thought that large bureaucracies
were not necessary to accomplish these goals. The market would run itself with only
supervision necessary to prevent anti-competitive behavior. In short, Erhard advocated
what was called at the time “functional integration.”!

The rejection of the European defense association by the French national assembly
in 1954 lead west European diplomats to seck an alternative path to European integra-
tion. Adenauer was convinced of the need for formal integration in order to allow West
Germany to participate fully in international diplomacy, to turn German society toward
the west away from its historic concentration on the east and to end the ancient enmity
with France. Consequently, Adenauer welcomed the initiatives taken by the French
premier Antoine Pinay and the Belgian premier Paul-Henri Spaak to create a European
common market. The foreign ministers of the western European states set the direction
of the talks at a meeting at Messina in early June 1955. A plan for the creation of a
common market, heavily influenced by the French, was approved by the foreign minis-
ters at Venice in May 1956. Erhard energetically opposed this initiative. In a letter to
Adenauer, he stressed that integration at any price was not in the Federal Republic’s
interests. He condemned the French effort to have other countries adopt their social
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welfare standards and their system of economic planning. He also opposed the exclusion
of the British, the Scandinavian countries and the United States.®? In the fall of 1956, as
the negotiations entered their decisive phase, both in the cabinet and in correspondence
with Adenauer, Erhard condemned the scheme as an economic “sin,” charged that it
provided for too little freedom and too much planning, and urged a less formal, more
inclusive approach.®

While this debate was taking place, the Soviets suppressed the democratic uprising
in Hungary and the Suez crisis occurred. On 31 October 1956, Adenauer appealed to
Erhard to support the common market in order to promote European unity in the face of
these diplomatic challenges. Erhard caved in** He publicly supported the common
market proposal and voted for it when it was raised for ratification in the Bundestag in
July 1957.% However, he continued to criticize it privately, calling it “economic non-
sense,” and demanding the inclusion of the British.* The EEC developed into the big
bureaucracy that Erhard feared. It pursued policies that discriminated against goods,
especially agricultural products, from non-EEC countries and operated an expensive
system of subsidies that badly distorted the market, leading to vast surpluses of wine,
cheese and steel, to mention just a few examples.

Conclusions

If the foundations of the social market economy were free competitive markets and
limited state intervention, then, clearly, it had suffered fatal wounds in 1957. Erhard’s
cartel law was so weakened by industrial interests that it was ineffective. The pension
reform that he opposed led directly to the creation of a welfare state in Germany, deci-
sively weakening Germans willingness to innovate, compete and take responsibility for
their own fates.” And the European Common Market has evolved into the large, inter-
ventionist bureaucracy that Erhard feared, contributing to the slow growth and high
unemployment that afflict the European economy today. 1957 marked the decisive
turning point on the road to the welfare state and away from growth in West Germany.*®
The basic principles of the social market economy had been violated and were increas-
ingly ignored afterward. Erhard won some minor victories after 1957, such as the con-
vertibility of European currencies. But a trend had begun that he could not reverse. The
social market economy had begun to fade, disappearing entirely by the late 1960s.
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